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Title  V— Committee  on  Interior  and  Insular  Affairs 


Committee  on  Interior  and  Insular  Affairs, 

House  of  Representatives, 
Washington,  DC,  July  28,  1987. 

Hon.  William  H.  Gray  III, 

Chairman,  Committee  on  the  Budget,  Washington,  DC 

Dear  Mr.  Chairman:  The  Committee  on  Interior  and  Insular  Af- 
fairs is  hereby  reporting  recommended  changes  in  law  pursuant  to 
the  reconciliation  instructions  contained  in  H.  Con.  Res.  93.  The 
recommendations  are  contained  in  the  attached  resolution  adopted 
by  the  Committee  on  July  22,  1987. 
Sincerely, 

Morris  K.  Udall,  Chairman. 

Attachment. 

Resolution  of  the  Committee  on  Interior  and  Insular  Affairs 

Whereas,  H.  Con.  Res.  93  requires  the  Committee  on  Interior  and 
Insular  Affairs  to  report  changes  in  laws  within  its  jurisdiction, 
therefore; 

Be  it  Resolved  that  the  Committee  on  Interior  and  Insular  Af- 
fairs reports  to  the  Committee  on  the  Budget  the  following  recom- 
mendations for  inclusion  in  the  Budget  Reconciliation  Act  for  fiscal 
year  1988: 

"SEC.       .  NUCLEAR  REGULATORY  COMMISSION  ANNUAL  CHARGES. 

"(a)  In  General. — 

"(1)(A)  The  Nuclear  Regulatory  Commission  shall  annually 
assess  and  collect  such  fees  and  charges  as  are  described  in 
paragraphs  (2)  and  (3)  in  an  amount  that  approximates  75  per- 
cent of  the  budget  of  the  Commission  in  the  fiscal  year  in 
which  such  assessment  is  made. 

"(B)  The  first  such  assessment  shall  be  made  not  later  than 
September  30,  1988,  and  shall  be  based  on  the  budget  of  the 
Commission  for  fiscal  year  1988. 

"(2)  Pursuant  to  section  9701  of  title  31,  United  States  Code, 
any  person  who  receives  a  service  or  thing  of  value  from  the 
Commission  shall  pay  fees  to  cover  the  Nuclear  Regulatory 
Commission's  costs  in  providing  any  such  service  or  thing  of 
value. 

"(3)(A)  Any  person  who  holds  a  license  issued  under  section 
103  or  104b.  of  the  Atomic  Energy  Act  of  1954  (42  U.S.C.  2133, 
2134(b)),  that  authorizes  such  person  to  operate  a  utilization  fa- 
cility with  a  rated  thermal  capacity  in  excess  of  50,000,000 
watts  shall  pay,  in  addition  to  the  fees  set  forth  in  paragraph 
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(2),  an  annual  charge.  The  Commission  shall  recover  from  such 
charge  such  costs  of  the  Commission  as  are  recoverable  under 
paragraph  (1)  and  not  recovered  under  paragraph  (2). 

"(B)  The  Nuclear  Regulatory  Commission  shall,  by  rule,  de- 
termine the  amount  of  such  annual  charge  for  each  licensee 
described  in  subparagraph  (A)  in  a  manner  that  ensures  that 
the  licensees  who  require  the  greatest  expenditures  of  Nuclear 
Regulatory  Commission  resources  pay  the  greatest  annual 
charge. 

"(b)  Use  of  Funds. — Amounts  collected  under  this  section  shall 
be  deposited  in  the  General  Fund  of  the  Treasury  to  reimburse  the 
United  States  for  amounts  appropriated  for  use  by  the  Nuclear 
Regulatory  Commission  in  carrying  out  its  functions. 

"(c)  Repeal.— Title  VII  of  the  Consolidated  Omnibus  Budget  Rec- 
onciliation Act  of  1985  (Public  Law  99-272)  is  amended  by  striking 
subtitle  G.  This  repeal  shall  become  effective  upon  promulgation  of 
the  Commission's  final  rule  implementing  this  section/' 

SEC.      .  ALLOCATION  OF  ABANDONED  MINE  RECLAMATION  FUNDS  IN 
WYOMING. 

Notwithstanding  any  other  provision  of  law,  the  State  of  Wyo- 
ming may,  subject  to  a  plan  approved  by  the  Governor,  expend  not 
more  than  $2  million  from  its  allocation  of  Fiscal  Year  1987  appro- 
priated funds  under  Section  402(g)  of  Public  Law  95-87  for  direct 
assistance  to  citizens  evacuated  from  their  homes  in  the  Rawhide 
and  Horizon  Subdivisions  in  Campbell  County,  Wyoming,  due  to 
hazards  from  methane  and  hydrogen  sulfide  gases. 

SEC.      .  COAL  TRADE  EQUALIZATION. 

(a)  Short  Title. — This  section  may  be  cited  as  the  "Coal  Trade 
Equalization  Act  of  1987". 

(b)  Findings. — The  Congress  finds  and  declares  that — 

(1)  the  United  States  possesses  vast  reserves  of  coal  which 
can  be  utilized  in  an  economical  and  environmentally  sound 
manner  for  the  purpose  of  generating  electricity  and  for  indus- 
trial and  other  commercial  applications; 

(2)  reliance  on  often  volatile  foreign  sources  of  coal  does  not 
contribute  to  the  energy  independence  and  security  of  the 
United  States,  aggravates  the  balance  of  trade  deficit,  may 
jeopardize  the  reliability  of  electrical  power  generation  in  cer- 
tain regions  of  the  Nation,  does  not  make  full  use  of  domestic 
resources  and  may  contribute  to  unemployment  in  regions  de- 
pendent to  some  degree  upon  the  production  and  utilization  of 
coal  for  their  economic  welfare; 

(3)  there  exists  no  national  policy  on  imports  of  coal,  which 
imports  currently  enter  the  United  States  free  of  tariff; 

(4)  many  foreign  nations  impose  a  variety  of  trade  con- 
straints on  imported  coal,  including  coal  which  originates  in 
the  United  States;  and 

(5)  foreign  coal  producers  are  not  required  to  comply  with 
stringent  environmental,  health,  welfare,  and  safety  standards 
thereby  giving  foreign  coal  producers  a  competitive  advantage 
over  domestic  coal  producers. 
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(c)  Investigation  Report,  and  Legislative  Recommendations 
by  the  Secretary  of  the  Interior. — (1)  The  Secretary  of  the  Inte- 
rior shall  investigate  the  relationship  between  coal  imports  and — 

(A)  the  management  of  the  Federal  coal  leasing  program; 
and 

(B)  the  economic  condition  of  the  United  States  coal  indus- 
try; 

and  report  the  results  thereof  within  180  days  after  the  date  of  the 
enactment  of  this  Act  to  the  Committee  on  Interior  and  Insular  Af- 
fairs of  the  House  of  Representatives  and  the  Committee  on  Energy 
and  Natural  Resources  of  the  Senate. 

(2)  If  the  Secretary  of  the  Interior  finds,  as  a  result  of  the  investi- 
gation under  subsection  (a),  that  coal  imports  are  adversely  affect- 
ing the  management  of  the  Federal  coal  leasing  program  and  the 
economic  condition  of  one  or  more  sectors  of  the  United  States  coal 
industry,  the  Secretary  shall  include  in  the  report  required  under 
subsection  (a)  appropriate  legislative  recommendations. 

(d)  Tariff  Treatment  of  Coal. — Subpart  J  of  part  1  of  schedule 
5  of  the  Tariff  Schedules  of  the  United  States  (19  U.S.C.  1202)  is 
amended — 

(1)  by  inserting  before  item  521.11  the  following: 
"Subpart  J  headnote: 

"1.  Coal  that  is  a  product  of  Colombia  and  imported  into  the 
Commonwealth  of  Puerto  Rico  shall  be  classified  under  item 
521.32.";  and 

(2)  by  striking  out  item  521.31  and  inserting  in  lieu  thereof  the 
following: 


Coal  of  all  classifications,  including  culm 
and  slack,  and  including  lignite  but  not 
including  peat;  coke  commerically  suit- 
able for  use  as  fuel;  and  compositions 
of  coal,  coke,  or  other  carbonaceous 
material,  whether  in  briquet  or  other 
form,  used  for  fuel: 
Coal: 

521.32  If  the  product  of  a  country  de-  Free  Free 

termined  by  the  Secretary  of 
Commerce  to  be  a  historical 
importer  of  United  States  coal 
in  quantities  exceeding  the 
quantities  of  coal  that  it  ex- 
ports to  the  United  States. 

521.34  Other  $8  per  ton  $8  per  ton 

521.36  Other  Free  Free 


(e)  Amendments  to  the  Trade  Act  of  1974. — Paragraph  (1)  of 
section  503(c)  of  the  Trade  Act  of  1974  (19  U.S.C.  2463)  is  amend- 
ed— 

(1)  by  striking  out  "and"  at  the  end  of  subparagraph  (F); 

(2)  by  striking  out  the  period  at  the  end  of  subparagraph  (G) 
and  inserting  in  lieu  thereof  ",  and";  and 

(3)  by  adding  at  the  end  thereof  the  following  new  subpara- 
graph: 


720 


"(H)  coal  subject  to  the  duty  imposed  under  item  521.34 
of  the  Tariff  Schedules  of  the  United  States  (19  U.S.C. 
1202).". 

(f)  Effective  Date  of  Certain  Provisions— The  amendments 
made  by  subsections  (d)  and  (e)  of  this  section  shall  apply  with  re- 
spect to  articles  entered,  or  withdrawn  from  warehouse  for  con- 
sumption, after  the  date  of  enactment  of  this  Act. 

Approved  this  22nd  day  of  July,  1987. 

U.S.  Congress, 
Congressional  Budget  Office, 

Washington,  DC,  July  28,  1987. 

Hon.  Morris  K.  Udall, 

Chairman,  Committee  on  Interior  and  Insular  Affairs, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  pre- 
pared the  attached  cost  estimate  for  the  Resolution  of  the  Commit- 
tee on  Interior  and  Insular  Affairs  of  July  22,  1987,  containing  the 
committee's  recommendation  for  inclusion  in  the  Budget  Reconcili- 
ation Act  of  1988. 

If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them. 

With  best  wishes, 
Sincerely, 

Edward  M.  Gramlich, 

Acting  Director. 

Congressional  Budget  Office,  Cost  Estimate 

1.  Bill  number:  Not  yet  assigned. 

2.  Bill  title:  Resolution  of  the  Committee  on  Interior  and  Insular 
Affairs. 

3.  Bill  status:  As  amended  and  adopted  by  the  House  Committee 
on  Interior  and  Insular  Affairs,  July  22,  1987. 

4.  Bill  purpose:  This  resolution  contains  the  committee's  recom- 
mendation for  inclusion  in  the  Budget  Reconciliation  Act  of  1988.  It 
would  increase  annual  charges  for  the  Nuclear  Regulatory  Com- 
mission (NRC),  beginning  with  fiscal  year  1988,  and  would  impose 
an  $8  per  ton  tariff  on  coal  imported  from  countries  that  are  net 
exporters  of  coal  to  the  United  States.  It  would  also  direct  the  Sec- 
retary of  the  Interior  to  report  on  the  relationship  between  coal  im- 
ports and  the  federal  coal  leasing  program,  and  the  economic  condi- 
tion of  the  U.S.  coal  industry.  The  resolution  also  includes  a  provi- 
sion that  would  give  the  Governor  of  Wyoming  authority  to  use  up 
to  $2  million  from  Wyoming's  1987  appropriation  from  the  Aban- 
doned Mine  Reclamation  Fund  to  assist  citizens  evacuated  from  the 
Rawhide  and  Horizon  subdivisions  in  Campbell  County,  Wyoming. 

5.  Estimated  cost  to  the  Federal  Government:  Enactment  of  the 
committee's  recommendations  would  result  in  revenue  increases 
relative  to  both  current  law  and  the  budget  resolution  baseline,  as 
shown  in  the  following  table. 
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[By  fiscal  year,  in  millions  of  dollars] 


1988 

1989 

1990 

1991 

1992 

Revenues: 

Increase  in  NRC  fees  

  179 

187 

195 

203 

211 

Tariff  on  imported  coal  

  15 

15 

15 

15 

15 

Total  revenues  

  194 

202 

210 

218 

226 

In  addition,  the  coal  imports  study  mandated  by  the  legislation 
would  cost  an  estimated  $0.2  million  in  1988,  assuming  appropria- 
tion of  the  necessary  sums. 

Basis  of  estimate:  Under  current  law,  the  NRC  is  required  to 
assess  and  collect  annual  charges  totaling  33  percent  of  its  annual 
costs.  This  bill  would  require  NRC  to  assess  and  collect  annual 
charges  totaling  75  percent  of  its  annual  costs  beginning  in  fiscal 
year  1988.  Because  no  particular  fee  structure  is  specified  in  the 
bill,  we  assume  that  the  CBO  baseline  for  NRC  appropriations 
would  be  the  revenue  target.  Assuming  enactment  on  October  1, 
1987,  CBO  estimates  that  the  difference  between  NRC  charges  to 
be  collected  under  current  law  and  charges  to  be  collected  under 
the  proposed  legislation  is  $179  million  in  fiscal  year  1988,  $187 
million  in  fiscal  year  1989,  and  $195  million  in  fiscal  year  1990,  as- 
suming funding  at  baseline  levels. 

This  bill  would  establish  an  $8  per  ton  tariff  on  all  coal  imported 
into  the  U.S.  from  countries  that  the  Secretary  of  Commerce  deter- 
mines to  be  net  exporters  of  coal  to  the  United  States.  Coal  import- 
ed from  Colombia  into  Puerto  Rico  would  be  exempt  from  the 
tariff.  Based  on  information  from  the  Department  of  Commerce, 
CBO  estimates  that  this  provision  would  result  in  additional  reve- 
nue of  about  $15  million  annually.  This  estimate  assumes  that  coal 
imported  from  Canada  would  be  exempt,  because  Commerce  De- 
partment information  indicates  that  Canada  has  long  been  a  net 
importer  of  U.S.  coal. 

Based  on  information  provided  by  the  Department  of  the  Interi- 
or, CBO  estimates  that  the  coal  study  would  cost  about  $0.2  million 
in  fiscal  year  1988. 

CBO  estimates  that  the  amendment  to  assist  citizens  in  Campbell 
County,  Wyoming  would  not  result  in  additional  costs  to  the  feder- 
al government,  because  this  provision  deals  with  funds  that  are  al- 
ready appropriated  and  that  would  be  spent  under  current  law. 

6.  Estimated  cost  to  the  State  and  local  governments:  None. 

7.  Estimate  comparison:  None. 

8.  Previous  CBO  estimate:  None. 

9.  Estimate  prepared  by:  Kim  Cawley,  Michael  Sieverts,  and  Teri 
Gullo,  and  Marianne  Page. 

10.  Estimate  approved  by:  C.G.  Nuckols  (for  James  L.  Blum,  Assist- 
ant Director  for  Budget  Analysis). 
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Committee  on  Interior  and  Insular  Affairs, 

House  of  Representatives, 
Washington,  DC,  September  30,  1987. 

Hon.  William  H.  Gray  III, 

Chairman,  Committee  on  the  Budget,  Washington,  DC 

Dear  Mr.  Chairman:  The  Committee  on  Interior  and  Insular  Af- 
fairs is  hereby  reporting  additional  recommended  changes  in  law 
pursuant  to  the  reconciliation  instructions  contained  in  H.  Con. 
Res.  93.  The  recommendations  are  contained  in  the  attached  reso- 
lution adopted  by  the  Committee  on  September  23,  1987. 
Sincerely, 

Morris  K.  Udall,  Chairman. 

Attachment. 

Resolution  of  the  Committee  on  Interior  and  Insular  Affairs 

Whereas,  H.  Con.  Res.  93  requires  the  Committee  on  Interior  and 
Insular  Affairs  to  report  language  in  laws  within  its  jurisdiction, 
therefore; 

Be  it  Resolved  that  the  Committee  on  Interior  and  Insular  Af- 
fairs reports  to  the  Committee  on  the  Budget  the  following  recom- 
mendations for  inclusion  in  the  Budget  Reconciliation  Act  for  fiscal 
year  1988: 

Congressional  Budget  Office,  Cost  Estimate 

1.  Bill  number:  H.R.  2851. 

2.  Bill  title:  Federal  Onshore  Oil  and  Gas  Leasing  Reform  Act  of 
1987. 

3.  Bill  status:  As  ordered  reported  and  recommended  for  inclu- 
sion in  the  Budget  Reconciliation  Act  of  Fiscal  Year  1988  by  the 
House  Committee  on  Interior  and  Insular  Affairs,  September  23, 
1987. 

4.  Bill  purpose:  H.R.  2851  is  recommended  for  inclusion  in  the 
Budget  Reconciliation  Act  of  1988.  The  bill  would  require  that  all 
federal  lands  made  available  for  oil  and  gas  leasing  be  offered  ini- 
tially on  a  competitive  basis.  There  would  be  a  minimum  bid  of  $2 
per  acre,  and  a  nonrefundable  bidding  fee  of  $75  would  be  required 
in  order  to  bid.  Lands  not  leased  competitively — those  that  fail  to 
receive  a  bid  in  a  competitive  sale — would  be  available  for  noncom- 
petitive leasing  for  one  year.  After  that,  they  would  again  be  avail- 
able only  through  the  competitive  process.  Noncompetitive  filing 
fees  would  be  fixed  at  $75. 

The  bill  would  also  require  the  Secretary  of  the  Interior  to  evalu- 
ate and  approve  the  impact  of  oil  and  gas  activity  on  certain  lands 
before  issuing  leases.  Evaluations  would  be  done  through  the  devel- 
opment or  amendment  of  land  use  plans.  The  bill  specifies  that 
within  60  days  of  enactment,  the  Secretary  would  be  required  to 
indicate  which  lands  would  be  affected  by  this  requirement  and  to 
specify  a  date  by  which  required  evaluations  would  be  completed. 
All  evaluations  would  be  required  to  be  completed  by  January  1, 
1991.  Until  those  deadlines  are  met,  however,  all  lands  would  be 
available  for  leasing  under  the  new  system  set  up  in  the  bill.  Final- 
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ly  H.R.  2851  would  increase  lease  rental  rates  to  $2  per  acre  for  the 
first  five  years  of  the  lease  term. 

5.  Estimated  cost  to  the  Federal  Government:  Enactment  of  the 
committee's  recommendations  would  result  in  receipt  increases  rel- 
ative to  both  current  law,  the  budget  resolution  baseline,  and 
CBO's  August  baseline,  as  shown  in  the  following  table.  These  esti- 
mates are  net  of  payments  to  states. 


[By  fiscal  year,  in  millions  of  dollars] 

1988       1989       1990       1991  1992 


Direct  spending:  Oil  and  gas  receipts 
Authorizations: 

Estimated  authorization  level .... 

Estimated  outlays  


-7 

-14 

-14 

-14 

-14 

2 

2 

2 

1 

1 

2 

2 

2 

1 

1 

9.  Estimate  prepared  by:  Theresa  Gullo. 

10.  Estimate  approved  by:  C.G.  Nuckols  (for  James  L.  Blum,  Assist- 
ant Director  for  Budget  Analysis). 

Committee  on  Interior  and  Insular  Affairs, 

House  of  Representatives, 
Washington  DC,  October  U,  1987. 

Hon.  William  H.  Gray  III, 

Chairman,  Committee  on  the  Budget,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Committee  on  Interior  and  Insular  Af- 
fairs is  hereby  reporting  additional  recommended  changes  in  law 
pursuant  to  the  reconciliation  instructions  contained  in  H.  Con. 
Res.  93.  The  recommendations  are  contained  in  the  attached  reso- 
lution adopted  by  the  Committee  on  October  7,  1987. 
Sincerely, 

Morris  K.  Udall,  Chairman. 

Attachment. 

Resolution  of  the  Committee  on  Interior  and  Insular  Affairs 

Whereas,  H.  Con.  Res.  93  requires  the  Committee  on  Interior  and 
Insular  Affairs  to  report  language  in  laws  within  its  jurisdiction, 
therefore; 

Be  it  Resolved  that  the  Committee  on  Interior  and  Insular  Af- 
fairs reports  to  the  Committee  on  the  Budget  the  following  recom- 
mendations for  inclusion  in  the  Budget  Reconciliation  Act  for  fiscal 
year  1988: 

U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  DC,  October  U,  1987. 

Hon.  Morris  K.  Udall, 

Chairman,  Committee  on  Interior  and  Insular  Affairs, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  pre- 
pared the  attached  cost  estimate  for  the  Resolution  of  the  House 
Committee  on  Interior  and  Insular  Affairs  of  October  7,  1987,  con- 
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taining  the  committee's  recommendation  for  inclusion  in  the 
Budget  Reconciliation  Act  of  1988. 

If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them. 

With  best  wishes, 
Sincerely, 


Congressional  Budget  Office,  Cost  Estimate 

1.  Bill  number:  Not  yet  assigned. 

2.  Bill  title:  Reconciliation  recommendations  of  the  House  Com- 
mittee on  Interior  and  Insular  Affairs. 

3.  Bill  status:  As  agreed  to  by  the  House  Committee  on  Interior 
and  Insular  Affairs  on  October  7,  1987. 

4.  Bill  purpose:  The  recreation  provisions  would  revised  sections 
of  the  Land  and  Water  Conservation  Fund  Act  relating  to  recrea- 
tion fee  collection,  distribution  and  use.  These  provisions  would 
also  increase  permanently  the  statutory  maximum  price  that  may 
be  charged  for  Golden  Eagle  Passports  and  for  entrance  fees  to 
units  of  the  National  Park  Service  (NPS).  Additional  new  fees  for 
other  services  and  annual  admission  would  also  be  permitted,  but 
fees  would  be  prohibited  at  certain  parks  in  urban  areas.  All  fees 
collected  under  the  Land  and  Water  Conservation  Fund  Act  by  any 
federal  agency  would  be  covered  into  special  accounts  in  the  U.S. 
Treasury  and  would  be  available  for  appropriation  to  the  collecting 
agency  in  the  year  following  receipts.  Sections  of  the  act  that  now 
require  these  amounts  to  be  desposited  in  the  Land  and  Water  Con- 
servation Fund  and  that  prohibit  the  imposition  of  new  NPS  fees 
or  fee  increases  would  be  repealed. 

The  reclamation  provisions  would  amend  the  Reclamation 
Reform  Act  of  1982  (RRA)  to  clarify  Congressional  intent  that  "no 
individual  or  legal  entity  receive  irrigation  water  ...  at  less  than 
full  cost  on  more  than  960  acres  of  land  in  which  that  individual  or 
legal  entity  has  an  economic  interest  .  .  .  ."  unless  specifically 
exempt.  The  section  would  place  certain  additional  limitations  on 
the  treatment  and  use  of  farm  trusts  for  the  purposes  of  calculat- 
ing water  entitlement  and  rates  and  would  add  new  requirements 
for  determining  the  legitimacy  of  using  farm  management  arrange- 
ments (FMAs)  as  a  tool  for  structuring  landholdings. 

5.  Estimated  cost  to  the  Federal  Government:  The  estimated 
budget  impact  of  these  proposals  relative  to  the  budget  resolution 
baseline  is  shown  in  the  following  table.  The  impact  relative  to 
CBO's  August  baseline  would  be  identical. 


Edward  M.  Gramuch, 

Acting  Director. 


[By  fiscal  year,  in  millions  of  dollars] 


1988 


1989 


1990 


1991 


1992 


Changes  in  direct  spending: 

National  Park  Service  receipts: 
Estimated  budget  authority, 

Estimated  outlays  

Reclamation  receipts: 

Estimated  budget  authority, 


-31 
-31 


-15 


-15 


-31 
-31 


-15 


-30 
-30 


-15 


-30 
-30 


-15 


-30 
-30 
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[By  fiscal  year,  in  millions  of  dollars] 


1988 

1989 

1990 

1991 

1992 

Estimated  outlays 

  -15 

-15 

-15 

-15 

-15 

Total  direct  spending: 

—  to 

—  4  J 

AS 

—  4  J 

—  4  J 

Estimated  outlays 

-46 

-46 

-45 

-45 

-45 

Changes  in  authorizations: 

National  Park  Service  collection  costs: 

Estimated  authorization  level  

  6 

6 

5 

6 

6 

Estimated  outlays  

  5 

6 

5 

6 

6 

The  savings  from  this  bill  fall  within  budget  function  300. 

Basis  of  estimate:  For  purpose  of  this  estimate,  CBO  has  assumed 
that  new  fee  collections  authorized  in  the  recreation  provisions 
would  begin  shortly  after  the  assumed  date  of  enactment  (Novem- 
ber 15,  1987)  and  that  the  Administration  would  exercise  the  au- 
thority provided  to  assess  new  fees  and  raise  existing  ones.  All 
recreation  fees  collected  after  that  date  (including  those  permitted 
under  existing  law)  would  be  deposited  into  the  newly  created  spe- 
cial funds. 

Because  the  agency  would  be  charging  fees  at  new  locations 
(rather  than  just  raising  existing  fees),  additional  funding  to  cover 
new  collection  costs,  estimated  to  be  $5  million  to  $6  million,  would 
be  needed  for  each  year  beginning  in  fiscal  year  1988. 

CBO  estimates  that  enactment  of  the  reclamation  provisions  is 
likely  to  result  in  disapproval  of  some  FMAs  and  trust  arrange- 
ments that  would  otherwise  be  approved  under  current  law.  The 
provisions  would  consequently  subject  more  land  to  full  cost  pricing 
for  federal  water.  How  much  land  would  be  affected  is  uncertain, 
however,  and  depends  on  how  landholders  will  react  when  faced 
with  full  cost  pricing  for  federal  irrigation  water  delivered  to  land 
in  excess  of  the  960-acre  threshold.  Landholders  could  choose  to 
divest  land — either  by  passing  it  to  other  farmers  who  would  still 
qualify  for  the  subsidized  water  rates  or  by  taking  the  land  out  of 
agricultural  production  altogether.  Landholders  could  also  keep 
their  land  and  pay  full  cost,  but  change  farming  practices  and  crop- 
ping patterns  so  as  to  buy  less  federal  water,  thereby  minimizing 
the  impact  of  rate  increases.  It  is  also  possible  that  some  landhold- 
ers could  absorb  higher  water  costs  without  significantly  affecting 
their  profits  and  would  therefore  pay  the  higher  prices  for  all 
water  delivered  to  the  affected  land. 

CBO  estimates  that  it  is  likely  that  enactment  of  these  provisions 
would  have  some  of  each  of  these  effects,  resulting  in  increases  in 
federal  receipts  totaling  approximately  $15  million  annually  begin- 
ning in  1988. 

6.  Estimated  cost  to  State  and  local  governments:  None. 

7.  Estimate  comparison:  None. 

8.  Previous  CBO  estimate:  On  March  31,  1987,  CBO  prepared  a 
cost  estimate  for  H.R.  1320,  as  ordered  reported  by  the  House  Com- 
mittee on  Interior  and  Insular  Affairs.  The  earlier  estimate  was 
based  on  provisions  in  the  Committee-reported  bill  that  created 
new  direct  spending  equal  to  the  receipts  collected  by  federal  agen- 
cies. This  provision  is  not  included  in  the  reconciliation  recommen- 
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dations,  and  our  estimates  reflect  this  difference.  In  addition,  based 
on  more  recent  information  available  since  that  time,  the  projected 
increases  in  receipts  have  been  reduced  by  about  $2  million  in  each 
year. 

9.  Estimate  prepared  by:  Theresa  Gullo  and  Deb  Reis. 
10.  Estimate  approved  by:  C.G.  Nuckols  (for  James  L.  Blum,  Assist- 
ant Director  for  Budget  Analysis). 


Title  VI— Committee  on  Merchant  Marine  and  Fisheries 

House  of  Representatives, 
Committee  on  Merchant  Marine  and  Fisheries, 

Washington,  DC,  October  19,  1987. 

Hon.  William  H.  Gray  III, 

Chairman,  Committee  on  the  Budget,  Washington,  DC. 

Dear  Mr.  Chairman:  In  response  to  the  reconciliation  instruc- 
tions imposed  by  the  House  Concurrent  Resolution  on  the  Budget 
for  Fiscal  Year  1988,  the  House  Merchant  Marine  and  Fisheries 
Committee  has  agreed  on  the  recommendation  included  in  the  en- 
closed package. 

Briefly,  the  Merchant  Marine  and  Fisheries  package  is  broken 
into  three  parts:  the  Oil  Pollution  Liability  and  Compensation  Act 
of  1987  (Subtitle  A);  the  Navigation  Enhancement  User  Fee  Act  of 
1987  (Subtitle  B);  and  amendments  to  the  Panama  Canal  Act  of 
1979  (Subtitle  C). 

The  principal  reconciliation  savings  in  this  package  are  achieved 
through  the  Navigation  Enhancement  User  Fee  Act.  While  the 
Congressional  Budget  Office  analysis  has  assumed  savings  based  on 
the  minimum  fee  of  $250,000  per  two  port  voyage,  it  is  commonly 
understood  that  the  actual  cost  of  navigational  services  currently 
being  provided  in  the  Persian  Gulf  are  significantly  greater.  Press 
reports  have  placed  such  costs  in  the  range  of  $30  million  per 
month.  Therefore,  this  Committee  maintains  that  enactment  of 
this  provision  will  result  in  savings  well  in  excess  of  the  $94  mil- 
lion ascribed  to  it  under  the  Budget  Resolution.  Hopefully,  informa- 
tion on  the  actual  cost  of  Persian  Gulf  navigational  services  will  be 
available  shortly  and  an  amended  cost  estimate  will  be  obtained 
from  the  Congressional  Budget  Office. 

Per  your  letter  of  September  30,  1987,  I  am  transmitting  the  leg- 
islative language  reported  from  the  Merchant  Marine  and  Fisher- 
ies Committee,  accompanying  report  language,  and  cost  estimates 
from  the  Congressional  Budget  Office.  If  you  are  in  need  of  any  fur- 
ther information,  please  contact  me  or  my  staff. 

With  warm  personal  regards,  I  am, 
Sincerely, 

Walter  B.  Jones,  Chairman. 
Committee  Action 

On  Wednesday,  October  14,  1987,  the  Committee  on  Merchant 
Marine  and  Fisheries  met  to  mark  up  its  recommendations  to  the 
House  Budget  Committee  in  compliance  with  the  reconciliation  in- 
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structions  contained  in  the  House  Concurrent  Resolution  on  the 
Budget  for  Fiscal  Year  (FY)  1988. 

The  Committee  took  up  for  consideration  a  working  paper  con- 
taining the  following  elements:  the  Navigation  Enhancement  User 
Fee  Act  of  1987;  Direct  Coast  Guard  User  Fees;  Indirect  Coast 
Guard  User  Fees;  Saltonstall-Kennedy  Fund  Amendments;  Ocean 
Dumping  User  Fees;  Amendments  to  the  Panama  Canal  Act  of 
1979;  Ship  Mortgage  Act  Amendments;  and  the  Oil  Pollution  Li- 
ability and  Compensation  Act  of  1987. 

The  Committee  first  considered  the  Navigation  Enhancement 
User  Fee  Act  of  1987.  Mr.  Anderson  offered  an  amendment  to  clari- 
fy that  the  provisions  of  the  bill  were  applicable  only  to  the  Per- 
sian Gulf.  The  amendment  was  approved  by  unanimous  voice  vote. 
Mr.  Young  then  moved  the  previous  question  and  the  measure  was 
approved  by  a  record  vote  of  32-7. 

Mr.  Studds  was  recognized  and  motioned  for  the  Committee  to 
include  the  text  of  H.R.  1632 — the  Oil  Pollution  Liability  and  Com- 
pensation Act  of  1987 — into  its  reconciliation  package.  The  motion 
was  agreed  to  by  voice  vote. 

Mr.  Fields  was  recognized  and  motioned  for  the  Committee  to  in- 
clude amendments  to  the  Panama  Canal  Act  of  1979  into  its  recon- 
ciliation package.  This  amendment  consisted  of  the  language  of 
H.R.  1688,  a  bill  to  increase  the  base  amount  of  the  United  States 
investment  in  the  Panama  Canal.  The  motion  was  adopted  by  a  di- 
vision vote  of  11-5. 

No  further  items  in  the  working  paper  were  raised  for  discussion 
or  consideration  by  the  Committee.  The  committee  package,  con- 
sisting of  the  three  items  discussed  above,  was  then  reported  to  the 
Budget  Committee  by  unanimous  voice  vote. 

SUBTITLE  A. — OIL  POLLUTION  LIABILITY  AND  COMPENSATION  ACT  OF 

1987 

This  subtitle  provides  for  the  establishment  of  a  comprehensive 
system  of  liability  and  compensation  for  responding  to  oil  pollution 
incidents. 

The  purpose  of  the  subtitle  is  to  provide  a  prompt  and  equitable 
mechanism  for  compensating  those  suffering  economic  loss  as  the 
result  of  an  oil  spill.  Potential  claimants  include  Federal,  state,  and 
local  governments,  as  well  as  private  parties  such  as  commercial 
fishermen  or  beachfront  property  owners  who  might  suffer  damage 
to  private  property  or  loss  of  income  as  the  result  of  an  oil  spill. 
The  provisions  of  the  legislation  extend  to  all  vessels,  and  to  on- 
shore and  offshore  facilities. 

The  subtitle  would  hold  those  involved  in  the  production  and 
transportation  of  oil  jointly,  severally,  and  strictly  liable  for  the 
damages  resulting  from  a  pollution  incident  up  to  certain  limits 
specified  in  the  law.  These  limits  are  substantially  higher  than 
those  imposed  under  domestic  statutes  such  as  the  Federal  Water 
Pollution  Control  Act,  and  are  roughly  equivalent,  with  respect  to 
ocean-going  vessels,  to  global  standards  approved  by  the  Interna- 
tional Maritime  Organization  (IMO).  No  limit  on  liability  is  al- 
lowed in  the  event  of  gross  negligence  or  willful  misconduct  by  the 
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party  responsible  for  a  vessel  or  facility  that  is  the  source  of  an  oil 
spill. 

The  person  responsible  for  a  vessel  or  facility  that  handles  oil  is 
required  to  establish  financial  responsibility  equal  to  the  upper 
limit  of  his  potential  liability  as  specified  in  the  bill.  This  provides 
a  guarantee  that  a  party  suffering  damages  will  be  able  to  recover 
from  the  polluter. 

The  subtitle  spells  out  the  damages  for  which  recovery  may  be 
sought,  including  cleanup  costs,  damage  to  natural  resources, 
damage  to  private  property,  loss  of  income,  and  loss  of  subsistence 
use  of  natural  resources.  This  list  of  damages  is  more  extensive 
than  that  contained  in  the  Federal  Water  Pollution  Control  Act. 
The  bill  improves  upon  present  law  in  the  following  respects: 

1.  It  will  guarantee  that  those  suffering  economic  loss  as  the 
result  of  an  oil  spill  from  a  vessel  or  facility  will  be  quickly 
and  fairly  compensated  for  the  loss,  whether  or  not  the  spiller 
accepts  liability  or  admits  negligence  in  connection  with  the 
discharge  of  oil; 

2.  It  will  impose  a  concept  of  joint,  several,  and  strict  liabil- 
ity on  those  producing,  handling,  or  transporting  oil  in  order  to 
encourage  a  high  standard  of  care  and  make  certain  that  those 
responsible  for  pollution  will  be  held  primarily  responsible  for 
the  cost; 

3.  It  will  encourage  prompt  and  complete  clean-up  of  oil 
spills  from  vessels  or  facilities,  including  relatively  chronic  pol- 
lution, such  as  that  caused  by  tar  balls; 

4.  It  will  reduce  the  cost  to  the  taxpayer  of  cleaning  up  oil 
spills  by  implementing  an  industry-financed  fund  to  be  avail- 
able to  reimburse  individuals  and  the  government  for  cleanup 
activities  not  otherwise  compensated; 

5.  It  will  simplify  and  reduce  federal  administrative  costs  by 
eliminating  four  single-purpose  oil  pollution  liability  funds 
presently  in  existence  and  replacing  them  with  a  single  fund 
liable  for  all  costs  of  administering  this  legislation; 

6.  It  will  establish  a  clear  and  predictable  legal  and  regula- 
tory framework  within  which  actual  or  potential  claimants, 
spiller s,  and  insurers  will  be  able  to  make  decisions  relevant  to 
oil  pollution  matters; 

7.  It  will  encourage  efforts  to  improve  international  stand- 
ards of  oil  pollution  liability  and  compensation;  and 

8.  It  will  eliminate  certain  provisions  of  the  Outer  Continen- 
tal Shelf  Lands  Act  Amendments  of  1978  which  distort  tradi- 
tional methods  of  allocating  pollution  liability  within  the  off- 
shore oil  production  industry. 

Approximately  13,000  oil  pollution  incidents  occur  in  U.S.  waters 
every  year,  spilling  from  10  to  14  million  gallons  of  petroleum  into 
the  marine  environment.  Many  of  these  spills  are  so  small  that  no 
federal  response  is  warranted.  Since  1972,  however,  the  Coast 
Guard  has  responded  to  approximately  172,000  spills,  totalling 
more  than  347,000,000  gallons  of  oil. 

The  Coast  Guard's  response  is  authorized  by  the  Federal  Water 
Pollution  Control  Act  (FWPCA)  and  other  authorities.  The  Fund 
created  by  Section  311(k)  of  that  Act  consists  of  appropriated 
money  used  to  finance  cleanup  activities.  Theoretically,  the  Coast 
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Guard  can  recover  its  expenditures  by  taking  legal  action  or  by  ne- 
gotiating informally  with  those  responsible  for  the  pollution.  Un- 
fortunately, cost  recovery  efforts  have  been  hampered  by  the  limits 
of  liability  which  are  contained  in  FWPCA,  by  the  unknown  source 
of  some  spills,  and  by  the  delays,  compromises,  and  procedural 
problems  associated  with  most  formal  legal  actions.  Since  the 
311(k)  fund  was  created,  the  Coast  Guard  has  spent  almost  $145 
million  cleaning  up  oil  spills  but  has  been  able  to  recover  only  $74 
million. 

The  difficulty  of  recovering  cleanup  cost  has  led  to  a  reluctance 
on  the  part  of  the  Coast  Guard  to  commit  section  311(k)  money  to 
clean  up  oil  spills  in  other  than  dramatic  or  emergency  situations. 

Many  state  officials  have  complained  about  the  difficulty  of  get- 
ting federal  funds  to  assist  in  local  clear  up  operations,  and  several 
states  have,  as  a  result,  developed  their  own  revenue  sources  for 
responding  to  pollution  incidents.  Under  this  subtitle,  federal 
cleanup  efforts  would  be  reimbursed  by  the  Fund,  which  is  fi- 
nanced not  by  the  taxpayer,  but  by  a  tax  of  1.3  cents  a  barrel  im- 
posed on  oil.  If  the  person  responsible  for  the  spill  cannot  be  found 
or  is  able  to  limit  his  liability,  the  Fund,  not  the  taxpayer,  would 
be  available  to  pick  up  the  bill.  Present  law  does  not  provide  any 
assurance  that  those  suffering  economic  loss  as  a  result  of  an  oil 
spill  will  be  able  to  receive  compensation  for  their  loss. 

Claimants  other  than  the  federal  government  are  now  in  a  par- 
ticularly bad  position.  Unless  they  are  able  to  prove  that  the  spill 
resulted  from  negligence  on  the  part  of  the  owner  or  operator,  no 
recovery  of  damages  is  likely.  Even  if  negligence  is  proven,  individ- 
ual claimants  may  not  be  able  to  recover  for  loss  of  income  and 
state  governments  may  not  be  able  to  recover  for  damage  to  natu- 
ral resources,  due  to  common  law  interpretations  of  those  damages 
for  which  compensation  may  be  required.  In  any  event,  prolonged 
legal  wrangling  is  almost  inevitable  with  respect  to  any  substantial 
spill  in  which  the  extent  of  fault  and  the  scope  of  damages  are  not 
clear  cut. 

Under  this  subtitle,  all  claimants,  whether  governmental  or  indi- 
vidual, would  have  an  option  to  negotiate  with  the  spiller,  or,  after 
six  months,  to  submit  a  claim  to  the  Fund.  In  all  except  the  most 
extreme  circumstances,  a  claimant  would  be  able  to  recover  for  a 
broad  list  of  clearly  defined  damages.  The  claimant  will  be  able  to 
recover  regardless  of  whether  the  negligence  of  the  responsible 
party  resulted  in  the  oil  pollution  incident.  There  would  also  be  a 
guarantee  of  recovery  through  the  requirement  that  a  potential 
spiller  possess  adequate  insurance  or  other  evidence  of  financial  re- 
sponsibility, to  ensure  that  the  person  liable  for  damages  will  have 
the  resources  necessary  to  compensate  claimants  or,  by  subroga- 
tion, the  Fund,  for  damages  and  costs  incurred. 

The  system  established  by  this  subtitle  will  permit  claimants  to 
have  a  clear  understanding  of  their  rights  and  a  guarantee  that 
their  claims  would  be  promptly  and  fairly  considered.  The  oil  cargo 
owners  and  the  transportation  and  offshore  production  industries 
would  know  in  advance  the  potential  pollution  liability  to  which 
they  may  be  exposed  and  would  be  required  to  have  insurance  of 
financial  guarantees  to  cover  the  cost.  The  federal  taxpayers  will 
be  spared  administrative  and  pollution  cleanup  costs  they  are  cur- 
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rently  required  to  bear,  and  all  affected  parties  would  or  have  the 
benefit  of  operating  under  unifrom  standards  of  liability,  damage 
definitions,  insurance  requirements,  and  claims  settlement  proce- 
dures. 

This  subtitle  also  provides  for  the  coordination  of  the  federal  and 
state  governmental  approaches  to  the  problem  of  oil  spill  liability. 
This  subtitle  prescribes  pollution  liability  rules  for  vessels  and  fa- 
cilities. All  vessels  are  included  because  of  the  interstate  nature  of 
the  waterborne  petroleum  transportation  trade  and  because  spills 
into  the  navigable  waters  may  cause  damage  in  more  than  one 
state.  In  addition,  facilities  which  operate  beyond  state  jurisdiction 
on  the  Outer  Continental  Shelf  or  pursuant  to  a  license  issued 
under  the  Deep  Water  Port  Act  are  also  clearly  a  federal  responsi- 
bility. Facilities  located  on  land  or  in  state  waters  are  also  included 
within  the  scope  of  this  bill. 

This  subtitle  preserves  the  authority  of  any  state  to  establish  or 
continue  funds,  the  purpose  of  which  are  to  pay  for  removal  costs 
or  damages  arising  out  of  an  oil  spill  incident.  Similarly,  this  sub- 
title allows  states  to  impose  fines  and  penalties  relating  to  such  in- 
cidents. 

In  return  for  yielding  a  small  measure  of  their  authority,  states 
would  receive  a  guarantee  of  greater  federal  cooperation  in  re- 
sponding to  many  oil  spills  and  an  enormously  increased  level  of 
protection  for  themselves  and  for  their  citizens  from  pollution  inci- 
dents which  are  either  catastrophic  in  scope  or  for  which  existing 
legal  remedies  are  inadequate. 

This  subtitle  would  establish  equitable  limits  on  the  liability  of 
those  who  own  or  operate  oil-carrying  vessels,  pipelines,  or  facili- 
ties. A  single  federal  fund  would  be  available  to  help  provide  com- 
pensation in  the  event  of  very  large  spills.  This  fund  would  replace 
four  different  federal  oil  spill  funds  that  presently  exist.  Victims  of 
oil  pollution  would  be  required  initially  to  negotiate  with  the 
person  responsible  for  the  spill  but  would  be  permitted  to  seek  com- 
pensation from  the  federal  fund  if  a  prompt  settlement  with  the 
spiller  proves  not  to  be  possible. 

This  subtitle  would  provide  limits  on  liability  for  oil  spill  inci- 
dents. The  liability  of  a  vessel  carrying  oil  in  bulk  as  cargo  (other 
than  an  inland  oil  barge)  would  be  $500  per  ton  of  the  vessel,  with 
a  minimum  of  $5  million  and  a  maximum  of  $60  million.  The  li- 
ability of  any  other  vessel  would  be  $300  per  ton,  with  a  $500,000 
minimum.  The  liability  limit  for  a  facility  would  be  $75,000,000. 
The  Secretary  of  Transportation  is  provided  the  authority  to  estab- 
lish liability  limits  of  between  $75,000,000  and  $80,000,000  for  any 
class  or  category  of  facility,  other  than  an  offshore  facility,  except 
that  such  adjustment  is  also  available  to  a  deepwater  port  facility. 

The  committee  intends  that  the  full  explanation  of  H.R.  1632 
found  in  House  Report  100-163,  Parts  I  and  II,  be  incorporated  by 
reference  as  part  of  the  legislative  history  of  this  subtitle. 

The  Committee  has  included  the  comprehensive  oil  spill  legisla- 
tion in  its  reconciliation  title  because  it  believes  that  a  comprehen- 
sive revision  of  federal  oil  spill  laws  is  long  past  due.  The  Commit- 
tee recognizes  that  opinions  differ  on  certain  provisions  of  the  legis- 
lation. A  suggestion  was  raised  that  alternate  versions  of  the  legis- 
lation be  reported  to  recognize  those  differing  views.  However,  the 
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Committee  felt  it  proper  to  report  only  its  previously  approved.  In 
including  the  text  of  H.R.  1632  in  its  reconciliation  proposals,  the 
Committee  does  not  intend  to  prejudice  the  right  of  any  Member  or 
Committee  to  raise  alternatives  to  this  proposal  during  a  House- 
Senate  conference  on  it.  To  the  contrary,  it  regards  all  issues  as 
open  for  further  discussion  and  modification.  The  Committee  is 
convinced  that  this  Congress  should  resolve  its  outstanding  differ- 
ences on  this  legislation  and  enact  a  comprehensive  oil  spill  law 
that  establishes  a  fair  and  equitable  federal  regime  for  oil  pollution 
liability  and  compensation. 

The  Committee  also  recognizes  the  joint  jurisdiction  of  the  Com- 
mittee on  Public  Works  and  Transportation  over  H.R.  1632.  The 
Committee  anticipates  that  the  two  committees  will  continue  their 
partnership  in  this  effort  as  the  House  and  Senate  meet  in  confer- 
ence to  resolve  the  outstanding  issues. 

SUBTITLE  B. — NAVIGATION  ENHANCEMENT  USER  FEE  ACT  OF  1987 

Section  2  of  this  subtitle  requires  the  Coast  Guard  to  establish 
and  assess  fees  on  those  vessels  that  either  request  or  receive  serv- 
ices from  an  agency  of  the  United  States  Government.  The  service 
subject  to  the  fee  must  be  one  that  is  necessary  to  allow  the  com- 
mercial vessel  to  facilitate  its  navigation  in  the  Persian  Gulf. 

While  the  services  that  may  be  requested  or  provided  are  not 
enumerated,  the  estimate  of  revenue  yield  is  based  on  the  "escort 
service"  being  provided  vessels  transiting  the  Persian  Gulf.  The 
services  include,  but  are  not  limited  to,  the  armed  escort  or  mine- 
clearing  services  of  the  U.S.  Navy  and  the  surveillance  services  of 
the  Navy,  the  U.S.  Air  Force,  or  the  U.S.  Coast  Guard. 

Vessels  that  would  be  billed  under  the  current  scenario  in  the 
Persian  Gulf  include  those  that  are  owned  by  the  Chesapeake  Ship-  j 
ping  Company,  a  corporation  controlled  by  the  nation  of  Kuwait; 
these  vessels  were  "reflagged"  earlier  this  year  and  are  now  oper- 
ating as  vessels  of  the  United  States.  The  U.S.  Maritime  Adminis- 
tration is  chartering  a  vessel  it  owns  to  the  same  Kuwaiti-con- 
trolled operator  for  service  in  the  foreign  commerce  of  Kuwait.  I 
This  later  vessel,  the  Maryland,  will  be  subject  to  the  fee  at  the  1 
time  it  requests  or  is  provided  the  service  of  the  U.S.  Armed  Forces 
to  more  safely  transit  the  Persian  Gulf. 

The  fee  is  nondiscriminatory.  It  applies  to  any  vessel,  regardless 
of  flag,  which  requests  or  receives  U.S.  Government  services  to 
enable  it  to  more  safely  transit  the  Persian  Gulf.  The  vessel  need 
not  be  an  American  flag  vessel. 

The  Committee  does  not  intend  that  these  fees  be  assessed  on' 
public  vessels  operated  by  the  United  States  Government,  such  as 
those  operated  by  the  Military  Sealift  Command. 

The  reports  from  the  Chief  of  Naval  Operations,  Admiral  Crowe, 
indicate  that  U.S.  operations  in  the  Gulf,  in  aid  of  commercial  op- 
erations will  go  on  for  "a  long  time".  The  fees  collected  are  likely, 
therefore,  to  generate  substantial  revenues  over  the  next  three 
years.  U.S.  agency  response  to  a  request  for  search  and  rescue  serv- 
ices is  not  chargeable  to  the  beneficiary. 

The  fee  structure  in  the  proposed  legislation  is  the  higher  of  the 
actual  cost  of  the  service  provided  or  requested  as  provided  in  sec- 
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tion  9701  of  title  31,  United  States  Code,  or  $250,000  each  time  the 
vessel  moves  from  one  port  to  another  while  under  the  surveillance 
and  protection  (or  other  navigation  enhancement  activity)  by  one 
or  more  elements  of  the  Government  of  the  United  States.  While 
revenues  under  section  9701  are  likely  to  be  higher,  the  scoring  by 
the  Congressional  Budget  Office  is  based  on  the  more  readily  (at 
this  time)  ascertainable  voyage  charge. 

Subsection  (c)  provides  for  a  civil  penalty  of  $250,000  per  day  for 
not  paying  a  fee  that  has  been  assessed  for  services  that  have  been 
provided. 

Subsection  (d)  requires  that  the  person  assessed  the  fee  to  pay 
those  charges  within  10  days  after  the  service  is  provided,  or  else 
the  Government  is  prohibited  from  providing  the  service  again  to 
that  person. 

Subsection  (e)  makes  it  clear  that  the  United  States  Government 
is  not  under  any  obligation  to  provide  escort  services  just  because  a 
vessel  operator  requests  those  services.  If  the  Government  decides 
to  provide  escort  services  it  is  up  to  the  Navy  to  set  the  particular 
time  and  place  of  the  escort.  It  also  makes  it  clear  that  the  Govern- 
ment cannot  be  held  liable  for  any  damages  that  occur  while  being 
escorted. 

SUBTITLE  C. — ADJUSTMENT  OF  THE  U.S.  INVESTMENT  PAYMENTS  TO  THE 
U.S.  TREASURY  ARE  COMPUTED 

The  Panama  Canal  Act,  Public  Law  96-70,  establishes  a  special 
accounting  procedure  to  calculate  the  interest  on  the  U.S.  invest- 
ment in  the  Canal  (Section  2603(b)).  A  portion  of  the  revenues  of 
the  Panama  Canal  Commission  (PCC)  were  deposited  in  the  PCC 
Fund  to  provide  these  interest  payments  to  the  U.S.  A  problem 
ensued  from  the  procedure  because,  under  Section  1603  of  the  Act, 
the  investment  base  was  decreased  by  the  revenues  deposited  in 
the  PCC  fund.  To  stop  this  erosion  of  the  U.S.  investment  base, 
Congressman  Jack  Fields  (R.-TX)  introduced  legislation  in  1985 
(H.R.  664)  which  changed  the  procedures  used  to  calculate  interest 
on  the  investment  base,  thereby  correcting  this  anomaly  of  having 
interest  payment  revenues  deposited  in  the  PCC  Fund  actually  re- 
ducing the  principal.  H.R.  664  was  enacted  as  Public  Law  99-195. 

In  1987,  Congressman  Fields  introduced  H.R.  1688,  to  amend  the 
Panama  Canal  Act  of  1979  (22  U.S.C.  3793(b))  by  increasing  the  in- 
vestment base  of  the  U.S.  by  the  amount  of  the  interest  that  was 
deposited  in  the  PCC  Fund  before  December  31,  1985,  and  which 
served  to  reduce  the  principal  of  the  U.S.  investment  in  the  Canal. 
Basically,  the  bill  recoups  the  decrease  made  to  the  investment 
base  under  the  old  system  of  accounting  before  H.R.  664  (P.L.  99- 
195)  was  enacted. 

Subtitle  C  is  identical  to  H.R.  1688. 

CBO  estimates  that  under  H.R.  1688  the  present  investment  base 
of  $69.1  million  would  be  increased  by  $61.7  million,  resulting  in  an 
investment  principal  of  $130.8  million.  Using  a  nine  percent  inter- 
est rate,  CBO  figures  additional  interest  payments  to  the  U.S. 
Treasury  of  $5  million  in  1989  and  each  subsequent  fiscal  year 
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until  the  year  2000  when  the  Republic  of  Panama  assumes  full  op- 
erating control  of  the  Canal. 

While  the  Committee  has  no  desire  to  damage  our  long-standing 
relationship  with  the  Republic  of  Panama,  these  interest  payments 
on  the  United  States  investment  in  the  Canal  are  properly  paid  to 
the  Treasury. 

U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  DC,  October  19,  1987. 

Hon.  Walter  B.  Jones, 

Chairman,  Committee  on  Merchant  Marine  and  Fisheries, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  pre- 
pared the  attached  cost  estimate  for  the  Resolution  of  the  Commit- 
tee on  Merchant  Marine  and  Fisheries  of  October  14,  1987,  contain- 
ing the  committee's  recommendation  for  inclusion  in  the  Budget 
Reconciliation  Act  of  1988. 

If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them. 

With  best  wishes, 
Sincerely, 

Edward  M.  Gramlich, 

Acting  Director. 

Congressional  Budget  Office,  Cost  Estimate 

1.  Bill  number:  Not  yet  assigned. 

2.  Bill  title:  Reconciliation  recommendations  of  the  House  Com- 
mittee on  Merchant  Marine  and  Fisheries. 

3.  Bill  status:  As  agreed  to  by  the  House  Committee  on  Merchant 
Marine  and  Fisheries  on  October  14,  1987. 

4.  Bill  purpose:  Subtitle  A  would  consolidate  federal  oil  pollution 
response  activities  into  one  entity,  the  Oil  Spill  Liability  Trust 
Fund  (OSLTF),  which  would  provide  for  the  cleanup,  restoration  of 
natural  resources  and  compensation  of  economic  loss  from  oil  spills 
that  threaten  U.S.  resources  on  or  near  U.S.  navigable  waters. 

Subtitle  B  would  direct  the  Secretary  of  the  department  in  which 
the  U.S.  Coast  Guard  (USCG)  is  operating  to  establish  fees  to  cover 
the  cost  of  ensuring  the  safety  of  vessels  operating  in  the  Persian 
Gulf.  The  fee  would  be  set  at  the  greater  of  (1)  the  actual  cost  of 
American  military  escort,  or  (2)  $250,000  per  vessel  per  day  (or  par- 
tial day). 

Subtitle  C  would  increase  the  U.S.  investment  in  the  Panama 
Canal  by  about  $62  million,  which  is  the  amount  of  receipts  collect- 
ed to  cover  interest  payments  to  the  U.S.  Treasury  before  Decem- 
ber 23,  1985. 

5.  Estimated  cost  to  the  Federal  Government:  The  budget  impact 
of  this  bill  is  shown  in  the  summary  table  below,  relative  to  the 
budget  resolution  baseline.  The  effects  reative  to  CBO's  August 
baseline  are  identical. 
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[By  fiscal  year,  in  millions  of  dollars] 


1988 

1989 

1990 

1991 

1992 

Estimated  net  revenues  

  7 

14 

34 

56 

11 

Estimated  spending  effect: 

Estimated  budget  authority  

  -129 

-180 

-180 

-180 

-179 

  -130 

-180 

-180 

-180 

-179 

Net  increase  or  decrease  (-)  in  the  deficit  

  -137 

-194 

-214 

-236 

-190 

Basis  of  estimate:  A  detailed  analysis  of  the  three  subtitles  fol- 
lows. Table  1  outlines  the  effects  of  the  oil  spill  consolidation  provi- 
sions. Table  2  shows  estimated  offsetting  receipts  from  the  imposi- 
tion of  navigation  enhancement  user  fees  by  the  USCG.  Table  3  in- 
dicates savings  from  the  restoration  of  $62  million  to  the  U.S.  in- 
vestment in  the  Panama  Canal. 

Subtitle  A:  Oil  Pollution  Liability  and  Compensation  Act  of  1987 

The  OSLTF  was  created  by  Public  Law  99-509,  the  Omnibus  Rec- 
onciliation Act  of  1986,  which  also  contains  amendments  to  the  In- 
ternal Revenue  Code  (concerning  related  taxes)  that  were  to  take 
effect  only  if  suitable  authorizing  legislation  was  enacted  before 
September  1,  1987.  As  stated  in  Section  6207  of  Subtitle  A,  this  bill 
is  to  be  considered  "qualified  authorizing  legislation",  and  for  the 
purpose  of  this  estimate,  CBO  assumes  that  its  enactment  would 
trigger  the  imposition  of  a  1.3  cent  per-barrel  tax  on  all  crude  oil 
received  by  U.S.  refineries  and  on  imported  petroleum  products.1 
According  to  the  provisions  of  Public  Law  99-509,  the  creation  of 
the  OSLTF  and  the  1.3  cent-per-barrel  tax  will  become  effective  on 
the  first  day  of  the  first  calendar  month  beginning  more  than  30 
days  after  enactment  of  such  legislation  (referred  to  as  the  "com- 
mencement date").  Consequently,  the  budgetary  impact  of  Subtitle 
A  includes  both  revenue  and  spending  effects,  as  shown  in  the 
table. 


TABLE  1.— ESTIMATED  BUDGET  IMPACT  OF  SUBTITLE  A  RELATIVE  TO  THE  FEBRUARY  AND  AUGUST 

BASELINES 1 

[By  fiscal  year,  in  millions  of  dollars] 


1988 

1989 

1990 

1991 

1992 

Estimated  revenue  effects: 

Tax  of  1.3  cents  per  barrel  of  oil: 

Revenue  credited  to  the  trust  fund  

18 

31 

57 

86 

27 

Revenue  credited  to  the  trust  fund,  net  of  income  and  payroll  tax 

offsets  

14 

23 

43 

65 

20 

Repeal  the  3  cents-per-barrel  fee  on  0CS  production  

-7 

-9 

-9 

-9 

-9 

Net  additional  revenues  

7 

14 

34 

56 

11 

Estimated  spending  effects: 

Estimated  budget  authority  

6 

5 

5 

5 

5 

Estimated  outlays  

5 

5 

5 

5 

5 

Net  increase  or  decrease  (-)  in  the  deficit  

-2 

-9 

-29 

-51 

-6 

^he  House  Ways  and  Means  Committee  is  including  a  one-year  extension  of  the  date  before  which  qualified  authorizing  legislation  has  to 
become  law  in  their  revenue  reconciliation  provisions. 


The  above  table  does  not  include  federal  outlays  that  may  result, 
in  the  event  of  an  oil  spill,  from  the  new  coverage  for  third-party 
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economic  losses  under  this  bill,  because  there  is  no  basis  for  pro- 
jecting such  costs. 

The  costs  of  this  bill  fall  within  budget  function  300. 

For  purposes  of  this  estimate,  CBO  has  assumed  that  the  recon- 
ciliation bill  will  be  enacted  by  November  15,  1987,  resulting  in  a 
commencement  date  for  the  OSLTF  financing  tax  and  expenditures 
from  the  OSLTF  of  January  1,  1988.  As  of  this  date,  the  estimated 
balance  in  the  OSLTF  (consisting  of  amounts  transferred  from  the 
Deepwater  Port  Liability  Fund  (DWPF)  and  the  Offshore  Oil  Com- 
pensation Fund  (OOCF))  would  be  about  $114  million.  Neither  the 
transfers  to  the  new  fund  nor  the  disposition  of  Pollution  Fund  or 
Trans  Alaska  Pipeline  Fund  (TAPF)  balances  would  have  any  net 
impact  on  the  federal  budget. 

Revenue  effects:  The  OSLTF  financing  tax  would  be  in  effect 
from  the  assumed  commencement  date  of  January  1,  1988  through 
December  31,  1991,  unless  or  until  cumulative  tax  collections  reach 
$300  million.  The  bill  would  permit  OSLTF  taxpayers  to  deduct 
from  their  tax  liability  credits  equivalent  to  the  amount  of  fees 
(plus  interest)  they  contributed  into  the  DWPF  and  OOCF. 

CBO  estimates  that  tax  collections  credited  to  the  trust  fund 
would  be  about  $18  million  in  fiscal  year  1988  and  would  increase 
to  $86  million  in  1991.  Collections  in  1992  are  expected  to  drop  to 
$27  million  because  the  tax  would  expire  after  December  31,  1991. 

Repeal  of  the  3  cents-per-barrel  fee  on  OCS  production  would 
reduce  revenues  by  $7  million  in  1988  and  by  $9  million  a  year 
thereafter,  relative  to  current  law  as  reflected  in  the  resolution 
baseline.  The  law  accords  the  Secretary  of  the  Treasury  discretion 
to  promulgate  regulations  regarding  collection  of  the  fee,  including 
"reasonable  modifications"  to  the  fee.  Because  this  discretion  has 
not  been  exercised,  the  baseline  includes  continuation  of  the  fee.  If 
the  Secretary  were  to  modify  the  fee,  the  CBO  baseline  would  re- 
flect this  action,  and  the  revenue  effects  of  repeal  would  differ  from 
those  shown  here.  If  the  fee  were  eliminated,  and  revenues  from 
the  fee  were  no  longer  included  in  the  baseline,  this  provision 
would  have  no  budget  impact. 

Spending  effects.  In  general,  outlays  from  the  OSLTF  are  expect- 
ed to  approximate  those  incurred  by  the  Coast  Guard  under  exist- 
ing law.  The  budget  authority  and  outlays  shown  in  Table  1  have 
therefore  been  limited  to  costs  that  would  be  incurred  incremental- 
ly as  a  result  of  this  bill.  These  include  non-recurring  start-up  costs 
as  well  as  additional  ongoing  expenses  associated  with  the  adminis- 
tration of  a  greatly  expanded  compensation  system.  Also  included 
are  interim  costs  associated  with  the  revision  of  liability  regula- 
tions and  financial  responsibility  certificates. 

Cleanup  costs  under  the  new  bill  are  also  expected  to  be  similar 
to  those  now  incurred  by  the  Coast  Guard.  Such  costs  are  difficult 
to  estimate  because  significant  oil  spills  are  rare  and  unpredict- 
able. While  thousands  of  spills  may  occur  in  any  year,  their  total 
costs,  including  claims,  would  most  often  not  be  high  enough  to 
exceed  the  bill's  specified  liability  limits. 

Subtitle  A  would  permit  claims  for  third-party  economic  losses  to 
be  paid  from  the  fund  when  responsible  parties  cannot  be  located 
or  do  not  pay  or  when  claims  exceed  liability  limits.  Because  there 
is  no  basis  for  predicting  such  costs,  outlays  for  damages  have  not 
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been  included  in  this  estimate.  If  catastrophic  spills  occur,  federal 
outlays  from  the  OSLTF  would  be  limited  to  amounts  (above  $30 
million)  in  the  fund  at  the  time  claims  are  made  or  costs  are  in- 
curred, plus  potential  borrowings  of  up  to  $500  million  from  the 
Treasury.  Because  Public  Law  99-509  would  not  permit  tax  collec- 
tions beyond  the  $300  million  cumulative  maximum,  it  is  unlikely 
that  the  fund  would  ever  be  able  to  repay  Treasury  advances  ex- 
ceeding that  amount.  In  such  circumstances,  the  fund  would  not  be 
self-financing. 

Subtitle  B:  Navigation  Enhancement  User  Fee  Act  of  1987 

Receipts  are  projected  on  the  basis  of  current  escort  activity  in 
the  Persian  Gulf,  which  is  assumed  to  continue  indefinitely.  CBO 
also  assumes  that  fees  will  be  charged  at  levels  high  enough  to 
cover  the  actual  opeating  costs  of  providing  services  related  to  the 
escort,  which  have  been  estimated  by  the  Department  of  Defense  at 
approximately  $15  million  a  month.  If  actual  expenses  are  found  to 
be  higher,  or  if  damage  to  federal  property  is  sustained,  receipts 
would  be  higher.  Alternatively,  if  fees  were  set  at  the  minimum  of 
$250,000  per  trip,  annual  receipts  would  be  about  $55  million  a 
year  ($45  million  in  fiscal  year  1988).  Also,  it  is  assumed  that  fees 
collected  will  be  deposited  in  the  general  fund  of  the  U.S.  Treasury 
as  offsetting  receipts.  Receipts  in  fiscal  year  1988  have  been  re- 
duced by  an  estimated  $45  million  to  reflect  the  asusmed  Novem- 
ber enactment  date  as  well  as  the  time  needed  to  implement  the 
fee. 


TABLE  2,— ESTIMATED  BUDGET  IMPACT  OF  SUBTITLE  B  RELATIVE  TO  THE  FEBRUARY  AND  AUGUST 

BASELINES 

[By  fiscal  year,  in  millions  of  dollars] 


1988 

1989 

1990 

1991 

1992 

Estimated  budget  authority  

Estimated  outlays  

  -135 

  -135 

-180 
-180 

-180 
-180 

-180 
-180 

-180 
-180 

Subtitle  C:  Increase  in  investment  in  the  Panama  Canal 

The  use  of  a  larger  investment  base  to  calculate  annual  interest 
expenses  of  the  Panama  Canal  would  result  in  additional  miscella- 
neous receipts  to  the  U.S.  Treasury  of  about  $5  million  a  year.  Be- 
cause this  increase  is  assumed  to  be  funded  by  an  increase  in 
Panama  Canal  tolls,  which  usually  takes  about  one  year  to  become 
effective,  no  savings  would  occur  until  fiscal  year  1989.  Until  a  toll 
increase  can  be  instituted,  the  increased  interest  expense  for  fiscal 
year  1988  would  result  in  an  unrecoverable  loss  that  would  have  to 
be  carried  forward  to  other  years  when  tolls  exceed  aggregate  ex- 
penses. The  write-off  of  the  unrecovered  loss  resulting  from  the 
1988  interest  expense  increase  is  dependent  on  future  years'  oper- 
ating profits  as  well  as  other  unrecovered  losses  that  may  exist  and 
cannot  be  estimated  at  this  time. 
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TABLE  3.— ESTIMATED  BUDGET  IMPACT  OF  SUBTITLE  C  RELATIVE  TO  THE  FEBRUARY  AND  AUGUST 

BASELINES 

[By  fiscal  year,  in  milion  of  dollars] 

1988       1989       1990       1991  1992 


Estimated  budget  authority   -5      -5      -5  -4 

Estimated  outlays   -5      -5      -5  -4 


6.  Estimated  cost  to  State  and  local  governments:  None. 

7.  Estimate  comparison:  None. 

8.  Previous  CBO  estimate:  On  June  18,  1987  CBO  prepared  a  cost 
estimate  for  H.R.  1632,  the  Oil  Pollution  Liability  and  Compensa- 
tion Act  of  1987,  as  ordered  reported  by  the  House  Committee  on 
Merchant  Marine  and  Fisheries,  May  5,  1987.  This  estimate  has 
been  updated  to  reflect  a  later  enactment  date. 

9.  Estimate  prepared  by:  Deb  Reis  (226-2860)  and  Linda  Radey 
(226-2693) 

10.  Estimate  approved  by:  C.G.  Nuckols  (for  James  L.  Blum,  Assist- 
ant Director  for  Budget  Analysis). 

Changes  in  Existing  Law 

In  compliance  with  clause  3  of  rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  as  amended,  changes  in  existing  law 
made  by  the  bill,  as  reported,  are  shown  as  follows  (existing  law 
proposed  to  be  omitted  is  enclosed  in  black  brackets,  new  matter  is 
printed  in  italic,  existing  law  in  which  no  change  is  proposed  is 
shown  in  roman): 

Panama  Canal  Act  of  1979,  Public  Law  96-70,  93  Stat.  452 

TITLE  I— ADMINISTRATION  AND  REGULATIONS 

******* 

CHAPTER  6— TOLLS  FOR  USE  OF  THE  PANAMA  CANAL 

******* 

SEC.  1603.  CALCULATION  OF  INTEREST. 

(a)  *  *  * 

(b)  The  investment  of  the  United  States  described  in  subsection 
(a)  of  this  section — 

(1)  shall  be  in  creased  by — 

(A)  the  amount  of  expenditures  from  appropriations  to 
the  Commission  made  on  or  after  October  1,  1979,  and 

(B)  the  value  of  property  transferred  to  the  Commission 
by  any  other  department  or  agency  of  the  United  States, 
as  determined  in  accordance  with  subsection  (c)  of  this  sec- 
tion; and 

(2)  shall  be  decreased  by — 

(A)  the  amount  of  the  funds  covered  into  the  Panama 
Canal  Commission  Fund  pursuant  to  section  3712  of  this 
title, 
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(B)  the  value  of  property  transferred  to  the  Republic  of 
Panama  pursuant  to  this  chapter  or  any  other  Act  on  or 
after  October  1,  1979,  and 

(C)  the  value  of  property  transferred  by  the  Commission 
to  any  other  department  or  agency  of  the  United  States. 

The  investment  of  the  United  States  shall  also  be  increased  by  the 
amount  of  tolls  and  other  receipts  that  covers  interest  on  the  invest- 
ment of  the  United  States  and  that  was  deposited  in  the  Panama 
Canal  Commission  Fund  before  December  23,  1985. 

43  U.S.C.  1653 

§  1653.  Liability  for  damages 

******* 

(b)  Control  and  removal  of  pollutants  at  expensive  of  right-of-way 
holder.— If  any  area  in  the  State  of  Alaska  within  or  without  the 
right-of-way  or  permit  area  granted  under  this  chapter  is  polluted 
by  any  activities  related  to  the  trans-Alaska  oil  pipeline  conducted 
by  or  on  behalf  of  the  holder  to  whom  such  right-of-way  or  permit 
was  granted,  and  such  pollution  damages  or  threatens  to  damage 
aquatic  life,  wildlife,  or  public  or  private  property,  the  control  and 
total  removal  of  the  pollutant  shall  be  at  the  expense  of  such 
holder,  including  any  administrative  and  other  costs  incurred  by 
the  Secretary  or  any  other  Federal  officer  or  agency.  Upon  failure 
of  such  holder  to  adequately  control  and  remove  such  pollutant, 
the  Secretary,  in  cooperation  with  other  Federal,  State,  or  local 
agencies,  or  in  cooperation  with  such  holder,  or  both,  shall  have 
the  right  to  accomplish  the  control  and  removal  at  the  expense  of 
such  holder.  This  subsection  shall  not  apply  to  removal  costs  cov- 
ered by  the  Oil  Pollution  Liability  and  Compensation  Act  of  1987. 

[(c)  Discharges  of  oil  from  vessels  loaded  at  terminal  facilities  of 
pipeline;  strict  liability;  limitation  on  liability;  apportionment  of  li- 
ability; establishment  and  operation  of  Trans-Alaska  Pipeline  Li- 
ability Fund. — 

[(1)  Notwithstanding  the  provisions  of  any  other  law,  if  oil 
that  has  been  transported  through  the  trans-Alaska  pipeline  is 
loaded  on  a  vessel  at  the  terminal  facilities  of  the  pipeline,  the 
owner  and  operator  of  the  vessel  (jointly  and  severally)  and  the 
Trans-Alaska  Pipeline  Liability  Fund  established  by  this  sub- 
section, shall  be  strictly  liable  without  regard  to  fault  in  ac- 
cordance with  the  provisions  of  this  subsection  for  all  damages, 
including  clean-up  costs,  sustained  by  any  person  or  entity, 
public  or  private,  including  residents  of  Canada,  as  the  result 
of  discharges  of  oil  from  such  vessel. 

[(2)  Strict  liability  shall  not  be  imposed  under  this  subsec- 
tion if  the  owner  or  operator  of  the  vessel,  or  the  Fund,  can 
prove  that  the  damages  were  caused  by  an  act  of  war  or  by  the 
negligence  of  the  United  States  or  other  governmental  agency. 
Strict  liability  shall  not  be  imposed  under  this  subsection  with 
respect  to  the  claim  of  a  damaged  party  if  the  owner  or  opera- 
tor of  the  vessel,  or  the  Fund,  can  prove  that  the  damage  was 
caused  by  the  negligence  of  such  party. 

[(3)  Strict  liability  for  all  claims  arising  out  of  any  one  inci- 
dent shall  not  exceed  $100,000,000.  The  owner  and  operator  of 
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the  vessel  shall  be  jointly  and  serverally  liable  for  the  first 
$14,000,000  of  such  claims  that  are  allowed.  Financial  responsi- 
bility for  $14,000,000  shall  be  demonstrated  in  accordance  with 
the  provisions  of  section  1321(p)  of  Title  33  before  the  oil  is 
loaded.  The  Fund  shall  be  liable  for  the  balance  of  the  claims 
that  are  allowed  up  to  $100,000,000.  If  the  total  claims  allowed 
exceed  $100,000,000,  they  shall  be  reduced  proportionately.  The 
unpaid  portion  of  any  claim  may  be  asserted  and  adjudicated 
under  other  applicable  Federal  or  state  law, 

[(4)  The  Trans-Alaska  Pipeline  Liability  Fund  is  hereby  es- 
tablished as  a  non-profit  corporate  entity  that  may  sue  and  be 
sued  in  its  own  name.  The  Fund  shall  be  administered  by  the 
holders  of  the  trans-Alaska  pipeline  right-of-way  under  regula- 
tions prescribed  by  the  Secretary.  The  Fund  shall  be  subject  to 
an  annual  audit  by  the  Comptroller  General,  and  a  copy  of  the 
audit  shall  be  submitted  to  the  Congress. 

[(5)  The  operator  of  the  pipeline  shall  collect  from  the  owner 
of  the  oil  at  the  time  it  is  loaded  on  the  vessel  a  fee  of  five 
cents  per  barrel.  The  collection  shall  cease  when  $100,000,000 
has  been  accumulated  in  the  Fund,  and  it  shall  be  resumed 
when  the  accumulation  in  the  Fund  falls  below  $100,000,000. 

[(6)  The  collections  under  paragraph  (5)  shall  be  delivered  to 
the  Fund.  Costs  of  administration  shall  be  paid  from  the 
money  paid  to  the  Fund,  and  all  sums  not  needed  for  adminis- 
tration and  the  satisfaction  of  claims  shall  be  invested  prudent- 
ly in  income-producing  securities  approved  by  the  Secretary. 
Income  from  such  securities  shall  be  added  to  the  principal  of 
the  Fund. 

[(7)  The  provisions  of  this  subsection  shall  apply  on  to  ves- 
sels engaged  in  transportation  between  the  terminal  facilities 
of  the  pipeline  and  ports  under  the  jurisdiction  of  the  United 
States.  Strict  liability  under  this  subsection  shall  cease  when 
the  oil  has  first  been  brought  ashore  at  a  port  under  the  juris- 
diction of  the  United  States. 

[(8)  In  any  case  where  liability  without  regard  to  fault  is  im- 
posed pursuant  to  this  subsection  and  the  damages  involved 
were  caused  by  the  unseaworthiness  of  the  vessel  or  by  negli- 
gence, the  owner  and  operator  of  the  vessel,  and  the  Fund,  as 
the  case  may  be  shall  be  subrogated  under  applicable  State 
and  Federal  laws  to  the  rights  under  said  laws  of  any  person 
entitled  to  recovery  hereunder.  If  any  subrogee  brings  an 
action  based  on  unseaworthiness  of  the  vessel  or  negligence  of 
its  owner  or  operator,  it  may  recover  from  any  affiliate  of  the 
owner  or  operator,  if  the  respective  owner  or  operator  fails  to 
satisfy  any  claim  by  the  subrogee  allowed  under  this  para- 
graph. 

[(9)  This  subsection  shall  not  be  interpreted  to  preempt  the 
field  of  strict  liability  or  to  preclude  any  State  from  imposing 
additional  requirements. 

[(10)  If  this  Fund  is  unable  to  satisfy  a  claim  asserted  and 
finally  determined  under  this  subsection,  the  Fund  may  borrow 
the  money  needed  to  satisfy  the  claim  from  any  commercial 
credit  source,  at  the  lowest  available  rate  of  interest,  subject  to 
approval  of  the  secretary. 
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[(11)  For  purposes  of  this  subsection  only,  the  term  ' 'affili- 
ate" includes — 

[(A)  Any  person  owned  or  effectively  controlled  by  the 
vessel  owner  or  operator;  or 

[(B)  Any  person  that  effectively  controls  or  has  the 
power  effectively  to  control  the  vessel  owner  or  operator 
by- 

[(i)  stock  interest,  or 

[(ii)  representation  on  a  board  of  directors  or  simi- 
lar body,  or 

[(iii)  contract  or  other  agreement  with  other  stock- 
holders, or 

[(iv)  otherwise;  or 
[(C)  Any  person  which  is  under  common  ownership  or 
control  with  the  vessel  owner  or  operator. 
[(12)  The  term  "person"  means  an  individual,  a  corporation, 
a  partnership,  an  association,  a  joint-stock  company,  a  business 
trust,  or  an  unincorporated  organization.] 

******* 

Intervention  of  the  High  Seas  Act,  Sec.  17,  33  U.S.C.  1486 

[Sec.  17.  The  revolving  fund  established  under  section  311(k)  of 
the  Federal  Water  Pollution  Control  Act  shall  be  available  to  the 
Secretary  for  Federal  actions  and  activities  under  section  5  of  this 
Act.] 

Sec.  17.  The  Oil  Spill  Liability  Trust  Fund  shall  be  available  to 
the  Secretary  for  actions  taken  under  sections  5  and  7  of  this  Act. 


33  U.S.C.  1321 

§  1321.  Oil  and  hazardous  substance  liability 

******* 

(b)  Congressional  declaration  of  policy  against  discharges  of  oil  or 
hazardous  substances;  designation  of  hazardous  substances;  study 
of  higher  standard  of  care  incentives  and  report  to  Congress;  liabil- 
ity; penalties;  civil  actions:  penalty  limitations,  separate  offenses, 
jurisdiction,  mitigation  of  damages  and  costs,  recovery  of  removal 
costs  and  alternative  remedies. — 

******* 

(5)  Any  person  in  charge  of  a  vessel  or  of  an  onshore  facility 
or  an  offshore  facility  shall  as  soon  as  he  has  knowledge  of  any 
discharge  of  oil  or  a  hazardous  substance  from  such  vessel  or 
facility  in  violation  of  paragraph  (3)  of  this  subsection,  immedi- 
ately notify  the  appropriate  agency  of  the  United  States  Gov- 
ernment of  such  discharge.  The  Federal  agency  shall  immedi- 
ately notify  the  appropriate  State  agency  of  any  State  that  is,  or 
may  reasonably  be  expected  to  be,  affected  by  the  discharge  of 
oil.  Any  such  person  (A)  in  charge  of  a  vessel  from  which  oil  or 
a  hazardous  substance  is  discharged  in  violation  of  paragraph 
(3)(i)  of  this  subsection,  or  (B)  in  charge  of  a  vesel  from  which 
oil  or  a  hazardous  substance  is  discharged  in  violation  of  para- 
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graph  (3)(ii)  of  this  subsection  and  who  is  otherwise  subject  to 
the  jurisdiction  of  the  United  States  at  the  time  of  the  dis- 
charge, or  (C)  in  charge  of  an  onshore  facility  or  an  offshore 
facility,  who  fails  to  notify  immediately  such  agency  of  such 
discharge  shall,  upon  conviction  be  [fined  not  more  than 
$10,000,  or  imprisoned  for  not  more  than  one  year,  or  both.} 
fined  in  accordance  with  the  applicable  provisions  of  title  18  of 
the  United  States  Code,  or  imprisoned  for  not  more  than  three 
years  (or  not  more  than  five  years  in  the  case  of  a  second  or  sub- 
sequent conviction),  or  both.  Notification  received  pursuant  to 
this  paragraph  or  information  obtained  by  the  exploitation  of 
such  notification  shall  not  be  used  against  any  such  person  in 
any  criminal  case,  except  a  prosecution  for  perjury  or  for 
giving  a  false  statement. 

******* 

(c)  Removal  of  discharged  oil  or  hazardous  substances;  National 
Contingency  Plan. — 

******* 

(2)  Within  sixty  days  after  October  18,  1972,  the  President 
shall  prepare  and  publish  a  National  Contingency  Plan  for  re- 
moval of  oil  and  hazardous  substances,  pursuant  to  this  subsec- 
tion. Such  National  Contingency  Plan  shall  provide  for  effi- 
cient, coordinated,  and  effective  action  to  minimize  damage 
from  oil  and  hazardous  substance  discharges,  including  con- 
tainment, dispersal,  and  removal  of  oil  and  hazardous  sub- 
stances, and  shall  include,  but  not  be  limited  to — 

******* 

(H)  a  system  whereby  the  State  or  States  affected  by  a 
discharge  of  oil  or  hazardous  substance  may  act  where  nec- 
essary to  remove  such  discharge  and  such  State  or  States 
may  be  reimbursed  [from  the  fund  established  under  sub- 
section (k)  of  this  section  for  the  reasonable  costs  incurred 
in  such  removal.],  in  the  case  of  any  discharges  of  oil  from 
a  vessel  or  facility,  for  the  reasonable  costs  incurred  in  such 
removal  from  the  Oil  Spill  Liability  Trust  Fund. 
The  President  may,  from  time  to  time,  as  he  deems  advisable 
revise  or  otherwise  amend  the  National  Contingency  Plan. 
After  publication  of  the  National  Contingency  Plan,  the  remov- 
al of  oil  and  hazardous  substances  and  actions  to  minimize 
damage  from  oil  and  hazardous  substance  discharges  shall,  to 
the  greatest  extent  possible  be  in  accordance  with  the  National 
Contingency  Plan. 

(d)  Marine  disaster  discharges. — Whenever  a  marine  disaster  in 
or  upon  the  navigable  waters  of  the  United  States  has  created  a 
substantial  threat  of  a  pollution  hazard  to  the  public  health  or  wel- 
fare of  the  United  States,  including,  but  not  limited  to,  fish,  shell- 
fish, and  wildlife  and  the  public  and  private  shorelines  and  beaches 
of  the  United  States,  because  of  a  discharge,  or  an  imminent  dis- 
charge, of  large  quantities  of  oil,  or  of  a  hazardous  substance  from 
a  vessel  the  United  States  may  (A)  coordinate  and  direct  all  public 
and  private  efforts  directed  at  the  removal  or  elimination  of  such 
threat;  and  (B)  summarily  remove,  and,  if  necessary,  destroy  such 
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vessel  by  whatever  means  are  available  without  regard  to  any  pro- 
visions of  law  governing  the  employment  of  personnel  or  the  ex- 
penditure of  appropriated  funds.  [Any  expense  incurred  under  this 
subsection  or  under  the  Intervention  on  the  High  Seas  Act  [33 
U.S.C.A.  §  1471  et  seq.]  (or  the  convention  defined  in  section  2(3) 
thereof  [33  U.S.C.A.  §1471(3))  shall  be  a  cost  incurred  by  the 
United  States  Government  for  the  purposes  of  subsection  (f)  of  this 
section  in  the  removal  of  oil  or  hazardous  substance.] 

******* 
(f)  Liability  for  actual  costs  of  removal. — 

******* 

(2)  Except  where  an  owner  or  operator  of  an  onshore  facility 
can  prove  that  a  discharge  was  caused  solely  by  (A)  an  act  of 
God,  (b)  an  act  of  war,  (C)  negligence  on  the  part  of  the  United 
States  Government,  or  (D)  an  act  or  omission  of  a  third  party 
without  regard  to  whether  any  such  act  or  omission  was  or  was 
not  negligent,  or  any  combination  of  the  foregoing  clauses  such 
owner  or  operator  of  any  such  facility  from  which  oil  or  a  haz- 
ardous substance  is  discharged  in  violation  of  subsection  (b)(3) 
of  this  section  shall  be  liable  to  the  United  States  Government 
for  the  actual  costs  incurred  [under  subsection  (c)  of  this  sec- 
tion for  the  removal  of  such  oil  or  substance  by  the  United 
States  Government]  under  subsection  (c)  for  the  removal  of 
such  oil  or  substance  by  the  United  States  Government  and  for 
payments  made  pursuant  to  section  103(a)(1)  of  the  Oil  Pollu- 
tion Liability  and  Compensation  Act  of  1987  in  an  amount  not 
to  exceed  $50,000,000,  except  that  where  the  United  States  can 
show  that  such  discharge  was  the  result  of  willful  negligence 
or  willful  misconduct  within  the  privity  and  knowledge  of  the 
owner,  such  owner  or  operator  shall  be  liable  to  the  United 
States  Government  for  the  full  amount  of  such  costs.  The 
United  States  may  bring  an  action  against  the  owner  or  opera- 
tor of  such  facility  in  any  court  of  competent  jurisdiction  to  re- 
cover such  costs.  The  Administrator  is  authorized,  by  regula- 
tion, after  consultation  with  the  Secretary  of  Commerce  and 
the  Small  Business  Administration,  to  establish  reasonable  and 
equitable  classifications  of  those  onshore  facilities  having  a 
total  fixed  storage  capacity  of  1,000  barrels  or  less  which  he  de- 
termines because  of  size,  type,  and  location  do  not  present  a 
substantial  risk  of  the  discharge  of  oil  or  a  hazardous  sub- 
stance in  violation  of  subsection  (b)(3)  of  this  section,  and  apply 
with  respect  to  such  classifications  differing  limits  of  liability 
which  may  be  less  than  the  amount  contained  in  this  para- 
graph. 

(3)  Except  where  an  owner  or  operator  of  an  offshore  facility 
can  prove  that  a  discharge  was  caused  solely  by  (A)  an  act  of 
God,  (B)  an  act  of  war,  (C)  negligence  on  the  part  of  the  United 
States  Government,  or  (D)  an  act  or  omission  of  a  third  party 
without  regard  to  whether  any  such  act  or  omission  was  or  was 
not  negligent,  or  any  combination  of  the  foregoing  clauses, 
such  owner  or  operator  of  any  such  facility  from  which  oil  or  a 
hazardous  substance  is  discharged  in  violation  of  subsection 
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(b)(3)  of  this  section  shall  be  liable  to  the  United  States  Govern- 
ment for  the  actual  costs  incurred  [under  subsection  (c)  of  this 
section  for  the  removal  of  such  oil  or  substance  by  the  United 
States  Government]  under  subsection  (c)  for  the  removal  of 
such  oil  or  substance  by  the  United  States  Government  and  for 
payments  made  pursuant  to  section  103(a)(1)  of  the  Oil  Pollu- 
tion Liability  and  Compensation  Act  of  1987  in  an  amount  not 
to  exceed  $50,000,000,  except  that  where  the  United  States  can 
show  that  such  discharge  was  the  result  of  willful  negligence 
or  willful  misconduct  within  the  privity  and  knowledge  of  the 
owner,  such  owner  or  operator  shall  be  liable  to  the  United 
States  Government  for  the  full  amount  of  such  costs.  The 
United  States  may  bring  an  action  against  the  owner  or  opera- 
tor of  such  facility  in  any  court  of  competent  jurisdiction  to  re- 
cover such  costs. 

******* 

(i)  Recovery  of  removal  costs. — 

[(1)]  In  any  case  where  an  owner  or  operator  of  a  vessel  or 
an  onshore  facility  or  an  offshore  facility  from  which  oil  or  a 
hazardous  substance  is  discharged  in  violation  of  subsection 
(b)(3)  of  this  section  acts  to  remove  such  oil  or  substance  in  ac- 
cordance with  regulations  promulgated  pursuant  to  this  sec- 
tion, such  owner  or  operator  shall  be  entitled  to  recover  the 
reasonable  costs  incurred  in  such  removal  upon  establishing,  in 
a  suit  which  may  be  brought  against  the  United  States  Govern- 
ment in  the  United  States  Claims  Court,  that  such  discharge 
was  caused  solely  by  (A)  an  act  of  God,  (B)  an  act  of  war,  (C) 
negligence  on  the  part  of  the  United  States  Government,  or  (D) 
an  act  or  omission  of  a  third  party  without  regard  to  whether 
such  act  or  omission  was  or  was  not  negligent,  or  of  any  combi- 
nation of  the  foregoing  causes. 

[(2)  The  provisions  of  this  subsection  shall  not  apply  in  any 
case  where  liability  is  established  pursuant  to  the  Outer  Conti- 
nental Shelf  Lands  Act  [43  U.S.C.A.  §  1331  et  seq.],  or  the 
Deepwater  Port  Act  of  1973  [33  U.S.C.A.  §  1501  et  seq.].] 

[(3)  Any  amount  paid  in  accordance  with  a  judgment  of 
the  United  Stated  Claims  Court  pursuant  to  this  section 
shall  be  paid  from  the  funds  established  pursuant  to  sub- 
section (k)  of  this  section.] 

******* 

[(k)  Authorization  of  appropriations;  supplemental  appropria- 
tions.— 

[(1)  There  is  hereby  authorized  to  be  appropriated  to  a  re- 
volving fund  to  be  established  in  the  Treasury  such  sums  as 
may  be  necessary  to  maintain  such  fund  at  a  level  of 
$35,000,000  to  carry  out  the  provisions  of  subsections  (c),  (d),  (i), 
and  (I)  of  this  section.  Any  other  funds  received  by  the  United 
States  under  this  section  shall  also  be  deposited  in  said  fund 
for  such  purposes.  All  sums  appropriated  to,  or  deposited  in, 
said  fund  shall  remain  available  until  expended. 

[(2)  The  Secretary  of  Transportation  shall  notify  the  Con- 
gress whenever  the  unobligated  balance  of  the  fund  is  less 
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than  $12,000,000,  and  shall  include  in  such  notification  a  rec- 
ommendation for  a  supplemental  appropriation  relating  to  the 
sums  that  are  needed  to  maintain  the  fund  at  the  level  provid- 
ed in  paragraph  (1).] 
(1)  Administration. — The  President  is  authorized  to  delegate  the 
administration  of  this  section  to  the  heads  of  those  Federal  depart- 
ments, agencies,  and  instrumentalities  which  he  determines  to  be 
appropriate.  [Any  moneys  in  the  fund  established  by  subsection  (k) 
of  this  section  shall  be  available  to  such  Federal  departments, 
agencies,  and  instrumentalities  to  carry  out  the  provisions  of  sub- 
sections (c)  and  (i)  of  this  section.]  Each  such  department,  agency, 
and  instrumentality,  in  order  to  avoid  duplication  of  effort,  shall, 
whenever  appropriate,  utilize  the  personnel,  services,  and  facilities 
of  other  Federal  departments,  agencies,  and  instrumentalities. 

******* 

[(p)  Financial  responsibility. — 

[(1)  Any  vessel  over  three  hundred  gross  tons,  including  any 
barge  of  equivalent  size,  but  not  including  any  barge  that  is 
not  self-propelled  and  that  does  not  carry  oil  or  hazardous  sub- 
stances as  cargo  or  fuel,  using  any  port  or  place  in  the  United 
States  or  the  navigable  waters  of  the  United  States  for  any 
purpose  shall  establish  and  maintain  under  regulations  to  be 
prescribed  from  time  to  time  by  the  President,  evidence  of  fi- 
nancial responsibility  of,  in  the  case  of  an  inland  oil  barge  $125 
per  gross  ton  of  such  barge,  or  $125,000  whichever  is  greater, 
and  in  the  case  of  any  other  vessel,  $150  per  gross  ton  of  such 
vessel  (or,  for  a  vessel  carrying  oil  or  hazardous  substances  as 
cargo,  $250,000),  whichever  is  greater,  to  meet  the  liability  to 
the  United  States  which  such  vessel  could  be  subjected  under 
this  section.  In  cases  where  an  owner  or  operator  owns,  oper- 
ates, or  charters  more  than  one  such  vessel,  financial  responsi- 
bility need  only  be  established  to  meet  the  maximum  liability 
to  which  the  largest  of  such  vessels  could  be  subjected.  Finan- 
cial responsibility  may  be  established  by  any  one  of,  or  a  com- 
bination of,  the  following  methods  acceptable  to  the  President: 
(A)  evidence  of  insurance,  (B)  surety  bonds,  (C)  qualification  as 
a  self-insurer,  or  (D)  other  evidence  of  financial  responsibility. 
Any  bond  filed  shall  be  issued  by  a  bonding  company  author- 
ized to  do  business  in  the  United  States. 

[(2)  The  provisions  of  paragraph  (1)  of  this  subsection  shall 
be  effective  April  3,  1971,  with  respect  to  oil  and  one  year  after 
October  18,  1972,  with  respect  to  hazardous  substances.  The 
President  shall  delegate  the  responsibility  to  carry  out  the  pro- 
visions of  this  subsection  to  the  appropriate  agency  head 
within  sixty  days  after  October  18,  1972.  Regulations  necessary 
to  implement  this  subsection  shall  be  issued  within  six  months 
after  October  18,  1972. 

[(3)  Any  claim  for  costs  incurred  by  such  vessel  may  be 
brought  directly  against  the  insurer  or  any  other  person  pro- 
viding evidence  of  financial  responsibility  as  required  under 
this  subsection.  In  the  case  of  any  action  pursuant  to  this  sub- 
section such  insurer  or  other  person  shall  be  entitled  to  invoke 
all  rights  and  defenses  which  would  have  been  available  to  the 
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owner  or  operator  if  an  action  had  been  brought  against  him 
by  the  claimant,  and  which  would  have  been  available  to  him 
if  an  action  had  been  brought  against  him  by  the  owner  or  op- 
erator. 

[(4)  Any  owner  or  operator  of  a  vessel  subject  to  this  subsec- 
tion, who  fails  to  comply  with  the  provisions  of  this  subsection 
or  any  regulation  issued  thereunder,  shall  be  subject  to  a  fine 
of  not  more  than  $10,000. 

[(5)  The  Secretary  of  the  Treasury  may  refuse  the  clearance 
required  by  section  91  of  Title  46  to  any  vessel  subject  to  this 
subsection,  which  does  not  have  evidence  furnished  by  the 
President  that  the  financial  responsibility  provisions  of  para- 
graph (1)  of  this  subsection  have  been  complied  with. 

[(6)  The  Secretary  of  the  Department  in  which  the  Coast 
Guard  is  operated  may  (A)  deny  entry  to  any  port  or  place  in 
the  United  States  or  the  navigable  waters  of  the  United  States, 
to,  and  (B)  detain  at  the  port  or  place  in  the  United  States 
from  which  it  is  about  to  depart  for  any  other  port  or  place  in 
the  United  States,  any  vessel  subject  to  this  subsection,  which 
upon  request,  does  not  produce  evidence  furnished  by  the 
President  that  the  financial  responsibility  provisions  of  para- 
graph (1)  of  this  subsection  have  been  complied  with.] 

******* 

(s)  The  Oil  Spill  Liability  Trust  Fund  shall  be  available  to  carry 
out  subsections  (c),  (d),  (i),  and  (I).  Any  amounts  received  by  the 
United  States  under  this  section  shall  be  deposited  in  the  Oil  Spill 
Liability  Trust  Fund. 


33  U.S.C.  1503 

§1503.  License  for  ownership,  construction,  and  operation  of 
deepwater  port 

******* 

(c)  Conditions  for  issuance. — The  Secretary  may  issue  a  license  in 
accordance  with  the  provisions  of  this  chapter  if— 

(1)  he  determines  that  the  applicant  is  financially  responsi- 
ble and  will  meet  the  requirements  of  [section  1517(Z)  of  this 
title;]  section  107  of  the  Oil  Pollution  Liability  and  Compensa- 
tion Act  of  1987; 

******* 


33  U.S.C.  1517 
§1517.  Liability 

(a)  oil  discharge;  prohibition;  penalty;  notice  and  hearing;  sepa- 
rate offense;  vessel  clearance:  withholding,  bond  or  surety. — 

(1)  The  discharge  of  oil  into  the  marine  environment  from  a 
vessel  within  any  safety  zone,  from  a  vessel  which  has  received 
oil  from  another  vessel  at  a  deepwater  port,  or  from  a  deep- 
water  port  is  prohibited. 
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(2)  The  owner  or  operator  of  a  vessel  or  the  licensee  of  a 
deepwater  port  from  which  oil  is  discharged  in  violation  of  this 
subsection  shall  be  assessed  a  civil  penalty  of  not  more  than 
$10,000  for  each  violation.  No  penalty  shall  be  assessed  unless 
the  owner  or  operator  or  the  licensee  has  been  given  notice 
and  opportunity  for  a  hearing  on  such  charge.  Each  violation  is 
a  separate  offense.  The  Secretary  of  the  Treasury  shall  with- 
hold, at  the  request  of  the  Secretary,  the  clearance  require- 
ment by  section  91  of  Title  46,  of  any  vessel  the  owner  or  oper- 
ator of  which  is  subject  to  the  foregoing  penalty.  Clearance 
may  be  granted  in  such  cases  upon  the  filing  of  a  bond  or  other 
surety  satisfactory  to  the  Secretary. 
[(b)  Oil  discharge;  notification;  penalty;  use  of  notification  in 
criminal  cases  limited. — Any  individual  in  charge  of  a  vessel  or  a 
deepwater  port  shall  notify  the  Secretary  as  soon  as  he  has  knowl- 
edge of  a  discharge  of  oil.  Any  such  individual  who  fails  to  notify 
the  Secretary  immediately  of  such  discharge  shall,  upon  conviction, 
be  fined  not  more  than  $10,000  or  imprisoned  for  not  more  than  1 
year,  or  both.  Notification  received  pursuant  to  this  subsection,  or 
information  obtained  by  the  use  of  such  notification,  shall  not  be 
used  against  any  such  individual  in  any  criminal  case,  except  a 
prosecution  for  perjury  or  for  giving  a  false  statement.] 

[(c)]  (b)  Oil  removal;  drawing  upon  Fund  money  for  cleanup 
costs. — 

(1)  Whenever  any  oil  is  discharged  from  a  vessel  within  any 
safety  zone,  from  a  vessel  which  has  received  oil  from  another 
vessel  at  a  deepwater  port,  or  from  a  deepwater  port,  the  Sec- 
retary shall  remove  or  arrange  for  the  removal  of  such  oil  as 
soon  as  possible,  unless  he  determines  such  removal  will  be 
done  properly  and  expeditiously  by  the  licensee  of  the  deepwa- 
ter port  or  the  owner  or  operator  of  the  vessel  from  which  the 
discharge  occurs. 

(2)  Removal  of  oil  and  actions  to  minimize  damage  from  oil 
discharges  shall,  to  the  greatest  extent  possible,  be  in  accord- 
ance with  the  National  Contingency  Plan  for  removal  of  oil 
and  hazardous  substances  established  pursuant  to  section 
1321(c)(2)  of  this  title. 

(3)  Whenever  the  Secretary  acts  to  remove  a  discharge  of  oil 
pursuant  to  this  subsection,  he  is  authorized  to  draw  upon 
money  available  in  the  [Deepwater  Port  Liability  Fund  Estab- 
lished pursuant  to  section  (f)  of  this  section.]  Oil  Spill  Liabil- 
ity Trust  Fund.  Such  money  shall  be  used  to  pay  promptly  for 
all  cleanup  costs  incurred  by  the  Secretary  in  removing  or  in 
minimizing  damage  caused  by  such  oil  discharge. 

[(d)  Joint  and  several  liability  of  owners  and  operators;  limita- 
tion of  liability;  full  amount  of  liability  for  gross  negligence  or  will- 
ful misconduct. — Notwithstanding  any  other  provision  of  law, 
except  as  provided  in  subsection  (g)  of  this  section,  the  owner  and 
operator  of  a  vessel  shall  be  jointly  and  severally  liable,  without 
regard  to  fault,  for  cleanup  costs  and  for  damages  that  result  from 
a  discharge  of  oil  from  such  vessel  within  any  safety  zone,  or  from 
a  vessel  which  has  received  oil  from  another  vessel  at  a  deepwater 
port  while  located  in  the  safety  zone,  except  when  such  vessel  is 
moored  at  a  deepwater  port.  Such  liability  shall  not  exceed  $150 
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per  gross  ton  or  $20,000,000,  whichever  is  lesser,  except  that  if  it 
can  be  shown  that  such  discharge  was  the  result  of  gross  negli- 
gence or  willful  midconduct  within  the  privity  and  knowledge  of 
the  owner  or  operator,  such  owner  and  operator  shall  be  jointly 
and  severally  liable  for  the  full  amount  of  all  cleanup  costs  and 
damage. 

[(e)  Liability  of  licensees;  limitation  of  liability;  full  amount  of 
liability  for  gross  negligence  or  willful  misconduct. — Notwithstand- 
ing any  other  provision  of  law,  except  as  provided  in  subsection  (g) 
of  this  section,  the  licensee  of  a  deepwater  port  shall  be  liable, 
without  regard  to  fault,  for  cleanup  costs  and  damages  that  result 
from  a  discharge  of  oil  from  such  deepwater  port  or  from  a  vessel 
moored  at  such  deepwater  port.  Such  liability  shall  not  exceed 
$50,000,000,  except  that  if  it  can  be  shown  that  such  damage  was 
the  result  of  gross  negligence  or  willful  misconduct  within  the  priv- 
ity and  knowledge  of  the  licensee,  such  licensee  shall  be  liable  for 
the  full  amount  of  all  cleanup  costs  and  damages. 

[(f)  Deepwater  Port  Liability  Fund;  establishment;  suits;  admin- 
istration; liability  for  uncompensated  cleanup  costs  and  damages; 
fees  and  exemptions;  maintenance  of  prescribed  amount  of  money; 
loans  from  Treasury  for  payment  of  claims,  interest;  appropriation 
for  administration  costs;  income  form  investments  to  principal  of 
Fund.— 

[(1)  There  is  established  a  Deepwater  Port  Liability  Fund 
(hereinafter  referred  to  as  the  "Fund")  as  a  nonprofit  corpo- 
rate entity  which  may  sue  or  be  sued  in  its  own  name.  The 
fund  shall  be  administered  by  the  Secretary. 

[(2)  The  Fund  shall  be  liable,  without  regard  to  fault,  for  all 
cleanup  costs  and  all  damages  in  excess  of  those  actually  com- 
pensated pursuant  to  subsections  (d)  and  (e)  of  this  section. 

[(3)  Each  licensee  shall  collect  from  the  owner  of  any  oil 
loaded  or  unloaded  at  the  deepwater  port  operated  by  such  li- 
censee, at  the  time  of  loading  or  unloading,  a  fee  of  2  cents  per 
barrel,  except  that  (A)  bunker  or  fuel  oil  for  the  use  of  any 
vessel,  and  (B)  oil  which  was  transported  through  the  trans- 
Alaska  pipeline,  shall  not  be  subject  to  such  collection.  Such 
collections  shall  be  delivered  to  the  Fund  at  such  times  and  in 
such  manner  as  shall  be  prescribed  by  the  Secretary.  These 
collections  shall  cease  after  September  24,  1984,  unless  there 
are  adjudicated  claims  against  the  Fund  to  be  satisfied.  The 
Secretary  may  order  the  collection  of  the  fee  to  be  resumed 
when  the  unobligated  balance  of  the  Fund  as  reduced  by  the 
unliquidated  debts  to  the  United  States  Treasury  is  less  than 
$4,000,000.  Any  collection  of  fees  ordered  by  the  Secretary 
under  the  preceding  sentence  shall  cease  whenever  the  unobli- 
gated balance  of  the  Fund  as  reduced  by  the  unliquidated  debts 
to  the  United  States  Treasury  exceeds  $4,000,000.  The  Fund 
may  borrow  from  the  United  States  Treasury  at  an  interest 
rate  to  be  determined  by  the  Secretary  of  the  Treasury 
amounts  sufficient  to  maintain  the  available  balance  in  the 
Fund  at  $4,000,000,  but  only  to  such  extent  and  in  such 
amounts  as  are  provided  in  advance  in  appropriation  Acts. 
Such  amounts  shall  remain  available  until  expended.  When- 
ever the  money  in  the  Fund  is  less  than  the  amount  the  Secre- 
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tary  determines  is  needed  to  draw  upon  under  subsection  (c)(3) 
of  this  section  or  the  claims  for  cleanup  costs  and  damages  for 
which  it  is  liable  under  this  section,  the  Fund  shall  borrow  the 
balance  required  to  pay  such  claims  from  the  United  States 
Treasury  at  an  interest  rate  determined  by  the  Secretary  of 
the  Treasury.  Costs  of  administration  shall  be  paid  from  the 
Fund  only  after  appropriation  in  an  appropriation  bill.  All 
sums  not  needed  to  draw  upon  under  subsection  (c)(3)  of  this 
section  or  for  administration  and  the  satisfaction  of  claims 
shall  be  prudently  invested  in  income-producing  securities 
issued  by  the  United  States  and  approved  by  the  Secretary  of 
the  Treasury.  Income  from  such  securities  shall  be  applied  to 
the  principal  of  the  Fund. 
[(g)  Defenses;  act  of  war;  negligence  of  Federal  Government; 
negligence  of  claimant. — Liability  shall  not  be  imposed  under  sub- 
section (d)  or  (e)  of  this  section  if  the  owner  or  operator  of  a  vessel 
or  the  licensee  can  show  that  the  discharge  was  caused  solely  by  (1) 
an  act  of  war,  or  (2)  negligence  on  the  part  of  the  Federal  Govern- 
ment in  establishing  and  maintaining  aids  to  navigation.  In  addi- 
tion, liability  with  respect  to  damages  claimed  by  a  damaged  party 
shall  not  be  imposed  under  subsection  (d),  (e),  or  (f)  of  this  section  if 
the  owner  or  operator  of  a  vessel,  the  licensee,  or  the  Fund  can 
show  that  such  damage  was  caused  solely  by  the  negligence  of  such 
party. 

[(h)  Subrogation;  joint  and  several  liability;  third  party  liability; 

recovery  of  reasonable  cleanup  cost  of  discharge  caused  by  act  of 

war  or  negligence  of  Federal  Government. — 

[(1)  In  any  case  where  liability  is  imposed  pursuant  to  sub- 
section (d)  of  this  section,  if  the  damage  was  the  result  of  the 
negligence  of  the  licensee,  the  owner  or  operator  of  a  vessel 
held  liable  shall  be  subrogated  to  the  rights  of  any  person  enti- 
tled to  recovery  against  such  licensee. 

[(2)  In  any  case  where  liability  is  imposed  pursuant  to  sub- 
section (e)  of  this  section,  if  the  discharge  was  the  result  of  the 
unseaworthiness  of  a  vessel  or  the  negligence  of  the  owner  or 
operator  of  such  vessel,  the  licensee  shall  be  subrogated  to  the 
rights  of  any  person  entitled  to  recovery  against  such  owner  or 
operator.  In  that  event,  the  owner  and  operator  of  the  vessel 
are  jointly  and  severally  liable  for  cleanup  costs  and  damages 
resulting  from  that  discharge  in  the  same  manner  and  to  the 
same  extent  as  under  subsection  (d)  of  this  section. 

[(3)  Payment  of  compensation  for  any  damages  pursuant  to 
subsection  (f)(2)  of  this  section  shall  be  subject  to  the  Fund  ac- 
quiring by  subrogation  all  rights  of  the  claimant  to  recover  for 
such  damages  from  any  other  person.  When  the  Fund  under 
this  subsection  is  subrogated  to  the  right  of  any  person  entitled 
to  recovery  against  the  owner  or  operator  of  a  vessel,  that 
owner  and  operator  are  jointly  and  severally  liable  for  cleanup 
costs  and  damages  resulting  from  that  discharge  in  the  same 
manner  and  to  the  same  extent  as  under  subsection  (d)  of  this 
section. 

[(4)  The  liabilities  established  in  this  section  shall  in  no  way 
affect  or  limit  any  rights  which  the  licensee,  the  owner,  or  op- 
erator of  a  vessel,  or  the  Fund  may  have  against  any  third 
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party  whose  act  may  in  any  way  have  caused  or  contributed  to 
a  discharge  of  oil. 

[(5)  In  any  case  where  the  owner  or  operator  of  a  vessel  or 
the  licensee  of  a  deepwater  port  from  which  oil  is  discharged 
acts  to  remove  such  oil  in  accordance  with  subsection  (c)(1)  of 
this  section,  such  owner  or  operator  or  such  licensee  shall  be 
entitled  to  recover  from  the  Fund  the  reasonable  cleanup  cost 
incurred  in  such  removal  if  he  can  show  that  such  discharge 
was  caused  solely  by  (A)  an  act  of  war  or  (B)  negligence  on  the 
part  of  the  Federal  Government  in  establishing  and  maintain- 
ing aids  to  navigation, 
[(i)  Class  actions:  Attorney  General,  member  of  group;  notice, 
publication  in  Federal  Register  and  newspapers;  trustee's  action  for 
damages  to  natural  resources  of  marine  environment;  restoration 
and  rehabilitation  of  such  resources. — 

[(1)  The  Attorney  General  may  act  on  behalf  of  any  group  of 
damaged  citizens  he  determines  would  be  more  adequately  rep- 
resented as  a  class  in  recovery  of  claims  under  this  section. 
Sums  recovered  shall  be  distributed  to  the  members  of  such 
group.  If,  within  90  days  after  a  discharge  of  oil  in  violation  of 
this  section  has  occurred,  the  Attorney  General  fails  to  act  in 
accordance  with  this  paragraph,  to  sue  on  behalf  of  a  group  of 
persons  who  may  be  entitled  to  compensation  pursuant  to  this 
section  for  damages  caused  by  such  discharge,  any  member  of 
such  group  may  maintain  a  class  action  to  recover  such  dam- 
ages on  behalf  of  such  group.  Failure  of  the  Attorney  General 
to  act  in  accordance  with  this  subsection  shall  have  no  bearing 
on  any  class  action  maintained  in  accordance  with  this  para- 
graph. 

Q(2)  In  any  case  where  the  number  of  members  in  the  class 
exceeds  1,000,  publishing  notice  of  the  action  in  the  Federal 
Register  and  in  local  newspapers  serving  the  areas  in  which 
the  damaged  parties  reside  shall  be  deemed  to  fulfill  the  re- 
quirement for  public  notice  established  by  rule  23(c)(2)  of  the 
Federal  Rules  of  Civil  Procedure. 

[(3)  The  Secretary  may  act  on  behalf  of  the  public  as  trustee 
of  the  natural  resources  of  the  marine  environment  to  recover 
for  damages  to  such  resources  in  accordance  with  this  section. 
Sums  recovered  shall  be  applied  to  the  restoration  and  reha- 
bilitation of  such  natural  resources  by  the  appropriate  agencies 
of  Federal  or  State  government, 
[(j)  Procedures  for  filing  and  payment  of  claims  for  cleanup 
costs  and  damages;  limitations;  appeals 

[(1)  The  Secretary  shall  establish  by  regulation  procedures 
for  the  filing  and  payment  of  claims  for  cleanup  costs  and  dam- 
ages pursuant  to  this  chapter. 

[(2)  No  claims  for  payment  of  cleanup  costs  or  damages 
which  are  filed  with  the  Secretary  more  than  3  years  after  the 
date  of  the  discharge  giving  rise  to  such  claims  shall  be  consid- 
ered. 

[(3)  Appeals  from  any  final  determination  of  the  Secretary 
pursuant  to  this  section  shall  be  filed  not  later  than  30  days 
after  such  determination  in  the  United  States  Court  of  Appeals 


751 


of  the  circuit  within  which  the  nearest  adjacent  coastal  State 
is  located.] 

l(k)](c)  Federal  preemption  unintended;  additional  State  require- 
ments or  liability;  bar  against  multiple  recoveries. — 

(1)  This  section  shall  not  be  interpreted  to  prempt  the  field 
of  liability  or  to  preclude  any  State  from  imposing  additional 
requirements  or  liability  for  any  discharge  of  oil  from  a  deep- 
water  port  or  a  vessel  within  any  safety  zone. 

(2)  Any  person  who  receives  compensation  for  damages  pur- 
suant to  this  section  shall  be  precluded  from  recovering  com- 
pensation for  the  same  damages  pursuant  to  any  other  State  or 
Federal  law.  Any  person  who  receives  compensation  for  dam- 
ages pursuant  to  any  other  Federal  or  State  law  shall  be  pre- 
cluded from  receiving  compensation  for  the  same  damages  as 
provided  in  this  section. 

[(1)  Financial  responsibility.— The  Secretary  shall  require  that 
any  owner  or  operator  of  a  vessel  using  any  deepwater  port,  or  any 
licensee  of  a  deepwater  port,  shall  carry  insurance  or  give  evidence 
of  other  financial  responsibility  in  an  amount  sufficient  to  meet  the 
liabilities  imposed  by  this  section.] 

Z(m)2(d)  Definitions. — As  used  in  this  section  the  term — 

[(1)  "cleanup  costs"  means  all  actual  costs,  including  but  not 
limited  to  costs  of  the  Federal  Government,  of  any  State  or 
local  government,  of  other  nations  or  of  their  contractors  or 
subcontractors  incurred  in  the  (A)  removing  or  attempting  to 
remove,  or  (B)  taking  other  measures  to  reduce  or  mitigate 
damages  from,  any  oil  discharged  into  the  marine  environment 
in  violation  of  subsection  (a)(1)  of  this  section; 

[(2)  "damages"  means  all  damages  (except  cleanup  costs) 
suffered  by  any  person,  or  involving  real  or  personal  property, 
the  natural  resources  of  the  marine  environment,  or  the  coast- 
al environment  of  any  nation,  including  damages  claimed  with- 
out regard  to  ownership  of  any  affected  lands,  structures,  fish, 
wildlife,  or  biotic  or  natural  resources;] 

[(3)](%>  "discharge"  includes,  but  is  not  limited  to,  any  spill- 
ing, leaking,  pumping,  pouring,  emitting,  emptying,  or  dump- 
ing into  the  marine  environment  of  quantities  of  oil  deter- 
mined to  be  harmful  pursuant  to  regulations  issued  by  the  Ad- 
ministrator of  the  Environmental  Protection  Agency;  and 

[(4)](X>  ''owner  or  operator"  means  any  person  owning,  oper- 
ating, or  chartering  by  demise,  a  vessel. 
[(n)  Study  for  a  uniform  law  for  cleanup  costs  and  damages  from 
oil  spills;  adjudication  and  settlement  of  claims;  report  to  Con- 
gress.— 

[(1)  The  Attorney  General,  in  cooperatiaon  with  the  Secre- 
tary, the  Secretary  of  State,  the  Secretary  of  the  Interior,  the 
Administrator  of  the  Environmental  Protection  Agency,  the 
Council  on  Environmental  Quality,  and  the  Administrative 
Conference  of  the  United  States,  is  authorized  and  directed  to 
study  methods  and  procedures  for  implementing  a  uniform  law 
providing  liability  for  cleanup  costs  and  damages  from  oil  spills 
from  Outer  Continental  Shelf  operations,  deepwater  ports,  ves- 
sels, and  other  ocean-related  sources.  The  study  shall  give  par- 
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ticular  attention  to  methods  of  adjudicating  and  settling  claims 
as  rapidly,  economically,  and  equitably  as  possible. 

[(2)  The  Attorney  General  shall  report  the  results  of  his 
study  together  with  any  legislative  recommendations  to  the 
Congress  within  6  months  after  January  3,  1975.] 

33  U.S.C.  1518 
§1518.  Relationship  to  other  laws 

(a)  Federal  Constitution,  laws,  and  treaties  applicable;  other 
Federal  requirements  applicable;  status  of  deepwater  port;  Fed- 
eral or  State  authorities  and  responsibilities  within  territorial 
seas  unaffected;  notification  by  Secretary  of  State  of  intent  to 
exercise  jurisdiction;  objections  by  foreign  governments. — 

(1)  The  Constitutions,  laws,  and  treaties  of  the  United  States 
shall  apply  to  the  deepwater  port  licensed  under  this  chapter 
and  to  activities  connected,  associated,  or  potentially  interfer- 
ing with  the  use  or  operation  of  any  such  port,  in  the  same 
manner  as  if  such  port  were  an  area  of  exclusive  Federal  juris- 
diction located  within  a  State.  Nothing  in  this  chapter  shall  be 
construed  to  relieve,  exempt,  or  immunize  any  person  from 
any  other  requirement  imposed  by  Federal  law,  regulation,  or 
treaty  except  that  discharges  from  a  deepwater  port  or  from  a 
vessel  within  a  deepwater  port  safety  zone  which  are  subject  to 
the  civil  penalty  provisions  of  section  18(a)(2)  of  the  Deepwater 
Port  Act  of  1974  shall  not  be  subject  to  the  penalty  provisions  of 
any  other  Federal  law.  Deepwater  ports  licensed  under  this 
chapter  do  not  possess  the  status  of  islands  and  have  no  terri- 
torial seas  of  their  own. 

******* 


P.L.  95-372,  Title  III  43  U.S.C.  1812  et  seq. 

[TITLE  III-OFFSHORE  OIL  SPILL  POLLUTION  FUND 

[definitions 

[Sec.  301.  For  the  purposes  of  this  title,  the  term — 

[(1)  "Secretary"  means  the  Secretary  of  Transportation; 
[(2)  "Fund"  means  the  Offshore  Oil  Pollution  Compensation 
Fund  established  under  section  302  of  this  title; 

[(3)  "person"  means  an  individual,  firm,  corporation,  asso- 
ciation, partnership,  consortium,  joint  venture,  or  governmen- 
tal entity; 

[(4)  "incident"  means  any  occurrance  or  series  of  related  oc- 
currences, involving  one  or  more  offshore  facilities  or  vessels, 
or  any  combination  thereof,  which  causes  or  poses  an  immi- 
nent threat  of  oil  pollution; 

[(5)  "vessel"  means  every  description  of  watercraft  or  other 
contrivance,  whether  or  not  self-propelled,  which  is  operating 
in  the  waters  above  the  Outer  Continental  Shelf  (as  the  term 
"outer  Continental  Shelf  is  defined  in  section  2(a)  of  the 
Outer  Continental  Shelf  Lands  Act  (43  U.S.C.  1331(a))),  or 
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which  is  operating  in  the  waters  above  submerged  lands  sea- 
ward from  the  coastline  of  a  State  (as  the  term  "submerged 
lands"  is  described  in  section  2(a)  of  the  Submerged  Lands  Act 
(43  U.S.C.  1301(a)(2))),  and  which  is  transporting  oil  directly 
from  an  offshore  facility; 

[(6) ' 'public  vessel"  means  a  vessel  which — 

[(A)  is  owned  or  chartered  by  demise,  and  operated  by 

(i)  the  United  States,  (ii)  a  State  or  political  subdivision 
thereof,  or  (iii)  a  foreign  government;  and 

[(B)  is  not  engaged  in  commercial  service; 
[(7)  "facility"  means  a  structure,  or  group  of  structures 
(other  than  a  vessel  or  vessels),  used  for  the  purpose  of  trans- 
porting drilling  for,  producing,  processing  storing,  transfering 
or  otherwise  handling  oil; 

[(8)  "offshore  facility"  includes  any  oil  refinery,  drilling 
structure,  oil  storage  or  transfer  terminal,  or  pipeline,  or  any 
appurtenance  related  to  any  of  the  foregoing,  which  is  used  to 
drill  for  produce,  store,  handle,  transfer,  process,  or  transport 
oil  produced  from  the  Outer  Continental  Shelf  (as  the  term 
"outer  Continental  Shelf  is  defined  in  section  2(a)  of  the 
Outer  Continental  Shelf  Lands  Act  (43  U.S.C.  1331(a))),  and  is 
located  on  the  Outer  Continental  Shelf,  except  that  such  term 
does  not  include  (A)  a  vessel,  or  (B)  a  deepwater  port  (as  the 
term  "deepwater  port"  is  defined  in  section  3(10)  of  the  Deep- 
water  Port  Act  of  1974  (33  U.S.C.  1502)); 
[(9)  "oil  pollution"  means — 

[(A)  the  presence  of  oil  either  in  a  unlawful  quantity  or 
which  has  been  discharged  at  an  unlawful  rate  (i)  in  or  on 
the  waters  above  submerged  lands  seaward  from  the  coast- 
line of  a  State  (as  term  "submerged  lands"  is  described  in 
section  2(a)(2)  of  the  Submerged  Lands  Act  (43  U.S.C. 
1301(a)(2))),  or  on  the  adjacent  shoreline  of  such  a  Stae,  or 

(ii)  on  the  waters  of  the  contiguous  zone  established  by  the 
United  States  under  Article  24  of  the  Convention  on  the 
Territorial  Sea  and  the  Contiguous  Zone  (15  UST  1606);  or 

[(B)  the  presence  of  oil  in  or  on  the  waters  of  the  high 
seas  outside  the  territorial  limits  of  the  United  States — 

[(i)  When  discharged  in  connection  with  activities 
conducted  under  the  Outer  Continental  Shelf  Lands 
Act  (43  U.S.C.  1331  et  seq.);  or 

[(ii)  causing  injury  to  or  loss  of  natural  resources 
belonging  to,  appertaining  to,  or  under  the  exclusive 
management  authority  of,  the  United  States;  or 
[(C)  the  presence  of  oil  in  or  on  the  territorial  sea,  navi- 
gable or  internal  waters,  or  adjacent  shoreline  of  a  foreign 
country,  in  a  case  where  damages  are  recoverable  by  a  for- 
eign claimant  under  the  title; 
[(10)  "United  States  claimant"  means  any  person  residing  in 
the  United  States,  the  Government  of  the  United  States  or  an 
agency  thereof,  or  the  government  of  a  State  or  a  political  sub- 
division thereof,  who  asserts  a  claim  under  the  title; 

[(11)  "foreign  claimant"  means  any  person  residing  in  a  for- 
eign country,  the  government  of  a  forerign  country,  or  any 


754 


/ 

/ 


agency  or  political  subdivision  thereof,  who  asserts  a  claim 
under  this  title; 

[(12)  "United  States"  includes  and  "State"  means  the  sever- 
al States  of  the  United  States,  the  District  of  Columbia,  the 
Commonwealth  of  Puerto  Rico,  the  Canal  Zone,  Guam,  Ameri- 
can Samoa,  the  United  States  Virgin  Islands,  the  Common- 
wealth of  the  Northern  Mariana  Islands,  the  Trust  Territory  of 
the  Pacific  Islands,  and  any  other  territory  or  possession  over 
which  the  United  States  has  jurisdiction; 

[(13)  "oil  means  petroleum,  including  crude  oil  or  any  frac- 
tion or  residue  therefrom; 

[(14)  "cleanup  costs"  means  costs  of  reasonable  measures 
taken,  after  an  incident  has  occured,  to  prevent,  minimize,  or 
mitigate  oil  pollution  from  such  indicident; 

[(15)  "damages"  means  compensation  sought  pursuant  to 
this  title  by  any  person  suffering  any  direct  and  actual  injury 
proximately  caused  by  the  discharge  of  oil  from  an  offshore  fa- 
cility or  vessel,  except  that  such  term  does  not  include  cleanup 
costs; 

[(16)  "person  in  charge"  means  the  individual  immediately 
responsible  for  the  operation  of  a  vessel  or  offshore  facility; 

[(17)  "claim"  means  a  demand  in  writing  for  a  sum  certain; 

[(18)  "discharge"  means  any  emission,  intentional  or  unin- 
tentional, and  includes  spilling,  leaking,  pumping,  pouring, 
emptying,  or  dumping; 

[(19)  "owner"  means  any  person  holding  title  to,  or  in  the 
absence  of  title,  any  other  indicia  of  ownership  of,  a  vessel  or 
offshore  facility,  whether  by  lease,  permit,  contract,  license,  or 
other  form  of  agreement,  or  with  respect  to  any  offshore  facili- 
ty abandoned  without  prior  approval  of  the  Secretary  of  the  In- 
terior, the  person  who  owned  such  offshore  facility  immediate- 
ly prior  to  such  abandonment,  except  that  such  term  does  not 
include  a  person  who  without  participating  in  the  management 
or  operation  of  a  vessel  or  offshore  facility,  holds  indicia  of 
ownership  primarily  to  protect  his  security  interest  in  the 
vessel  or  offshore  facility; 

[(20)  "operator"  means — 

[(A)  in  the  case  of  vessel,  a  charter  by  demise  or  any 
other  person,  except  the  owner,  who  is  responsible  for  the 
operation,  manning,  victualing,  and  supplying  of  the  vessel 
or; 

[(B)  in  the  case  of  an  offshore  facility,  any  person, 
except  the  owner,  who  is  responsible  for  the  operation  of 
such  facility  by  agreement  with  the  owner; 
[(21)  "Property"  means  littoral,  riparian,  or  marine  proper- 
ty; 

[(22)  "removal  costs"  means — 

[(A)  costs  incurred  under  subsection  (c),  (d),  or  (1)  of  sec- 
tion 311  of  the  Federal  Water  Pollution  Control  Act,  and 
section  5  of  the  Intervention  on  the  High  Seas  Act;  and 

[(B)  cleanup  costs,  other  than  the  costs  described  in  sub- 
paragraph (A); 
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[(23)  "guarantor"  means  the  person,  other  than  the 
owner  or  operator,  who  provides  evidence  of  financial  re- 
sponsibility for  an  owner  or  operator; 

[(24)  "gross  ton"  means  a  unit  of  100  cubic  feet  for  the  pur- 
pose of  measuring  the  total  unit  capacity  of  a  vessel;  and 

[(25)  "barrel"  means  42  United  States  gallons  at  60  degrees 
Fahrenheit. 

[fund  establishment,  administration,  and  financing 

[Sec.  302.  (a)  There  is  hereby  established  in  the  Treasury  of  the 
United  States  an  Offshore  Oil  Pollution  Compensation  Fund  in  an 
amount  not  to  exceed  $200,000,000,  except  that  such  limitation 
shall  be  increased  to  the  extent  necessary  to  permit  any  moneys  re- 
covered or  collected  which  are  referred  to  in  subsection  (b)(2)  of  this 
section  to  be  paid  into  the  Fund.  The  Fund  shall  be  administered 
by  the  Secretary  and  the  Secretary  of  the  Treasury  as  specified  in 
this  title.  The  Fund  may  sue  and  be  sued  in  its  own  name. 

[(b)  The  Fund  shall  be  composed  of— 

[(1)  all  fees  collected  pursuant  to  subsection  (d)  of  this  sec- 
tion; and 

[(2)  all  other  moneys  recovered  or  collected  on  behalf  of  the 
Fund  under  section  308  or  any  other  provision  of  this  title. 
[(c)  The  Fund  shall  be  immediately  available  for — 
[(1)  removal  costs  described  in  section  301(22); 
[(2)  the  processing  and  settlement  of  claims  under  section 
307  of  this  title  (including  the  costs  of  assessing  injury  to,  or 
destruction  of  natural  resources);  and 

[(3)  subject  to  such  amounts  as  are  provided  in  appropria- 
tion Acts,  all  administrative  and  personnel  costs  of  the  Federal 
Government  incident  to  the  administration  of  this  title,  includ- 
ing, but  not  limited  to,  the  claims  settlement  activities  and  ad- 
judicatory and  judicial  proceedings,  whether  or  not  such  costs 
are  recoverable  under  section  308  of  this  title. 
The  Secretary  is  authorized  to  promulgate  regulations  designating 
the  person  or  persons  who  may  obligate  available  money  in  the 
Fund  for  such  purposes. 

[(d)(1)  The  Secretary  shall  levy  and  the  Secretary  of  the  Treas- 
ury shall  collect  a  fee  of  not  to  exceed  3  cents  per  barrel  on  oil  ob- 
tained from  the  Outer  Continental  Shelf,  which  shall  be  imposed 
on  the  owner  of  the  oil  when  such  oil  is  produced. 

[(2)  The  Secretary  of  the  Treasury,  after  consulting  with  the  Sec- 
retary, may  promulgate  reasonable  regulations  relating  to  the  col- 
lection of  the  fees  authorized  by  paragraph  (1)  of  this  subsection 
and  from  time  to  time  the  modification  thereof.  Any  modification 
shall  become  effective  on  the  date  specified  in  the  regulation 
making  such  modification  but  no  earlier  than  the  ninetieth  day  fol- 
lowing the  date  such  regulation  is  published  in  the  Federal  Regis- 
ter. Any  modification  of  the  fee  shall  be  designed  to  insure  that  the 
Fund  is  maintained  at  a  level  of  not  less  than  $100,000,000  and  not 
more  than  $200,000,000.  No  regulation  that  sets  or  modifies  fees, 
whether  or  not  in  effect,  may  be  stayed  by  any  court  pending  com- 
pletion of  judicial  review  of  such  regulation. 
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[(3)(A)  Any  person  who  fails  to  collect  or  pay  any  fees  as  re- 
quired by  any  regulation  promulgated  under  paragraph  (2)  of  this 
subsection  shall  be  liable  for  a  civil  penalty  not  to  exceed  $10,000, 
to  be  assessed  by  the  Secretary  of  the  Treasury,  in  addition  to  the 
fee  required  to  be  collected  or  paid  and  the  interest  on  such  fee  at 
the  rate  such  fee  would  have  earned  if  collected  or  paid  when  due 
and  invested  in  special  obligations  of  the  United  States  in  accord- 
ance with  subsection  (e)(2)  of  this  section.  Upon  the  failure  of  any 
person  so  liable  to  pay  any  penalty,  fee,  or  interest  upon  demand, 
the  Attorney  General  may,  at  the  request  of  the  Secretary  of  the 
Treasury,  bring  an  action  in  the  name  of  the  Fund  against  that 
person  for  such  amount. 

[(B)  Any  person  who  falsifies  records  or  documents  required  to 
be  maintained  under  any  regulation  promulgated  under  this  sub- 
section shall  be  subject  to  prosecution  for  a  violation  of  section 
1001  of  title  18,  United  States  Code. 

[(4)  The  Secretary  of  the  Treasury  may,  by  regulation,  designate 
the  reasonably  necessary  records  and  documents  to  be  kept  by 
person  from  whom  fees  are  to  be  collected  pursuant  to  paragraph 
(1)  of  this  subsection,  and  the  Secretary  of  the  Treasury  and  the 
Comptroller  General  of  the  United  States  shall  have  access  to  such 
records  and  documents  for  the  purpose  of  audit  and  examination. 

[(e)(1)  The  Secretary  shall  determine  the  level  of  funding  re- 
quired for  immediate  access  in  order  to  meet  potential  obligations 
of  the  Fund. 

[(2)  The  Secretary  of  the  Treasury  may  invest  any  excess  in  the 
Fund,  above  the  level  determined  under  paragraph  (1)  of  this  sub- 
section, interest-bearing  special  obligations  of  the  United  States. 
Such  special  obligations  may  be  redeemed  at  any  time  in  accord- 
ance with  the  terms  of  the  special  issue  and  pursuant  to  regula- 
tions promulgated  by  the  Secretary  of  the  Treasury.  The  interest 
on,  and  the  proceeds  from  the  sale  of,  any  obligations  held  in  the 
Fund  shall  be  deposited  in  and  credited  to  the  Fund. 

[(f)  If  at  any  time  the  moneys  available  in  the  Fund  are  insuffi- 
cient to  meet  the  obligations  of  the  Fund,  the  Secretary  shall  issue 
to  the  Secretary  of  the  Treasury  notes  or  other  obligations  in  the 
forms  and  denominations,  bearing  the  interest  rates  and  maturi- 
ties, and  subject  to  such  terms  and  conditions  as  may  be  prescribed 
by  the  Secretary  of  the  Treasury.  Redemption  of  such  notes  or 
other  obligations  shall  be  made  by  the  Secretary  from  moneys  in 
the  Fund.  Such  notes  or  other  obligations  shall  bear  interest  at  a 
rate  determined  by  the  Secretary  of  the  Treasury,  taking  into  con- 
sideration the  average  market  yield  on  outstanding  marketable  ob- 
ligations of  comparable  maturity.  The  Secretary  of  the  Treasury 
shall  purchase  any  notes  or  other  obligations  issued  under  this  sub- 
section and,  for  that  purpose,  he  is  authorized  to  use  as  a  public 
debt  transaction  the  proceeds  from  the  sale  of  any  securities  issued 
under  the  Second  Liberty  Bond  Act.  The  purpose  for  which  securi- 
ties may  be  issued  under  that  Act  are  extended  to  include  any  pur- 
chase of  such  notes  or  other  obligations.  The  Secretary  of  the 
Treasury  may  at  any  time  sell  any  of  the  notes  or  other  obligations 
acquired  by  him  under  this  subsection.  All  redemptions,  purchases, 
and  sales  by  the  Secretary  of  the  Treasury  of  such  notes  or  other 
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obligations  shall  be  treated  as  public  debt  transactions  of  the 
United  States. 

[damages  and  claimants 

[Sec.  303.  (a)  Claims,  for  the  economic  loss,  arising  out  of  or  di- 
rectly resulting  from  oil  pollution,  may  be  asserted  for — 
[(1)  removal  costs;  and 
[(2)  damages,  including — 

[(A)  injury  to,  or  destruction  of,  real  or  personal  proper- 
ty; 

[(B)  loss  of  use  of  real  or  personal  property; 

[(C)  injury  to,  or  destruction  of,  natural  resources; 

[(D)  loss  of  use  of  natural  resources; 

[(E)  loss  of  profits  or  impairment  of  earning  capacity 
due  to  injury  to,  or  destruction  of,  real  or  personal  proper- 
ty or  natural  resources;  and 

[(F)  loss  of  tax  revenue  for  a  period  of  one  year  due  to 
injury  to  real  or  personal  property. 
[(b)  A  claim  authorized  by  subsection  (a)  of  this  section  may  be 
asserted — 

[(1)  under  pargraph  (1),  by  any  claimant,  except  that  the 
owner  or  operator  of  a  vessel  or  offshore  facility  involved  in  an 
incident  may  assert  such  a  claim  only  if  he  can  show— 

[(A) — that  he  is  entitled  to  a  defense  to  liability  under 
section  304(c)(1)  or  304(c)(2)  or  this  title;  or 

[(B)  if  not  entitled  to  such  a  defense  or  liability,  that  he 
is  entitled  to  a  limitation  of  liability  under  section  304(b), 
except  that  if  he  is  not  entitled  to  such  a  defense  to  liabil- 
ity but  is  entitled  to  such  a  limitation  of  liability,  such 
claim  may  be  asserted  only  as  to  the  removal  costs  in- 
curred in  excess  of  that  limiation; 
[(2)  under  paragraphs  (2)  (A),  (B),  and  (D),  by  any  United 
States  claimant  if  the  property  involved  is  owned  or  leased,  or 
the  natural  resource  involved  is  utilized,  by  the  claimant; 

[(3)  under  paragraph  (2)(C),  by  the  President,  as  trustees  for 
natural  resources  over  which  the  Federal  Government  has  sov- 
ereign rights  or  exercises  exclusive  management  authority,  or 
by  any  State  for  natural  resources  within  the  boundary  of  the 
State  belonging  to,  managed  by,  controlled  by,  or  appertaining 
to  the  State,  and  sums  recovered  under  paragraph  (2)(C)  shall 
be  available  for  use  to  restore,  rehabilitate,  or  acquire  the 
equivalent  of  such  natural  resources  by  the  appropriate  agen- 
cies of  the  Federal  Government  or  the  State,  but  the  measure 
of  such  damages  shall  not  be  limited  by  the  sums  which  can  be 
used  to  restore  or  replace  such  resources; 

[(4)  under  paragraph  (2)(E),  by  any  United  States  claimant  if 
the  claimant  derives  at  least  25  per  centum  of  his  earnings 
from  activities  which  utilize  the  property  or  natural  resource; 

[(5)  under  paragraph  (2)(F),  by  the  Federal  Government  and 
any  State  or  political  subdivision  thereof; 

[(6)  under  paragraphs  (2)  (A)  through  (E),  by  a  foreign  claim- 
ant to  the  same  extent  that  a  United  States  claimant  may 
assert  a  claim  if— 
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[(A)  the  oil  pollution  ocurred  in  or  on  the  territorial  sea, 
navigable  waters  or  internal  waters,  or  adjacent  shoreline  of 
a  foreign  country  of  which  the  claimant  is  a  resident; 

[(B)  the  claimant  is  not  otherwise  compensated  for  his 
loss; 

[(C)  the  oil  was  discharged  from  an  offshore  facility  or 
from  a  vessel  in  connection  with  activities  conducted 
under  the  Outer  Continental  Shelf  Lands  Act  (43  U.S.C. 
1331  et  seq.);  and 

[(D)  recovery  is  authorized  by  a  treaty  or  an  executive 
agreement  between  the  United  States  and  the  foreign 
country  involved,  or  the  Secretary  of  State,  in  consultation 
with  the  Attorney  General  and  other  appropriate  officials, 
certifies  that  such  country  provides  a  comparable  remedy 
for  United  States  claimants: 
[(7)  under  paragraph  (1)  or  (2),  by  the  Attorney  General,  on 
his  own  motion  or  at  the  request  of  the  Secretary,  on  behalf  of 
any  group  of  United  States  claimants  who  may  assert  a  claim 
under  this  subsection,  when  he  determines  that  the  claimants 
would  be  more  adequately  represented  as  a  class  in  asserting 
their  claims. 

[(c)  If  the  Attorney  General  fails  to  take  action  under  paragraph 
(7)  of  subsection  (b)  within  sixty  days  of  the  date  on  which  the  Sec- 
retary designates  a  source  under  section  306  of  this  title,  and 
member  of  a  group  described  in  such  paragraph  may  maintain  a 
class  action  to  recover  damages  on  behalf  of  that  group.  Failure  of 
the  Attorney  General  to  take  action  shall  have  no  bearing  on  any 
class  action  maintained  by  any  claimant  for  damages  authorized  by 
this  section. 

[liability 

[Sec.  304.  (a)  Subject  to  the  provisions  of  subsection  (b)  and  (c)  of 
this  section,  the  owner  and  operator  of  a  vessel  other  than  a  public 
vessel,  or  of  an  offshore  facility,  which  is  the  source  of  oil  pollution, 
or  poses  a  threat  of  oil  pollution  in  circumstances  which  justify  the 
incurrence  of  the  type  of  costs  described  in  section  301  (22)  of  this 
title,  shall  be  jointly,  severally,  and  strictly  liable  for  all  loss  for 
which  a  claim  may  be  asserted  under  section  303  of  this  title. 

[(b)  Except  when  the  incident  is  caused  primarily  by  willful  mis-  I 
conduct  or  gross  negligence,  within  the  privity  or  knowledge  of  the 
owner  or  operator,  or  is  caused  primarily  by  a  violation,  within  the  [ 
privity  or  knowledge  of  the  owner  or  operator,  of  applicable  safety,  j 
construction,  or  operating  standards  or  regulations  of  the  Federal 
Government,  the  total  of  the  liability  under  subsection  (a)  of  this 
section  incurred  by,  or  on  behalf  of,  the  owner  or  operator  shall 
be— 

[(1)  in  the  case  of  a  vessel,  limited  to  $250,000  or  $300  per 
gross  ton,  whichever  is  greater,  except  when  the  owner  or  oper- 
ator of  a  vessel  fails  or  refuses  to  provide  all  reasonable  coop- 
eration and  assistance  requested  by  the  responsible  Federal  of- 
ficial in  furtherance  of  cleanup  activities;  or 
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[(2)  in  the  case  of  an  offshore  facility,  the  total  of  removal 
and  cleanup  costs,  and  an  amount  limited  to  $35,000,000  for  all 
damages. 

[(c)  There  shall  be  no  liability  under  subsection  (a)  of  theis  sec- 
tion— 

[(1)  if  the  incident  is  caused  solely  by  any  act  of  war,  hostil- 
ities, civil  war,  or  insurrection,  or  by  an  unanticipated  grave 
natural  disaster  or  other  natural  phenomenon  of  an  exception- 
al, inevitable,  and  irresistable  character,  the  effect  of  which 
could  not  have  been  prevented  or  avoided  by  the  exercise  of 
due  care  or  foresight;  or 

[(2)  If  the  incident  is  caused  solely  by  the  negligent  or  inten- 
tional act  of  the  damaged  party  or  any  third  party  (including 
any  government  entity). 
[(d)  Notwithstanding  the  limitations,  exceptions,  or  defenses  of 
subsection  (b)  or  (c)  of  this  section,  all  costs  of  removal  incurred  by 
the  Federal  Government  or  any  State  or  local  official  or  agency  in 
connection  with  a  discharge  of  oil  from  any  offshore  facility  or 
vessel  shall  be  borne  by  the  owner  and  operator  of  the  offshore  fa- 
cility or  vessel  from  which  the  discharge  occured. 

[(e)  The  Secretary  shall,  from  time  to  time,  report  to  Congress 
on  the  desirability  of  adjusting  the  monetary  limitation  of  liability 
specified  in  subsection  (b)  of  this  section. 

[(f)(1)  Subject  to  the  provisions  of  paragraph  (2)  of  this  subsec- 
tion, the  Fund  shall  be  liable,  without  any  limitation,  for  all  losses 
for  which  a  claim  may  be  asserted  under  section  303  of  this  title,  to 
the  extent  that  such  losses  are  not  otherwise  compensated. 

[(2)  Except  for  the  removal  costs  specified  in  section  301  (22), 
there  shall  be  no  liability  under  paragraph  (1)  of  this  subsection. 
[(A)  as  to  a  particular  claimant,  where  the  incident  or  eco- 
nomic loss  is  caused,  in  whole  or  in  part,  by  the  gross  negli- 
gence or  willfull  misconduct  of  that  claimant;  or 

[(B)  as  to  a  particular  claimant,  to  the  extent  that  the  inci- 
dent or  economic  loss  is  caused  by  the  negligence  of  that  claim- 
ant. 

[(g)(1)  In  addition  to  the  losses  for  which  claims  may  be  asserted 
under  section  303  of  this  title,  and  without  regard  to  the  limitation 
of  liability  provided  in  subsection  (b)  of  this  section,  the  owner,  op- 
erator, or  guarantor  of  an  offshore  facility  or  vessel  shall  be  liable 
to  the  claimant  for  interest  on  the  amount  paid  in  satisfaction  of 
the  claim  for  the  period  from  the  date  upon  which  the  claim  is  pre- 
sented to  such  person  to  the  date  upon  which  the  claimant  is  paid, 
inclusive,  less  the  period,  if  any,  from  the  date  upon  which  such 
owner,  operator,  or  guarantor  offers  the  claimant  an  amount  equal 
to  or  greater  than  the  amount  finally  paid  in  satisfaction  of  the 
claim  to  the  date  upon  which  the  claimant  accepts  such  amount, 
inclusive.  However,  if  such  owner,  operator,  or  guarantor  offers  the 
claimant,  within  sixty  days  of  the  date  upon  which  the  claim  is 
presented,  or  of  the  date  upon  which  advertising  is  commenced 
pursuant  to  section  306  of  this  title,  whichever  is  later,  an  amount 
equal  to  or  greater  than  the  amount  finally  paid  in  satisfaction  of 
the  claim,  the  owner,  operator,  or  guarantor  shall  be  liable  for  the 
interest  provided  in  this  paragraph  only  from  the  date  the  offer  is 
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accepted  by  the  claimant  to  the  date  upon  which  payment  is  made 
to  the  claimant,  inclusive. 

[(2)  The  interest  provided  in  paragraph  (1)  of  this  subsection 
shall  be  calculated  at  the  average  of  the  highest  rate  for  commer- 
cial and  finance  company  paper  of  maturities  of  one  hundred  and 
eighty  days  or  less  obtaining  on  each  of  the  days  included  within 
the  period  for  which  interest  must  be  paid  to  the  claimant,  as  pub- 
lished in  the  Federal  Reserve  Bulletin. 

[(h)  Nothing  in  this  title  shall  bar  a  cause  of  action  that  an 
owner  or  operator,  subject  to  liability  under  subsection  (a)  of  this 
section,  or  a  guarantor,  has  or  would  have,  by  reason  of  subroga- 
tion or  otherwise,  against  any  person. 

[(i)  To  the  extent  that  they  are  in  conflict  or  otherwise  inconsist- 
ent with  any  other  provision  of  law  relating  to  liability  or  the  limi- 
tation thereof,  the  provisions  of  this  section  shall  supersede  such 
other  provision  of  law,  including  section  4283(a)  of  the  Revised  Stat- 
utes (46  U.S.C.  183(a)). 

[financial  responsibility 

[Sec.  305.  (a)(1)  The  owner  or  operator  of  any  vessel  (except  a 
non-self-propelled  barge  that  does  not  carry  oil  as  fuel  or  cargo) 
which  uses  an  offshore  facility  shall  establish  and  maintain,  in  ac- 
cordance with  regulations  promulgated  by  the  President,  evidence 
of  financial  responsibility  sufficient  to  satisfy  the  maximum 
amount  of  liability  to  which  the  owner  or  operator  of  such  vessel 
would  be  exposed  in  a  case  where  he  would  be  entitled  to  limit  his 
liability  in  accordance  with  the  provisions  of  section  304(b)  of  this 
title.  Financial  responsibility  may  be  established  by  any  one,  or 
any  combination,  of  the  following  methods,  acceptable  to  the  Presi- 
dent: evidence  of  insurance,  guarantee,  surety  bond,  or  qualifica- 
tion as  a  self-insurer.  Any  bond  filed  shall  be  issued  by  a  bonding 
company  authorized  to  do  business  in  the  United  States.  In  any 
case  where  an  owner  or  operator  owns,  operates,  or  charters  more 
than  one  vessel  subject  to  this  subsection,  evidence  of  financial  re- 
sponsibility need  be  established  only  to  meet  the  maximum  liabil- 
ity applicable  to  the  largest  of  such  vessels. 

[(2)  The  Secretary,  in  accordance  with  regulations  promulgated 
by  him,  shall — 

[(A)  deny  entry  to  any  port  or  place  in  the  United  States  or 
to  the  navigable  waters  to;  and 

[(B)  detail  at  the  port  or  place  in  the  United  States  from 
which  it  is  about  to  depart  for  any  other  port  or  place  in  the 
United  States. 

any  vessel  subject  to  this  subsection  which,  upon  request,  does  not 
produce  certification  furnished  by  the  President  that  such  vessel  is 
in  compliance  with  the  financial  responsibility  provisions  of  para- 
graph (1)  of  this  subsection. 

[(3)  The  Secretary,  in  accordance  with  regulations  promulgated 
by  him,  shall  have  access  to  all  offshore  facilities  and  vessels  con- 
ducting activities  under  the  Outer  Continental  Shelf  Lands  Act, 
and  such  facilities  and  vessels  shall,  upon  request,  show  certifica- 
tion of  financial  responsibility. 
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[(b)  The  owner  or  operator  of  an  offshore  facility  which  (1)  is 
used  for  drilling  producing,  or  processing  oil,  or  (2)  has  the  capacity 
to  transport,  store,  transfer,  or  otherwise  handle  more  than  one 
thousand  barrels  of  oil  at  any  one  time,  shall  establish  and  main- 
tain, in  accordance  with  regulations  promulgated  by  the  President, 
evidence  of  financial  responsibility  sufficient  to  satisfy  the  maxi- 
mum amount  of  liability  to  which  the  owner  or  operator  of  such 
facility  would  be  exposed  in  a  case  where  he  would  be  entitled  to 
limit  his  liability  in  accordance  with  the  provisions  of  section  304(b) 
of  this  title,  or  $35,000,000,  whichever  is  less. 

[(c)  Any  claim  authorized  by  section  303(a)  may  be  asserted  di- 
rectly against  any  guarantor  providing  evidence  of  financial  re- 
sponsibility for  any  owner  or  operator  of  an  offshore  facility  or 
vessel  as  required  under  this  section.  In  defending  such  claim,  the 
guarantor  shall  be  entitled  to  invoke  all  rights  and  defenses  which 
would  be  available  to  such  owner  or  operator  under  this  title.  Such 
guarantor  shall  also  be  entitled  to  invoke  the  defense  that  the  inci- 
dent was  caused  by  the  willful  misconduct  of  such  owner  or  opera- 
tor, but  shall  not  be  entitled  to  invoke  any  other  defense  which 
such  guarantor  might  be  entitled  to  invoke  in  proceedings  brought 
by  such  owner  or  operator  against  such  guarantor. 

[(d)  The  President  shall  conduct  a  study  to  determine — 

[(1)  whether  adequate  private  oil  pollution  insurance  protec- 
tion is  available  on  reasonable  terms  and  conditions  to  the 
owners  and  operators  of  vessels,  onshore  facilities,  and  offshore 
facilities;  and 

[(2)  whether  the  market  for  such  insurance  is  sufficiently 
competitive  to  assure  purchasers  of  features  such  as  a  reasona- 
ble range  of  deductibles,  coinsurance  provisions,  and  exclu- 
sions. 

The  President  shall  submit  the  results  of  his  study,  together  with 
his  recommendation,  within  one  year  after  the  date  of  enactment 
of  this  title,  and  shall  submit  an  interim  report  on  this  study 
within  three  months  after  such  date  of  enactment. 

[notification,  designation,  and  advertisement 

[Sec.  306.  (a)  The  person  in  charge  of  a  vessel  or  offshore  facility 
which  is  involved  in  an  incident  shall  immediately  notify  the  Secre- 
tary of  the  incident  as  soon  as  he  has  knowledge  thereof.  Notifica- 
tion received  pursuant  to  this  subsection  or  information  obtained 
by  the  exploitation  of  such  notification  shall  not  be  used  against 
such  person  or  his  employer  in  any  criminal  case,  other  than  a  case 
involving  prosecution  for  perjury  or  for  giving  a  false  statement. 

[(b)(1)  When  the  Secretary  receives  information  pursuant  to  sub- 
section (a)  of  this  section  or  otherwise  of  an  incident  which  involves 
oil  pollution,  the  Secretary  shall,  where  possible,  designate  the 
source  or  sources  of  the  oil  pollution  and  shall  immediately  notify 
the  owner  and  operator  of  such  sources  and  the  guarantor  of  such 
designation. 

[(2)  When  a  source  designated  under  paragraph  (1)  of  this  sub- 
section is  a  vessel  or  offshore  facility  and  the  owner,  operator,  or 
guarantor  fails  to  inform  the  Secretary,  within  five  days  after  re- 
ceiving notification  of  the  designation,  of  his  denial  of  such  desig- 
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nation,  such  owner,  operator  or  guarantor,  as  required  by  regula- 
tions promulgated  by  the  Secretary,  shall  advertise  the  designation 
and  the  procedures  by  which  claims  may  be  presented  to  him.  If 
advertisement  is  not  made  in  accordance  with  this  paragraph,  the 
Secretary  shall,  as  he  finds  necessary,  and  at  the  expense  of  the 
owner,  operator,  or  guarantor  involved,  advertise  the  designation 
and  the  procedures  by  which  claims  may  be  presented  to  such 
owner,  operator,  or  guarantor. 
[(c)  In  a  case  where — 

[(1)  the  owner,  operator,  and  guarantor  all  deny  a  designa- 
tion in  accordance  with  paragraph  (2)  of  subsection  (b)  of  this 
section; 

[(2)  the  source  of  the  discharge  was  a  public  vessel;  or 
[(3)  the  Secretary  is  unable  to  designate  the  source  or 
sources  of  the  discharge  under  paragraph  (1)  of  such  subsection 

(b), 

the  Secretary  shall  advertise  or  otherwise  notify  potential  claim- 
ants of  the  procedures  by  which  claims  may  be  presented  to  the 
Fund. 

[(d)  Advertisement  under  subsection  (b)  of  this  section  shall  com- 
mence no  later  than  fifteen  days  after  the  date  of  the  designation 
made  under  such  subsection  and  shall  continue  for  a  period  of  no 
less  than  thirty  days. 

[claims  settlement 

[Sec.  307.  (a)  Except  as  provided  in  subsection  (b)  of  this  section, 
all  claims  shall  be  presented  to  the  owner,  operator,  or  guarantor. 
[(b)  All  claims  shall  be  presented  to  the  Fund — 

[(1)  where  the  Secretary  has  advertised  or  otherwise  notified 
claimants  in  accordance  with  section  306(c)  of  this  title;  or 

[(2)  where  the  owner  or  operator  may  recover  under  the  pro- 
visions of  section  303(b)(1)  of  this  title. 
[(c)  In  the  case  of  a  claim  presented  in  accordance  with  subsec- 
tion (a)  of  this  section,  and  in  which — 

[(1)  the  person  to  whom  the  claim  is  presented  denies  all  li- 
ability for  the  claim,  for  any  reason;  or 

[(2)  the  claim  is  not  settled  by  any  person  by  payment  to  the 
claimant  within  sixty  days  from  the  date  upon  which  (A)  the 
claim  is  presented,  or  (B)  advertising  is  commenced  pursuant 
to  section  306(b)(2),  whichever  is  later, 
the  claimant  may  elect  to  commence  an  action  in  court  against  the 
owner,  operator,  or  guarantor,  or  to  present  the  claim  to  the  Fund, 
that  election  to  be  irrevocable  and  exclusive. 

[(d)  In  the  case  of  a  claim  presented  in  accordance  with  subsec- 
tion (a)  of  this  section,  where  full  and  adequate  compensation  is  un- 
available, either  because  the  claim  exceeds  a  limit  of  liability  in-* 
voked  under  section  304(b)  of  this  title  or  because  the  owner,  opera- 
tor, and  guarantor  to  whom  the  claim  is  presented  are  financially 
incapable  of  meeting  their  obligations  in  full,  a  claim  for  the  un- 
compensated damages  may  be  presented  to  the  Fund. 

[(e)  In  the  case  of  a  claim  which  is  presented  to  any  person,  pur- 
suant to  subsection  (a)  of  this  section,  and  which  is  being  presented 
to  the  Fund,  pursuant  to  subsection  (c)  or  (d)  of  this  section,  such 
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person,  at  the  request  of  the  claimant,  shall  transmit  the  claim  and 
supporting  documents  to  the  Fund.  The  Secretary  may,  by  regula- 
tion, prescribe  the  documents  to  be  transmitted  and  the  terms 
under  which  they  are  to  be  transmitted. 

[(f)  In  the  case  of  a  claim  presented  to  the  Fund,  pursuant  to 
subsection  (b),  (c),  or  (d)  of  this  section,  and  in  which  the  Fund — 
[(1)  denies  all  liability  for  the  claim,  for  any  reason;  or 
[(2)  does  not  settle  the  claim  by  payment  to  the  claimant 
within  sixty  days  after  the  date  upon  which  (A)  the  claim  is 
presented  to  the  Fund,  or  (B)  advertising  is  commenced  pursu- 
ant to  section  306(c)  of  this  title,  whichever  is  later, 
the  claimant  may  submit  the  dispute  to  the  Secretary  for  decision 
in  accordance  with  section  554  of  title  5,  United  States  Code.  How- 
ever, a  claimant  who  has  presented  a  claim  to  the  Fund  pursuant 
to  such  subsection  (b)  may  elect  to  commence  an  action  in  court 
against  the  Fund  in  lieu  of  submission  of  the  dispute  to  the  Secre- 
tary for  decision,  that  election  to  be  irrevocable  and  exclusive. 

[(g)(1)  The  Secretary  shall  promulgate  regulations  which  estab- 
lish uniform  procedures  and  standards  for  the  appraisal  and  settle- 
ment of  claims  against  the  Fund. 

[(2)  Except  as  provided  in  paragraph  (3)  of  this  subsection,  the 
Secretary  shall  use  the  facilities  and  services  of  private  insurance 
and  claims  adjusting  organizations  or  State  agencies  in  processing 
claims  against  the  Fund  and  may  contract  to  pay  compensation  for 
those  facilities  and  services.  Any  contract  made  under  the  provi- 
sions of  this  paragraph  may  be  made  without  regard  to  the  provi- 
sions of  section  3709  of  the  Revised  Statutes  (41  U.S.C.  5)  upon  a 
showing  by  the  Secretary  that  advertising  is  not  reasonably  practi- 
cable. The  Secretary  may  make  advance  payments  to  a  contractor 
for  services  and  facilities,  and  the  Secretary  may  advance  to  the 
contractor  funds  to  be  used  for  the  payment  of  claims.  The  Secre- 
tary may  review  and  audit  claim  payments  made  pursuant  to  this 
subsection.  A  payment  to  a  claimant  for  a  single  claim  in  excess  of 
$100,000,  or  two  or  more  claims  aggregating  in  excess  of  $200,000, 
shall  be  first  approved  by  the  Secretary.  When  the  services  of  a 
State  agency  are  used  in  processing  and  settling  claims,  no  pay- 
ment may  be  made  on  a  claim  asserted  by  or  on  behalf  of  such 
State  or  any  of  its  agencies  or  subdivisions  unless  the  payment  has 
been  approved  by  the  Secretary. 

[(3)  To  the  extent  necessitated  by  extraordinary  circumstances, 
where  the  services  of  such  private  organizations  or  State  agencies 
are  inadequate,  the  Secretary  may  use  Federal  personnel  to  process 
claims  against  the  Fund. 

[(h)  Notwithstanding  subsection  (b)  of  section  556  of  title  5, 
United  States  Code,  the  Secretary  is  authorized  to  appoint,  from 
time  to  time  for  a  period  of  not  to  exceed  one  hundred  and  eighty 
days,  one  or  more  panels,  each  comprised  of  three  individuals,  to 
hear  and  decide  disputes  submitted  to  the  Secretary  pursuant  to 
subsection  (f)  of  this  section.  At  least  one  member  of  each  panel 
shall  be  qualified  to  conduct  adjudicatory  proceedings  and  shall 
preside  over  the  activities  of  the  panel.  Each  member  of  a  panel 
shall  possess  competence  in  the  evaluation  and  assessment  of  prop- 
erty damage  and  the  economic  losses  resulting  therefrom.  Panel 
members  may  be  appointed  from  private  life  or  from  any  Federal 
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agency  except  the  staff  administering  the  Fund.  Each  panel 
member  appointed  from  private  life  shall  receive  a  per  diem  com- 
pensation, and  each  panel  member  shall  receive  necessary  travel- 
ing and  other  expenses  while  engaged  in  the  work  of  a  panel.  The 
provisions  of  chapter  11  of  title  18,  United  States  Code,  and  of  Ex- 
ecutive Order  11222,  as  amended,  regarding  special  Government 
employees,  shall  apply  to  panel  members  appointed  from  private 
life. 

[(i)(l)  Upon  receipt  of  a  request  for  a  decision  from  a  claimant, 
properly  made,  the  Secretary  shall  refer  the  dispute  to  (A)  an  ad- 
ministrative law  judge  appointed  under  section  3105  of  title  5, 
United  States  Code,  or  (B)  a  panel  appointed  under  subsection  (h) 
of  this  section. 

[(2)  The  administrative  law  judge  and  each  member  of  a  panel 
to  which  a  dispute  is  referred  for  decision  shall  be  a  resident  of  the 
United  States  judicial  circuit  within  which  the  damage  complained 
of  occurred,  or,  if  the  damage  complained  of  occurred  within  two  or 
more  circuits,  of  any  of  the  affected  circuits,  or,  if  the  damage  oc- 
curred outside  any  circuit  of  the  nearest  circuit. 

[(3)  Upon  receipt  of  a  dispute,  the  administrative  law  judge  or 
panel  shall  adjudicate  the  case  and  render  a  decision  in  accordance 
with  section  554  of  title  5,  United  States  Code.  In  any  proceeding 
subject  to  this  subsection,  the  presiding  officer  may  require  by  sub- 
pena  any  person  to  appear  and  testify  or  to  appear  and  produce 
books,  papers,  documents,  or  tangible  things  at  a  hearing  or  deposi- 
tion at  any  designated  place.  Subpenas  shall  be  issued  and  enforced 
in  accordance  with  procedures  in  subsection  (d)  of  section  555  of 
title  5,  United  States  Code,  and  rules  promulgated  by  the  Secre- 
tary. If  a  person  fails  or  refuses  to  obey  a  subpena,  the  Secretary 
may  invoke  the  aid  of  the  district  court  of  the  United  States  where 
the  person  is  found,  resides,  or  transacts  business  in  requiring  the 
attendance  and  testimony  of  the  person  and  the  production  by  him 
of  books,  papers,  documents,  or  any  tangible  things. 

[(4)  A  hearing  conducted  under  this  subsection  shall  be  conduct- 
ed within  the  United  States  judicial  district  within  which,  or  near- 
est to  which,  the  damage  complained  of  occurred,  or,  if  the  damage 
complained  of  occurred  within  two  or  more  districts,  in  any  of  the 
affected  districts,  or  if  the  damage  occurred  outside  any  district,  in 
the  nearest  district. 

[(5)  The  decision  of  the  administrative  law  judge  or  panel  under 
this  subsection  shall  be  the  final  order  of  the  Secretary,  except  that 
the  Secretary,  in  his  discretion  and  in  accordance  with  regulations 
which  he  may  promulgate,  may  review  the  decision  under  his  own 
initiative  or  upon  exception  of  the  claimant  or  the  Fund. 

[(6)  Final  order  of  the  Secretary  made  under  this  subsection 
shall  be  reviewable  pursuant  to  section  702  of  title  5,  United  States 
Code,  in  the  district  courts  of  the  United  States. 

[(jXD  In  any  action  brought  pursuant  to  this  title  against  an 
owner,  operator,  or  guarantor,  both  the  plaintiff  and  defendant 
shall  serve  a  copy  of  the  complaint  and  all  subsequent  pleadings 
therein  upon  the  Fund  at  the  same  time  such  pleadings  are  served 
upon  the  opposing  parties. 

[(2)  The  Fund  may  intervene  in  any  action  described  in  para- 
graph (1)  of  this  subsection  as  a  matter  of  right. 
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[(3)  In  any  given  action  described  in  paragraph  (1)  of  this  subsec- 
tion to  which  the  Fund  is  a  party,  if  the  owner,  operator  or  guaran- 
tor admits  liability  under  this  title,  the  Fund  upon  its  motion  shall 
be  dismissed  therefrom  to  the  extent  of  the  admitted  liability. 

[(4)  If  the  Fund  receives  from  either  the  plaintiff  or  the  defend- 
ant notice  of  an  action  described  in  paragraph  (1)  of  this  section, 
the  Fund  shall  be  bound  by  any  judgment  entered  therein,  whether 
or  not  the  Fund  was  a  party  to  the  action. 

[(5)  If  neither  the  plaintiff  not  the  defendant  gives  notice  of  an 
action  described  in  paragraph  (1)  of  the  subsection  to  the  Fund,  the 
limitation  of  liability  otherwise  permitted  by  section  304(b)  of  this 
title  shall  not  be  available  to  the  defendant,  and  the  plaintiff  shall 
not  recover  from  the  Fund  any  sums  not  paid  by  the  defendant. 

[(k)  In  any  action  brought  against  the  Fund  under  this  title,  the 
plaintiff  may  join  any  owner,  operator,  or  guarantor,  and  the  Fund 
may  join  any  person  who  is  or  may  be  liable  to  the  Fund  under  any 
provision  of  this  title. 

[(1)  No  claim  may  be  presented,  nor  may  an  action  to  com- 
menced for  economic  losses  recoverable  under  this  title,  unless 
such  claim  is  presented  to,  or  such  action  is  commenced  against, 
the  owner,  operator,  or  guarantor,  or  the  Fund,  as  to  their  respec- 
tive liabilities,  within  three  years  after  the  date  of  discovery  of  the 
economic  loss  for  which  a  claim  may  be  asserted  under  section 
303(a)  of  this  title,  or  within  six  years  of  the  date  of  the  incident 
which  resulted  in  such  loss,  whichever  is  earlier. 

[subrogation 

[Sec.  308.  (a)  Any  person  or  governmental  entity,  including  the 
Fund,  who  pays  compensation  to  any  claimant  for  an  economic 
loss,  compensable  under  section  303  of  this  title,  shall  be  subrogat- 
ed to  all  rights,  claims,  and  causes  of  action  which  such  claimant 
has  under  this  title. 

[(b)  Upon  request  of  the  Secretary,  the  Attorney  General  may 
commence  an  action,  on  behalf  of  the  Fund,  for  the  compensation 
paid  by  the  Fund  to  any  claimant  pursuant  to  this  title.  Such  an 
action  may  be  commenced  against  any  owner,  operator,  or  guaran- 
tor, or  against  any  other  person  or  governmental  entity,  who  is 
liable,  pursuant  to  any  law,  to  the  compensated  claimant  or  to  the 
1  Fund,  for  economic  losses  for  which  the  compensation  was  paid. 
[(c)  In  any  claim  or  action  by  the  Fund  against  any  owner,  oper- 
ator, or  guarantor,  pursuant  to  the  provisions  of  subsection  (a)  or 
,  (b),  the  Fund  shall  recover — 

[(1)  for  a  claim  presented  to  the  Fund  (where  there  has  been 
a  denial  of  source  designation)  pursuant  to  section  307(b)(1)  of 
this  title,  or  (where  there  has  been  a  denial  of  liability)  pursu- 
ant to  section  307(c)(1)  of  this  title — 

[(A)  subject  only  to  the  limitation  of  liability  to  which 
the  defendant  is  entitled  under  section  304(b)  of  this  title, 
the  amount  the  Fund  has  paid  to  the  claimant,  without  re- 
duction; 

[(B)  interest  on  such  amount,  at  the  rate  calculated  in 
accordance  with  section  304(g)(2)  of  this  title,  from  the  date 
upon  which  the  claim  is  presented  by  the  claimant  to  the 
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defendant  to  the  date  upon  which  the  Fund  is  paid  by  the 
defendant,  inclusive,  less  the  period,  if  any,  from  the  date 
upon  which  the  Fund  offers  to  the  claimant  the  amount  fi- 
nally paid  by  the  Fund  to  the  claimant  in  satisfication  of 
the  claim  against  the  Fund  to  the  date  upon  which  the 
claimant  accepts  that  offer,  inclusive;  and 

[(C)  all  costs  incurred  by  the  Fund  by  reason  of  the 
claim,  both  of  the  claimant  against  the  Fund  and  the  Fund 
against  the  defendant,  including,  but  not  limited  to,  proc- 
essing costs,  investigating  costs,  court  costs,  and  attorneys' 
fees;  and 

[(2)  for  a  claim  presented  to  the  Fund  pursuant  to  section 
307(c)(2)  of  this  title— 

[(A)  in  which  the  amount  the  Fund  has  paid  to  the 
claimant  exceeds  the  largest  amount,  if  any,  the  defendant 
offered  to  the  claimant  in  satisfaction  of  the  claim  of  the 
claimant  against  the  defendant — 

[(i)  subject  to  dispute  by  the  defendant  as  to  any 
excess  over  the  amount  offered  to  the  claimant  by  the 
defendant,  the  amount  the  Fund  has  paid  to  the  claim- 
ant; 

[(ii)  interest,  at  the  rate  calculated  in  accordance 
with  section  304(g)(2)  of  this  title,  for  the  period  speci- 
fied in  paragraph  (1)(B)  of  this  subsection;  and 

[(iii)  all  costs  incurred  by  the  Fund  by  reason  of  the 
claim  of  the  Fund  against  the  defendant,  including, 
but  not  limited  to,  processing  costs,  investigating  cost, 
court  costs,  and  attorneys'  fees;  or 
[(B)  in  which  the  amount  the  Fund  has  paid  to  the 
claimant  is  less  than  or  equal  to  the  largest  amount  the 
defendant  offered  to  the  claimant  in  satisfaction  of  the 
claim  of  the  claimant  against  the  defendant — 

[(i)  the  amount  which  the  Fund  has  paid  to  the 
claimant,  without  reduction; 

[(ii)  interest,  at  the  rate  calculated  in  accordance 
with  section  304(g)(2)  of  this  title,  from  the  date  upon 
which  the  claim  is  presented  by  the  claimant  to  the 
defendant  to  the  date  upon  which  the  defendant  of- 
fered to  the  claimant  the  largest  amount  referred  to  in 
this  subparagraph,  except  that  if  the  defendant 
tenders  the  offer  of  the  largest  amount  referred  to  in 
this  subparagraph  within  sixty  days  after  the  date 
upon  which  the  claim  of  the  claimant  is  either  pre-, 
sented  to  the  defendant  or  advertising  is  commenced 
pursuant  to  section  306  of  this  title,  the  defendant 
shall  not  be  liable  for  interest  for  that  period;  and 

[(iii)  interest  from  the  date  upon  which  the  claim  of  j 
the  Fund  against  the  defendant  is  presented  to  the  de- 1 
fendant  to  the  date  upon  which  the  Fund  is  paid,  in- 
clusive, less  the  period,  if  any,  from  the  date  upon 
which  the  defendant  offers  to  the  Fund  the  amount  fi- 
nally paid  to  the  Fund  in  satisfaction  of  the  claim  of 
the  Fund  to  the  date  upon  which  the  Fund  accepts 
that  offer,  inclusive. 
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[(d)  The  Fund  shall  pay  over  to  the  claimant  that  portion  of  any 
interest  the  Fund  recovers,  pursuant  to  subsection  (c)(1)  and  (2)(A), 
for  the  period  from  the  date  upon  which  the  claim  of  the  claimant 
is  presented  to  the  defendant  to  the  date  upon  which  the  claimant 
is  paid  by  the  Fund,  inclusive,  less  the  period  from  the  date  upon 
which  the  Fund  offers  to  the  claimant  the  amount  finally  paid  to 
the  claimant  in  satisfaction  of  the  claim  to  the  date  upon  which  the 
claimant  accepts  such  offer,  inclusive. 

[(e)  The  Fund  is  entitled  to  recover  for  all  interest  and  costs 
specified  in  subsection  (c)  of  this  section  without  regard  to  any  limi- 
tation of  liability  to  which  the  defendant  may  otherwise  be  entitled 
under  this  title. 

[jurisdiction  and  venue 

[Sec.  309.  (a)  The  United  States  district  courts  shall  have  origi- 
nal and  exclusive  jurisdiction  of  all  controversies  arising  under  this 
title,  without  regard  to  the  citizenship  of  the  parties  or  the  amount 
in  controversy. 

[(b)  Venue  shall  lie  in  any  district  wherein  the  injury  com- 
plained of  occurred,  or  wherein  the  defendant  resides,  may  be 
found,  or  has  his  principal  office.  For  the  purposes  of  this  section, 
the  Fund  shall  reside  in  the  District  of  Columbia. 

[relationship  to  other  law 

[Sec.  310.  (a)  Any  person  who  receives  compensation  for  dam- 
ages or  removal  costs  pursuant  to  this  title  shall  be  precluded  from 
recovering  compensation  for  the  same  damages  or  removal  costs 
pursuant  to  any  other  State  or  Federal  law.  Any  person  who  re- 
ceives compensation  for  damages  or  removal  costs  pursuant  to  any 
other  State  or  Federal  law  shall  be  precluded  from  receiving  com- 
pensation for  the  same  damages  or  removal  costs  under  this  title. 

[(b)  No  owner  or  operator  of  an  offshore  facility  or  vessel  who 
establishes  and  maintains  evidence  of  financial  responsibility  in  ac- 
cordance with  this  section  shall  be  required  under  any  State  law, 
rule,  or  regulation  to  establish  any  other  evidence  of  financial  re- 
sponsibility in  connection  with  liability  for  the  discharge  of  oil 
from  such  offshore  facility  or  vessel.  Evidence  of  compliance  with 
the  financial  responsibility  requirement  of  this  section  shall  be  ac- 
cepted by  a  State  in  lieu  of  any  other  requirement  of  financial  re- 
sponsibility imposed  by  such  State  in  connection  with  liability  for 
the  discharge  of  oil  from  such  offshore  facility  or  vessel. 

[(c)  Except  as  otherwise  provided  in  this  title,  this  title  shall  not 
be  interpreted  to  preempt  the  field  of  liability  or  to  preclude  any 
State  from  imposing  additional  requirements  or  liability  for  any 
discharge  of  oil  resulting  in  damages  or  removal  costs  within  the 
jurisdiction  of  such  State. 

[prohibition 

[Sec.  311.  The  discharge  of  oil  from  any  offshore  facility  or 
vessel,  in  quantities  which  the  President  under  section  311(b)  of  the 
Federal  Water  Pollution  Control  Act  (33  U.S.C.  1321(b))  determines 
to  be  harmful,  is  prohibited. 
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[penalties 

[Sec.  312.  (a)(1)  Any  person  who  fails  to  comply  with  the  require- 
ments of  section  305  of  this  title,  the  promulgated  thereunder,  or 
any  denial  or  detention  order,  shall  be  subject  to  a  civil  penalty  of 
not  to  exceed  $10,000. 

[(2)  The  civil  penalty  described  in  paragraph  (1)  of  this  subsec- 
tion may  be  assessed  and  compromised  by  the  President  or  his  des- 
ignee, in  connection  with  section  305(a)(1)  of  this  title,  and  by  the 
Secretary,  in  connection  with  section  305(a)(3)  and  section  305(b)  of 
this  title.  No  penalty  shall  be  assessed  until  notice  and  an  opportu- 
nity for  hearing  on  the  alleged  violation  have  been  given.  In  deter- 
mining the  amount  of  the  penalty  or  the  amount  agreed  upon  in 
compromise,  the  demonstrated  good  faith  of  the  party  shall  be 
taken  into  consideration. 

[(3)  At  the  request  of  the  official  assessing  a  penalty  under  this 
subsection,  the  Attorney  General  may  bring  an  action  in  the  name 
of  the  Fund  to  collect  the  penalty  assessed. 

[(b)  Any  person  in  charge  who  is  subject  to  the  jurisdiction  of 
the  United  States  and  who  fails  to  give  the  notification  required  by 
section  306(a)  of  this  title  shall,  upon  conviction,  be  fined  not  more 
than  $10,000  or  imprisoned  for  not  more  than  one  year,  or  both. 

[authorization  of  appropriations 

[Sec.  313.  (a)  There  is  authorized  to  be  appropriated  for  the  ad- 
ministration of  this  title  $10,000,000  for  the  fiscal  year  ending  Sep- 
tember 30,  1979,  $5,000,000  for  the  fiscal  year  ending  September  30, 
1980,  and  $5,000,000  for  the  fiscal  year  ending  September  30,  1981. 

[(b)  There  are  also  authorized  to  be  appropriated  to  the  Fund, 
from  time  to  time,  such  amounts  as  may  be  necessary  to  carry  out 
the  purposes  of  the  applicable  provisions  of  this  title,  including  the 
entering  into  contracts,  any  disbursements  of  funds,  and  the  issu- 
ance of  notes  or  other  obligations  pursuant  to  section  302(f)  of  this 
title. 

[(c)  Notwithstanding  any  other  provision  of  this  title,  the  au- 
thority to  make  contracts,  to  make  disbursements,  to  issue  notes  or 
other  obligations  pursuant  to  section  302(f)  of  this  title,  to  charge 
and  collect  fees  pursuant  to  section  302(d)  of  this  title,  or  to  exer- 
cise any  other  spending  authority  shall  be  effective  only  to  the 
extent  provided,  without  fiscal  year  limitation,  in  appropriation 
Acts  enacted  after  the  date  of  enactment  of  this  title. 

[annual  report 

[Sec.  314.  Within  six  months  after  the  end  of  each  fiscal  year, 
the  Secretary  shall  submit  to  Congress  (1)  a  report  on  the  adminis- 
tration of  the  Fund  during  such  fiscal  year,  and  (2)  his  recommen- 
dations for  such  legislative  changes  as  he  finds  necessary  or  appro- 
priate to  improve  the  management  of  the  Fund  and  the  administra- 
tion of  the  liability  of  provisions  of  this  title. 

[effective  dates 

[Sec.  315.  (a)  This  section,  subsection  (e)  of  section  304,  subsec- 
tion (d)  of  section  305,  and  all  provisions  of  this  title  authorizing 
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the  delegation  of  authority  or  the  promulgation  of  regulations  shall 
be  effective  on  the  date  of  enactment  of  this  title. 

[(b)  All  other  provisions  of  this  title,  and  rules  and  regulations 
promulgated  pursuant  to  such  provisions,  shall  be  effective  on  the 
one  hundred  and  eightieth  day  after  the  date  of  enactment  of  this 
title.] 
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Title  VII — Committee  on  Post  Office  and  Civil  Service 

House  of  Representatives, 
Committee  on  Post  Office  and  Civil  Service, 

Washington,  DC,  August  6,  1987. 

Hon.  William  H.  Gray  III, 
Chairman,  Committee  on  the  Budget, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  Transmitted  herewith  are  the  recommen- 
dations of  the  Committee  on  Post  Office  and  Civil  Service  submit- 
ted in  accordance  with  the  reconciliation  instructions  contained  in 
H.  Con.  Res.  93  (Concurrent  Resolution  on  the  Budget  for  Fiscal 
Year  1988). 

Also  transmitted  herewith  for  inclusion  in  the  Budget  Commit- 
tee's report  are  an  accompanying  statement,  section  analysis,  cost 
savings  estimates  of  the  Congressional  Budget  Office,  and  a  Ram- 
seyer. 

With  kind  regards, 
Sincerely, 

William  D.  Ford, 

Chairman. 

Enclosures. 

Committee  Action 

The  Committee  on  Post  Office  and  Civil  Service  met  on  July  22, 
1987,  to  consider  recommended  changes  in  laws  within  its  jurisdic- 
tion as  required  by  H.  Con.  Res.  93,  the  Concurrent  Resolution  on 
the  Budget  for  Fiscal  Year  1988.  By  a  record  vote  of  21  yeas  to  0 
nays,  a  quorum  being  present,  the  Committee  approved  the  recom- 
mendations explained  below  for  submission  to  the  Committee  on 
the  Budget. 

Statement 

Once  again,  it  appears  that  the  annual  Federal  pay  adjustment 
will  be  determined  as  a  result  of  concerns  over  the  budget  deficit 
rather  than  sound  personnel  management  practices.  In  meeting  its 
reconciliation  instructions  and  in  response  to  the  Federal  deficit 
problem,  the  Committee  on  Post  Office  and  Civil  Service  reluctant- 
ly recommends  changes  in  laws  within  its  jurisdiction  including 
legislation  which,  while  affording  modest  pay  increases  for  Federal 
employees,  deviates  from  the  principle  espoused  in  law  that  Feder- 
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al  pay  rates  be  comparable  with  private  enterprise  pay  rates  for 
the  same  levels  of  work. 

Section  4  of  H.  Con.  Res.  93,  the  Concurrent  Resolution  on  the 
Budget  for  Fiscal  Year  1988,  includes  instructions  to  various  com- 
mittees of  the  House  and  Senate  to  achieve  budgetary  savings.  The 
Committee  on  Post  Office  and  Civil  Service  is  instructed  to  achieve 
savings  of  $100  million  in  fiscal  year  1988  and  $5,239  million  over 
the  period  of  fiscal  years  1988  through  1990. 

The  changes  in  law  recommended  by  the  committee  meet  the 
savings  targets  by  reducing  spending  by  $6,390  million  over  the 
next  three  fiscal  years.  The  Committee  notes  that,  in  meeting  its 
reconciliation  target,  the  Committee  took  particular  cognizance  of 
the  Budget  Committee's  guidelines  which  stressed  the  extreme  im- 
portance of  meeting  the  instructed  first-year  outlay  target.  While 
instructed  to  achieve  savings  of  $100  million  in  fiscal  year  1988,  the 
Committee  recommends  changes  which  will  garner  $962  million  in 
savings  in  fiscal  year  1988. 

The  recommended  savings  result  from  modifications  in  the 
timing  of  Federal  pay  adjustments  over  the  next  three  years  and 
the  portion  of  the  estimated  cost  of  those  adjustments  which  agen- 
cies will  be  required  to  absorb.  The  recommendations  mandate  pay 
raises  of  3  percent  in  fiscal  year  1988;  4.8  percent  in  fiscal  year 
1989;  and  5.2  percent  in  fiscal  year  1990.  Increases  will  be  effective 
on  January  1  of  each  fiscal  year.  Agencies  will  be  required  to 
absorb  65  percent  of  the  cost  of  the  FY  1988  increase  and  50  per- 
cent of  the  costs  of  the  FY  1989  and  FY  1990  increases. 

Savings  are  generated  by  virtue  of  the  measure  of  the  recommen- 
dations against  the  CBO  baseline  assumptions  relating  to  Federal 
employees  pay  for  the  next  three  fiscal  years  as  follows:  3  percent 
increase  in  FY  1988  (effective  January  1988);  4.8  percent  increase 
in  FY  1989  (effective  October  1988);  and  5.2  percent  increase  in  FY 
1990  (effective  October  1989).  CBO  assumes  no  agency  absorption 
for  any  fiscal  year. 

The  Committee's  recommendations  will  generate  real  deficit  re- 
duction. The  costs  incurred  by  the  Federal  Government  in  financ- 
ing the  pay  raises  will  be  reduced  by  $6,390  million  over  fiscal 
years  1988  through  1990.  Under  scorekeeping  conventions,  the  CBO 
baseline  and  projections  would  likewise  reflect  savings  of  $6,390 
million  over  three  years  upon  enactment  of  the  committee's  recom- 
mendations. 

While  the  committee's  recommendation  does  not  mandate  that 
each  of  the  various  Federal  departments  and  agencies  will  absorb 
the  same  proportion  of  the  cost  of  any  fiscal  year's  pay  raise,  it  is 
the  committee's  intent  that,  to  the  extent  practicable,  absorption 
rates  shall  apply  separately  to  the  Department  of  Defense  and  all 
other  departments  and  agencies  in  the  aggregate.  Activities  of  the 
Department  of  Defense  are  intended  to  encompass  those  covered  by 
Function  050. 

The  committee's  recommendations  contain  two  provisions  relat- 
ing to  the  United  States  Postal  Service. 

The  first  provision  extends  the  existing  bar  on  elimination  of  six- 
day  mail  delivery  for  an  additional  three  fiscal  years.  This  bar 
originated  in  the  Omnibus  Budget  Reconciliation  Act  of  1981  (P.L. 
97-35).  It  was  extended  through  fiscal  year  1987  by  the  Deficit  Re- 
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duction  Act  of  1984  (P.L.  98-369).  It  will  expire  on  October  1  of  this 
year.  The  committee's  provision  would  extend  the  bar  for  an  addi- 
tional three  years,  through  fiscal  year  1990. 

The  second  provision  repeals  the  provision  of  law  (39  U.S.C. 
202(b))  which  allows  a  member  of  the  Postal  Service  Board  of  Gov- 
ernors to  continue  to  serve  for  up  to  one  year  beyond  the  statutory 
expiration  of  his  or  her  term  if  a  successor  has  not  been  nominated 
and  confirmed.  This  provision  was  enacted  in  1983  (P.L.  98-81)  and 
was  intended  to  prevent  short-term  vacancies  which  routinely  oc- 
curred while  the  confirmation  process  was  underway.  In  practice, 
however,  the  provision  has  deterred  to  prompt  filling  of  vacancies. 
In  two  instances  where  a  Governor's  term  expired,  it  took  eleven 
months  for  a  successor  nominee's  name  to  be  submitted  to  the 
Senate. 

When  Governor  Sullivan's  term  expired  December  8,  1984,  Gov- 
ernor Setrakian's  name  was  submitted  to  the  Senate  on  October  7, 
1985,  but  he  was  not  confirmed  until  December  18,  1985.  Governor 
Camp's  term  expired  on  December  8,  1985,  and  Governor  Pace's 
name  was  submitted  to  the  Senate  on  October  3,  1986,  and  resub- 
mitted on  January  1,  1987.  She  was  not  confirmed  until  May  20, 
1987.  In  each  instance  the  holdover  Governor  served  the  full  year 
permitted  by  law. 

Given  the  problems  the  Board  has  experienced  over  the  past  few 
years,  it  is  important  to  stress  the  importance  of  the  Board  of  Gov- 
ernors. Repealing  the  holdover  provision  will  send  a  message  that 
these  positions  should  be  filled  promptly,  not  ignored  for  months  at 
a  time. 

Section  Analysis 

Section  7001 — Pay  adjustment  during  fiscal  years  1988,  1989,  and 
1990 

Paragraph  (1)  of  section  7001(a)  provides  for  specific  adjustments 
under  section  5305  of  title  5,  United  States  Code,  in  the  rates  of 
pay  under  the  General  Schedule  and  the  rates  of  pay  under  the 
other  statutory  pay  systems  with  respect  to  fiscal  years  1988,  1989, 
and  1990.  This  section  provides  that,  notwithstanding  any  other 

I  provision  of  law,  the  overall  percentage  of  the  adjustment  under 
section  5305  of  title  5  shall  be  an  increase  of  3  percent  in  fiscal 

i  year  1988,  an  increase  of  4.8  percent  in  fiscal  year  1989,  and  an  in- 
crease of  5.2  percent  in  fiscal  year  1990.  The  intent  and  effect  of 
this  provision  is  to  mandate  the  specific  pay  adjustments  which 
shall  occur  in  the  next  three  fiscal  years  and  to  preclude  the  Presi- 
dent from  transmitting,  pursuant  to  section  5305(c)  of  title  5,  alter- 
native pay  plans  which  would  provide  for  different  pay  adjust- 
ments with  respect  to  those  fiscal  years. 

Paragraph  (2)  of  section  7001(a)  provides  that  each  increase  in  a 
pay  rate  or  schedule  which  takes  effect  pursuant  to  paragraph  (1) 
shall,  to  the  maximum  extent  practicable,  be  of  the  same  percent- 
age and  shall  take  effect  at  the  beginning  of  the  first  applicable 
pay  period  commencing  on  or  after  January  1  of  the  fiscal  year  in- 
volved. The  committee  recognizes  that  all  adjustments  may  not  be 
exactly  the  same  percentage  due  to  the  need  to  maintain  proper  in- 
tervals between  salary  steps  and  rounding  to  whole  dollars.  It 
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should  be  noted  that  the  January  1  effective  date  of  the  1989  and 
1990  pay  adjustments  represents  a  three-month  delay  of  the 
normal  effective  date  of  Federal  employee  pay  adjustments  under 
existing  law  (see  5  U.S.C.  5305(a)(2)).  The  effective  date  of  the  fiscal 
year  1988  pay  adjustment  has  been  delayed  until  January  1,  1988, 
by  section  15201(a)(2)(B)  of  the  Consolidated  Omnibus  Budget  Rec- 
onciliation Act  of  1985,  and  the  effective  date  provisions  of  this 
paragraph  are  consistent  with  the  Act. 

Paragraph  (1)  of  section  7001(b)  provides  for  specific  adjustments 
of  wage  schedules  or  rates  applicable  to  prevailing  rate  employees 
described  in  section  5342(a)(2)  of  title  5,  United  States  Code,  or  offi- 
cers and  members  of  crews  of  vessels  covered  by  section  5348  of 
title  5. 

In  the  case  of  fiscal  year  1988,  the  total  adjustment  which  is  to 
become  effective  during  that  fiscal  year,  determined  without  regard 
to  any  provision  of  law,  including  paragraph  (2)  of  section  7001(b), 
which  delays  the  effective  date  of  the  fiscal  year  1988  adjustment, 
shall  not  exceed  an  increase  of  3  percent.  The  3  percent  limitation 
is  not  applicable  to  any  adjustment  occurring  in  fiscal  year  1988  as 
a  result  of  the  90-day  delay  of  the  fiscal  year  1987  adjustment 
under  section  15201  of  the  Consolidated  Omnibus  Budget  Reconcili- 
ation Act  of  1985,  section  613  of  Pubic  Law  99-591,  or  any  other 
similar  provision  of  law. 

With  respect  to  fiscal  year  1989,  the  total  adjustment  which  is  to 
become  effective  during  that  fiscal  year,  determined  without  regard 
to  any  provision  of  law  delaying  the  effective  date  of  that  adjust- 
ment, shall  not  exceed  an  increase  of  4.8  percent.  The  4.8  percent 
limitation  is  not  applicable  to  any  adjustment  taking  effect  in  fiscal 
year  1989  as  a  result  of  the  90-day  delay  of  the  fiscal  year  1988  ad- 
justment under  paragraph  (2)  of  section  7001(b)  or  any  other  simi- 
lar provision  of  law. 

With  respect  to  fiscal  year  1990,  the  total  adjustment  shall  not 
exceed  an  increase  of  5.2  percent,  and  the  limitation  does  not  apply 
to  any  adjustment  taking  effect  in  fiscal  year  1990  as  a  result  of 
the  90-day  delay  of  the  fiscal  year  1989  adjustment. 

With  respect  to  each  fiscal  year,  it  should  be  noted  that  an  ad- 
justment of  less  than  the  specified  percentage  could  take  effect  if 
the  regular  wage  survey  or  other  pay-setting  procedure  results  in  a 
lower  percentage  adjustment. 

Paragraph  (2)  of  section  7001(b)  provides  that  any  increase  per- 
mitted under  paragraph  (1)  which  is  scheduled  to  take  effect  during 
fiscal  year  1988,  1989,  or  1990,  determined  without  regard  to  any 
provision  of  law  (including  paragraph  (2))  delaying  the  effective 
date  of  any  pay  adjustment,  shall  take  effect  90  days  after  the 
scheduled  effective  date.  The  90-day  delay  of  the  effective  date  cor- 
responds to  the  delayed  effective  date  of  the  General  Schedule  pay 
increase  in  fiscal  years  1988,  1989,  and  1990. 

Paragraph  (3)  of  section  7001(b)  provides  that  the  provisions  of 
paragraph  (1)  shall  apply  in  such  manner  as  the  Office  of  Person- 
nel Management  shall  prescribe  to  certain  prevailing  rate  employ- 
ees whose  pay  rates  and  practices  are  determined  by  negotiation. 
However,  such  provisions  shall  not  apply  to  any  increase  in  a  wage 
schedule  or  rate  which  is  required  by  the  terms  of  a  contract  en- 
tered into  before  the  date  of  the  enactment  of  this  legislation. 
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Paragraph  (4)  of  section  7001(b)  provides  that  nothing  in  subsec- 
tion (b)  or  in  any  appropriation  act  governing  the  use  of  funds  for 
the  payment  of  employees  covered  by  subsection  (b)  shall  be  con- 
strued to  permit  or  require  the  payment  to  any  such  employee  at  a 
rate  which  exceeds  the  rate  that  would  be  payable  were  subsection 
(b)  not  in  effect.  The  purpose  of  this  paragraph  is  to  permit  a  de- 
crease in  a  wage  rate  or  schedule  during  fiscal  year  1988,  1989,  or 
1990  if  such  decrease  is  warranted  as  the  result  of  a  regular  wage 
survey  or  other  customary  pay-setting  procedure. 

Paragraph  (5)  of  section  7001(b)  authorizes  the  Office  of  Person- 
nel Management  to  make  exceptions  from  the  pay  adjustment  limi- 
tations imposed  by  paragraph  (1)  if  such  exceptions  are  necessary 
to  ensure  the  recruitment  and  retention  of  well-qualified  employ- 
ees. It  is  the  intent  of  the  committee  that  such  authority  by  used 
sparingly. 

Paragraph  (1)  of  section  7001(c)  provides  that  amounts  appropri- 
ated to  provide  for  the  pay  adjustments  authorized  under  subsec- 
tions (a)(1)  and  (b)(1)  of  section  7001  shall  cover  no  more  than  35 
percent  of  the  increase  in  total  pay  for  fiscal  year  1988  and  no 
more  than  50  percent  of  the  increase  in  total  pay  for  each  of  fiscal 
years  1989  and  1990. 

Paragraph  (2)  of  section  7001(c)  requires  the  President  to  include 
certain  information  in  his  budget  or  any  proposed  appropriations 
submitted  to  the  Congress  which  relate  to  fiscal  year  1988,  1989,  or 
1990.  The  President  must  include  estimates  as  to  the  total  amount 
he  is  requesting  to  provide  for  increases  in  total  pay  and  estimates 
as  to  the  total  amount  which  would  be  required  to  fully  fund  the 
increases  in  total  pay  for  the  period  of  time  covered  by  the  budget 
or  proposed  appropriation. 

Subsection  (d)  of  section  7001  defines  various  terms  for  the  pur- 
pose of  section  7001. 

Section  7002 — Continuation  of  6-Day  Mail  Delivery 

Section  7002  amends  section  1722  of  the  Omnibus  Budget  Recon- 
ciliation Act  of  1981  (39  U.S.C.  403  note)  by  striking  out  "1987"  and 
inserting  in  lieu  thereof  "1990".  Section  1722  prohibits  the  United 
States  Postal  Service  from  taking  action  to  reduce  or  plan  to 
reduce  the  number  of  days  each  week  for  regular  mail  delivery. 
The  prohibition  extends  through  fiscal  year  1987.  The  amendment 
made  by  section  7002  extends  this  prohibition  through  fiscal  year 
1990. 

Section  700S — Elimination  of  Authority  for  Members  of  the  Postal 
Service's  Board  of  Governors  to  Serve  Beyond  the  Expiration  of 
their  Terms 

Section  7003  amends  section  202(b)  of  title  39,  United  States 
Code,  by  striking  out  the  last  sentence  of  that  section.  The  last  sen- 
tence of  section  202(b)  provides  that  a  Governor  of  the  Postal  Serv- 
ice may  continue  to  serve  after  the  expiration  of  his  term  until  his 
successor  has  qualified,  but  not  to  exceed  one  year. 


776 


U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  DC,  August  5,  1987. 

Hon.  William  D.  Ford, 

Chairman,  Committee  on  Post  Office  and  Civil  Service, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  pre- 
pared the  enclosed  cost  estimate  for  the  reconciliation  proposals  or- 
dered reported  by  the  House  Committee  on  Post  Office  and  Civil 
Service  on  July  22,  1987.  The  estimate  represents  the  budgetary  ef- 
fects of  the  Committee's  legislative  proposals  relative  to  the  base- 
line used  by  the  House  in  considering  the  Concurrent  Resolution 
on  the  Budget  for  Fiscal  Year  1988  (H.  Con.  Res.  93). 

If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them. 

With  best  wishes, 
Sincerely, 

Edward  M.  Gramlich, 

Acting  Director. 

ruid  "  nr. 

Congressional  Budget  Office — Cost  Estimate 

1.  Bill  number:  Not  yet  assigned. 

2.  Bill  title:  Title  VII.  Committee  on  Post  Office  and  Civil  Serv- 
ice. 

3.  Bill  status:  As  ordered  reported  by  the  House  Committee  on 
Post  Office  and  Civil  Service  on  July  22,  1987. 

4.  Bill  purpose:  The  Committee's  proposals  are  in  response  to  the 
reconciliation  instructions  contained  in  the  Concurrent  Resolution 
on  the  Budget  For  Fiscal  Year  1988  (H.  Con.  Res.  93). 

Section  7001  enacts  pay  comparability  adjustments  for  federal 
employees  of  3  percent  in  fiscal  year  1988,  4.8  percent  in  1989,  and 
5.2  percent  in  1990,  and  extends  through  1990  a  3-month  delay  in 
the  effective  dates  of  those  adjustments.  This  section  also  limits  the 
amounts  authorized  to  be  appropriated  for  the  pay  raises  to  35  per- 
cent of  the  cost  of  the  raise  in  1988  and  50  percent  of  the  cost  of 
the  raise  in  1989  and  1990. 

Section  7002  provides  for  the  continuation  of  6-day  mail  delivery. 

Section  7003  eliminates  the  authority  for  members  of  the  Postal 
Service's  board  of  governors  to  serve  beyond  the  expiration  of  their 
terms. 

5.  Estimated  cost  to  the  Federal  Goverment:  Table  1  shows  that 
the  Committee's  reconciliation  proposals  would  reduce  net  federal 
outlays,  relative  to  the  CBO  baseline,  by  $6.4  billion  in  1988-1990 
and  in  1988-1992.  All  of  the  savings  result  from  Section  7001. 


TABLE  1.-T0TAL  NET  BUDGETARY  EFFECTS  OF  COMMITTEE'S  RECONCILIATION  PROPOSALS  RELATIVE 

TO  THE  CBO  BASELINE 

[By  fiscal  year  in  millions  of  dollars] 


1988 

1989 

1990          1991  1992 

Total  net  budgetary  effect: 

Estimated  authorization  level  

  -948 

-2,737 

-2,118        -14  - 

Estimated  outlays  

  962 

-2,504 

-2,924        -25  - 
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Basis  of  Estimate: 

Section  7001. — Table  2  shows  the  savings  of  the  committee's  rec- 
ommendations by  provision: 

(1)  Providing  for  pay  raises  of  3  percent  in  fiscal  year  1988, 
4.8  percent  in  1989,  and  5.2  percent  in  1990.  The  proposed  pay 
adjustments  are  the  same  as  those  in  the  CBO  baseline  and 
therefore  have  no  net  budgetary  effect  relative  to  the  baseline. 

(2)  Extending  the  3-month  delay  in  the  effective  date  of 
future  pay  adjustments  to  fiscal  years  1989  and  1990.  The  base- 
line assumes  that  the  effective  date  of  the  raises,  which  was 
delayed  three  months  through  fiscal  year  1988  by  the  Consoli- 
dated Omnibus  Reconciliation  Act  of  1985,  will  revert  to  the 
first  pay  period  of  the  fiscal  year  of  1989.  As  a  result,  this  pro- 
vision has  no  budgetary  effect  until  1989.  The  effective  date  of 
pay  raises  for  uniformed  military  employees  is  also  tied  by 
statute  to  the  effective  date  of  civilian  pay  raises.  Therefore, 
this  provision  would  affect  both  military  and  civilian  employ- 
ees. The  provision  reduces  net  outlays  by  $2.8  billion  in  1988- 
1990  and  in  1988-1992.  Of  these  savings,  $1.2  billion  results 
from  delaying  the  military  pay  raise. 

(3)  Limiting  amounts  authorized  to  be  appropriated  for  civil- 
ian pay  raises  to  35  percent  of  the  cost  of  the  pay  raise  in  fiscal 
year  1988  and  50  percent  of  the  cost  of  the  pay  raise  in  fiscal 
years  1989  and  1990.  The  bill  requires  the  President,  when  sub- 
mitting any  budget  or  proposed  appropriation  request  that  in- 
cludes any  amount  for  basic  pay  for  federal  civilian  employees, 
to  include  estimates  of  the  amount  necessary  to  cover  the  full 
cost  of  the  pay  adjustments,  and  the  amount  that  is  requested 
to  provide  for  the  pay  adjustment.  The  baseline  assumes  that 
appropriations  enacted  each  year  would  cover  the  full  cost  of 
all  pay  adjustments.  This  provision  reduces  net  outlays  by  $3.6 
billion  in  1988-1990  and  in  1988-1992. 

Because  the  proposal  does  not  specify  pay  raises  after  1990,  the 
estimate  assumes  that  the  1991  and  1992  pay  adjustments  and  ef- 
fective dates  are  those  in  the  CBO  baseline,  and  that  appropria- 
tions enacted  will  cover  the  full  cost  of  the  pay  adjustments. 

TABLE  2.— NET  BUDGETARY  EFFECTS  OF  INDIVIDUAL  COMPONENTS  OF  COMMITTEE'S  PAY 
COMPARABILITY  PROPOSALS  RELATIVE  TO  THE  CBO  BASELINE 

[By  fiscal  year,  in  millions  of  dollars] 


1988  1989  1990  1991  1992 


Proposed  pay  adjustments: 

Estimated  authorization  level 
Estimated  outlays  

Extend  3-month  delay: 

Estimated  authorization  level 
Estimated  outlays  


-1,523  -1,731  14 
-1,262     -1,502  -25 
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TABLE  2.— NET  BUDGETARY  EFFECTS  OF  INDIVIDUAL  COMPONENTS  OF  COMMITTEE'S  PAY 
COMPARABILITY  PROPOSALS  RELATIVE  TO  THE  CBO  BASELINE — Continued 

[By  fiscal  year,  in  millions  of  dollars] 

1988  1989  1990  1991  1992 

Agency  absorption  of  cost  of  raises: 

Estimated  authorization  level   -948    -1,214  -1,387   

Estimated  outlays   -962     -1,242  -1,422   

Total,  section  7001: 

Estimated  authorization  level   -948    -2,737     -3,118  14   

Estimated  outlays   -962    -2,504    -2,924  -25   


Table  3  shows  the  budgetary  effects  of  the  Committee's  proposals 
by  function.  Report  language  accompanying  the  proposal  states 
that  it  is  the  Committee's  intent  that  the  limit  on  the  amounts  au- 
thorized to  be  appropriated  to  cover  the  cost  of  civilian  pay  adjust- 
ments applies  separately  to  the  Department  of  Defense  and  all 
other  departments  and  agencies  in  the  aggregate.  Therefore,  the  es- 
timate assumes  that  the  Department  of  Defense  faces  the  same 
limit  on  appropriations  for  pay  adjustments  for  civilian  employees 
as  civilian  agencies.  The  savings  for  the  Department  of  Defense 
appear  in  function  050  and  total  $4.1  billion  in  1988-1990  and  in 
1988-1992.  The  reduction  in  the  Department  of  Defense  contribu- 
tion for  military  retirement  also  reduces  budget  authority  in  func- 
tion 600  by  $0.5  billion  dollars  in  1988-1990  and  in  1988-1992.  The 
savings  for  civilian  agency  employees,  which  are  in  function  920, 
total  $3.2  billion  in  1988-1990  and  in  1988-1992.  Function  950  is 
comprised  of  offsetting  receipts  for  employer  share,  employee  re- 
tirement. As  a  result  of  the  Committee's  proposed  extension  of  the 
3-month  delay  in  the  effective  date  of  the  pay  adjustments,  offset- 
ting receipts  would  be  lower  by  $0.9  billion  in  1988-1990  and  $1.0 
billion  in  1988-1992. 

TABLE  3.— BUDGETARY  EFFECTS  OF  COMMITTEE'S  RECONCILIATION  PROPOSALS  RELATING  TO  PAY 
COMPARABILITY  ADJUSTMENTS  IN  FISCAL  YEARS  1988-1992 

[By  fiscal  year,  in  millions  of  dollars] 
Program  (function)  1988         1989         1990         1991  1992 

National  defense  (050): 

Estimated  authorization  level   -400 

Estimated  outlays   —389 

Income  security  (600): 

Estimated  authorization  level  

Estimated  outlays  

Allowances  (920): 

Estimated  authorization  level   -548 

Estimated  outlays   —573 

Undistributed  offsetting  receipts  (950): 

Estimated  authorization  level  

Estimated  outlays  

New  budgetary  effect: 

Estimated  authorization  level   —948 

Estimated  outlays   -962 


■1,753 
1,686 

-2,007 
-1,997 

-72   

-219 

-245 

-55  

1,181 
1,234 

-1,346 
-1,407 

-21   

416 
416 

480 
480 

69   

69   

2,737 
-2,504 

-3,118 
-2,924 

14  

-25  
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Section  7002  and  7003. — These  sections  have  no  net  budgetary 
effect  relative  to  the  baseline. 

6.  Estimated  cost  to  State  and  local  governments:  None. 

7.  Estimate  comparison:  None. 

8.  Previous  CBO  estimate:  None. 

9.  Estimate  prepared  by:  Richard  Krop  (226-2880);  David  Bashore 
(226-2880);  Alex  Manganaris  (226-2840);  Mary  Maginniss  (226- 
2860). 

10.  Estimate  approved  by:  C.G.  Nuckols  (for  James  L.  Blum,  As- 
sistant Director  for  Budget  Analysis). 

Changes  in  Existing  Law  Made  by  the  Bill,  as  Reported 

In  compliance  with  clause  3  of  rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  changes  in  existing  law  made  by  the  bill, 
as  reported,  are  shown  as  follows  (existing  law  proposed  to  be  omit- 
ted is  enclosed  in  black  brackets,  new  matter  is  printed  in  italic, 
existing  law  in  which  no  change  is  proposed  is  shown  in  roman): 

Section  1722  of  the  Omnibus  Budget  Reconciliation  Act  of  1981 

continuation  of  six-day  mail  delivery 

Sec.  1722.  During  fiscal  years  1982  through  [1987,3  1990,  the 
Postal  Servcie  shall  take  no  action  to  reduce  or  to  plan  to  reduce 
the  number  of  days  each  week  for  regular  mail  delivery. 


Section  202  of  Title  39,  United  States  Code 
§  202.  Board  of  Governors 

(a)  *  *  * 

(b)  The  terms  of  the  9  Governors  shall  be  9  years,  except  that  the 
terms  of  the  9  Governors  first  taking  office  shall  expire  as  designat- 
ed by  the  President  at  the  time  of  appointment,  1  at  the  end  of  1 
year,  1  at  the  end  of  2  years,  1  at  the  end  of  3  years,  1  at  the  end  of 
4  years,  1  at  the  end  of  5  years,  1  at  the  end  of  6  years,  1  at  the  end 
of  7  years,  1  at  the  end  of  8  years,  and  1  at  the  end  of  9  years, 
following  the  appointment  of  the  first  of  them.  Any  Governor  ap- 
pointed to  fill  a  vacancy  before  the  expiration  of  the  term  for 
which  his  predecessor  was  appointed  shall  serve  for  the  remainder 
of  such  term.  [A  Governor  may  continue  to  serve  after  the  expira- 
tion of  his  term  until  his  successor  has  qualified,  but  not  to  exceed 
one  year.] 
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Budget  Reconciliation  Recommendations  of  the  Committee  on 
Post  Office  and  Civil  Service 

TITLE  VII— COMMITTEE  ON  POST  OFFICE  AND  CIVIL 

SERVICE 

SEC.  7001.  PAY  ADJUSTMENTS  DURING  FISCAL  YEARS  1988,  1989,  and  1990. 

(a)  Adjustment  for  Employees  Under  Statutory  Pay  Sys- 
tems.— 

(1)  Overall  Percentage  Adjustments.— Notwithstanding 
any  other  provision  of  law,  adjustments  under  section  5305  of 
title  5,  United  States  Code,  in  the  rates  of  pay  under  the  Gen- 
eral Schedule  and  in  the  rates  or  pay  under  the  other  statuto- 
ry pay  systems  shall  be  as  follows: 

(A)  In  the  case  of  fiscal  year  1988,  the  overall  percentage 
of  the  adjustment  under  such  section  shall  be  an  increase 
of  3  percent. 

(B)  In  the  case  of  fiscal  year  1989,  the  overall  percentage 
of  the  adjustment  under  such  section  shall  be  an  increase 
of  4.8  percent. 

(C)  In  the  case  of  fiscal  year  1990,  the  overall  percentage 
of  the  adjustment  under  such  section  shall  be  an  increase 
of  5.2  percent. 

(2)  Uniform  Adjustments;  Delayed  Effective  Dates. — 
Each  increase  in  a  pay  rate  or  schedule  which  takes  effect  pur- 
suant to  subparagraph  (A),  (B),  or  (C)  of  paragraph  (1)  shall,  to 
the  maximum  extent  practicable,  be  of  the  same  percentage 
and  shall  take  effect  as  of  the  beginning  of  the  first  applicable 
pay  period  beginning  on  or  after  January  1  of  the  fiscal  year 
involved. 

(b)  Adjustments  for  Prevailing  Rate  Employees.— 

(1)  Limitation. — Notwithstanding  any  other  provision  of  law, 
and  except  as  otherwise  provided  in  this  subsection,  in  the  case 
of  a  prevailing  rate  employee  described  in  section  5342(a)(2)  of 
title  5,  United  States  Code,  or  an  employee  covered  by  section 
5348  of  such  title,  the  total  adjustment  to  any  wage  schedule  or 
rate  applicable  to  such  employee  which  is  to  become  effective 
(determined  without  regard  to  paragraph  (2)  or  any  other  simi- 
lar provision  of  law  delaying  the  effective  date  of  any  pay  ad- 
justment) during — 

(A)  fiscal  year  1988,  shall  not  exceed  the  overall  percent- 
age adjustment  prescribed  in  subsection  (a)(1)(A)  (deter- 
mined without  taking  into  account  any  adjustment  to  any 
such  wage  schedule  or  rate  which,  but  for  section  15201  of 
the  Consolidated  Omnibus  Budget  Reconciliation  Act  of 
1985,  section  613  of  Public  Law  99-591  (100  Stat.  3341-330 
et  seq.),  or  any  other  similar  provision  of  law,  would  have 
become  effective  in  fiscal  year  1987); 

(B)  fiscal  year  1989,  shall  not  exceed  the  overall  percent- 
age adjustment  prescribed  in  subsection  (a)(1)(B)  (deter- 
mined without  taking  into  account  any  adjustment  to  any 
such  wage  schedule  or  rate  which,  but  for  paragraph  (2)  or 
any  other  similar  provision  of  law,  would  have  become  ef- 
fective in  fiscal  year  1988);  and 
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(C)  fiscal  year  1990,  shall  not  exceed  the  overall  percent- 
age adjustment  prescribed  in  subsection  (a)(1)(C)  (deter- 
mined without  taking  into  account  any  adjustment  to  any 
such  wage  schedule  or  rate  which,  but  for  paragraph  (2)  or 
any  other  similar  provision  of  law,  would  have  become  ef- 
fective in  fiscal  year  1989). 

(2)  Delayed  effective  dates. — Notwithstanding  any  other 
provision  of  law,  any  increase  permitted  by  paragraph  (1) 
which  is  scheduled  to  take  effect  during  fiscal  year  1988,  1989, 
or  1990  (determined  without  regard  to  this  paragraph,  any  pro- 
vision of  law  referred  to  in  the  parenthetical  matter  in  para- 
graph (1)(A),  or  any  other  similar  provision  of  law  delaying  the 
effective  date  of  any  pay  adjustment)  shall  take  effect  as  of  the 
beginning  of  the  first  applicable  pay  period  beginning  at  least 
90  days  after  the  date  on  which  such  increase  would  have 
taken  effect  if  this  paragraph  (and  any  other  such  similar  pro- 
vision of  law)  had  not  been  enacted. 

(3)  Negotiated  wage  schedules. — Notwithstanding  section 
9(b)  of  Public  Law  92-392  or  section  704(b)  of  Public  Law  95- 
454,  paragraph  (1)  shall  apply  (in  such  manner  as  the  Office  of 
Personnel  Management  shall  prescribe)  to  prevailing  rate  em- 
ployees to  whom  such  section  9(b)  applies,  except  that  para- 
graph (1)  shall  not  apply  to  any  increase  in  a  wage  schedule  or 
rate  which  is  required  by  the  terms  of  a  contract  entered  into 
before  the  date  of  the  enactment  of  this  Act. 

(4)  Rule  of  construction. — Nothing  in  this  subsection  or 
any  provision  of  law  governing  the  use  of  appropriated  funds 
for  the  payment  of  employees  covered  by  this  subsection 
during  the  period  covered  by  paragraph  (1)  (or  any  part  of  such 
period)  shall  be  construed  to  permit  or  require  the  payment  to 
any  such  employee  at  a  rate  in  excess  of  the  rate  that  would  be 
payable  were  this  subsection,  or  such  provision  of  law  govern- 
ing the  use  of  appropriated  funds,  not  in  effect. 

(5)  Exceptions. — The  Office  may  make  exceptions  from  the 
limitations  imposed  by  paragraph  (1)  if  the  Office  determines 
that  such  exceptions  are  necessary  to  ensure  the  recruitment 
or  retention  of  well-qualified  employees. 

(c)  Funding  Limitations. — 

(1)  Percentages. — Notwithstanding  any  other  provision  of 
law,  amounts  appropriated  in  order  to  provide  for  the  respec- 
tive adjustments  described  in  subparagraphs  (A),  (B),  and  (C)  of 
subsection  (a)(1),  and  the  respective  adjustments  subject  to  sub- 
paragraphs (A),  (B),  and  (C)  of  subsection  (b)(1),  shall  cover — 

(A)  not  to  exceed  35  percent  of  the  increase  in  total  pay 
for  fiscal  year  1988;  and 

(B)  not  to  exceed  50  percent  of  the  increase  in  total  pay 
for  each  of  fiscal  years  1989  and  1990. 

(2)  Information  required  in  president's  budgets  and  pro- 
posed appropriations. — When  the  President  submits  a  budget 
of  the  United  States  Government,  or  any  proposed  appropria- 
tions, to  the  Congress  which  relate  to  fiscal  year  1988,  1989,  or 
1990,  the  President  shall,  if  such  budget  or  proposed  appropria- 
tion includes  any  amounts  for  basic  pay  for  any  employees  re- 
ferred to  in  subsection  (d)(1)(A)  or  (B),  include  estimates  as  to — 
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(A)  the  total  amount  under  such  budget  or  proposed  ap- 
propriation attributable  to  providing  for  that  part  of  total 
pay  described  in  subsection  (d)(2);  and 

(B)  the  total  amount  which  would  be  required  under 
such  budget  or  proposed  appropriation  to  provide  for  the 
full  amount  of  that  part  of  total  pay  described  in  subsec- 
tion (d)(2)  for  the  period  of  time  covered  by  such  budget  or 
proposed  appropriation. 

(d)  Definitions. — For  purposes  of  this  section — 

(1)  the  term  "total  pay"  means,  with  respect  to  a  fiscal 
year — 

(A)  the  total  amount  of  basic  pay  which,  in  the  case  of 
employees  covered  by  the  statutory  pay  systems,  will  be 
payable  to  such  employees  for  service  performed  during 
such  year;  and 

(B)  the  total  amount  of  basic  pay  which,  in  the  case  of 
prevailing  rate  employees  described  in  section  5342(a)(2)  of 
title  5,  United  States  Code,  and  employees  covered  by  sec- 
tion 5348  of  such  title,  will  be  payable  to  employees  under 
those  respective  provisions  for  service  performed  during 
such  year; 

(2)  the  term  "increase  in  total  pay"  means,  with  respect  to  a 
fiscal  year,  that  part  of  total  pay  for  such  year  which  is  attrib- 
utable to  the  adjustment  taking  effect  under  this  section 
during  such  year;  and 

(3)  the  term  "statutory  pay  system"  has  the  meaning  given 
such  term  by  section  5301(c)  of  title  5,  United  States  Code. 

SEC.  7002.  CONTINUATION  OF  6-DAY  MAIL  DELIVERY. 

Section  1722  of  the  Omnibus  Budget  Reconciliation  Act  of  1981 
(39  U.S.C.  403  note)  is  amended  by  striking  "1987"  and  inserting  in 
lieu  thereof  "1990". 

SEC.  7003.  ELIMINATION  OF  AUTHORITY  FOR  MEMBERS  OF  THE  POSTAL 
SERVICE'S  BOARD  OF  GOVERNORS  TO  SERVE  BEYOND  THE 
EXPIRATION  OF  THEIR  TERMS. 

Section  202(b)  of  title  39,  United  States  Code,  is  amended  by 
striking  the  last  sentence  thereof. 


Title  VIII — Committee  on  Veterans'  Affairs 

House  of  Representatives, 
Committee  on  Veterans'  Affairs, 

Washington,  DC,  July  28,  1987. 

Hon.  William  H.  Gray  III, 
Chairman,  Committee  on  the  Budget, 
House  of  Representatives,  Washington,  DC 

Dear  Mr.  Chairman:  The  conference  agreement  recently  adopt- 
ed by  the  Congress  on  the  Concurrent  Resolution  on  the  Budget  for 
Fiscal  Year  1988  instructed  the  Committee  on  Veterans'  Affairs  to 
report  changes  in  laws  within  its  jurisdiction  sufficient  to  reduce 
budget  authority  by  $50  million  in  fiscal  year  1988,  $30  million  in 
fiscal  year  1989  and  $0  in  fiscal  year  1990,  and  outlays  by  $50  mil- 
lion in  fiscal  year  1988,  $30  million  in  fiscal  year  1989  and  $10  mil- 
lion in  fiscal  year  1990.  The  Statement  of  Managers  suggested  that 
these  savings  be  achieved  "through  increased  cash  sales  of  real 
property,  not  affecting  veterans  benefits  or  services  in  any  way." 
Please  be  advised  that  our  Committee  has  met  the  targets  con- 
tained in  the  Conference  Agreement  by  accepting  your  committee's 
recommendation.  In  fact,  additional  savings  will  be  achieved  by 
changing  the  law  on  the  amount  of  guarantee  provided  by  VA  on 
home  loans. 

On  July  22,  1987,  by  unanimous  voice  vote,  the  committee  or- 
dered reported  to  the  House  H.R.  2672,  with  amendments,  the  Vet- 
erans' Housing  Rehabilitation  and  Program  Improvement  Act  of 
1987.  Section  4  of  the  bill  would  change  the  guaranty  provided  by 
the  VA  on  conventional-  and  manufactured-home  loans.  The  cur- 
rent guaranty  on  conventional-home  loans  of  60  percent  of  the  loan 
principal  up  to  a  maximum  of  $27,500  would  be  reduced  to  40  per- 
cent of  the  loan  principal  up  to  $40,000.  For  manufactured-home 
loans,  the  guaranty  would  change  from  50  percent  of  the  loan  up  to 
$20,000,  to  30  percent  up  to  $20,000.  According  to  the  Congressional 
Budget  Office  of  the  following  savings  would  be  achieved: 


[By  fiscal  years,  in  millions  of  dollars] 


1988       1989  1990 

1991 

1992 

Budget  authority  

  -4     -14  0 

0 

0 

Estimated  outlays  

  -4     -14  -18 

-21 

-26 

Under  current  law  the  VA  cannot  finance  more  than  75  percent 
nor  less  than  60  percent  of  the  sales  of  property  that  has  been  ac- 
quired following  foreclosures  of  VA-guaranteed  mortgages.  Section 
6(b)  of  the  bill  would  change  the  range,  for  the  next  three  fiscal 
years,  to  not  more  than  65  percent  nor  less  than  50  percent.  Ac- 
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cording  to  the  Congressional  Budget  Office,  the  following  savings 
would  be  achieved: 


[By  fiscal  years,  in  millions  of  dollars] 


1988       1989       1990       1991  1992 


Budget  authority   -42     -24       0  0  0 

Outlays   -42     -23     -10       33  -26 


The  Budget  Committees  recommended  that  this  policy  change  be 
made  permanent  in  the  apparent  belief  that  the  VA  should  sell  its 
properties  immediately  for  cash  rather  than  financing  the  sale  of 
such  properties  with  a  vendee  loan.  When  the  agency  finances  the 
sale  of  a  property  with  a  vendee  loan,  it  does  not  recover  the  cash 
value  of  the  property  until  the  loan  is  sold.  Therefore,  if  the  agency 
sells  for  cash,  it  recovers  its  cash  value  immediately  and  realizes 
"savings". 

Since  the  committee  has  been  mandated  to  achieve  savings 
during  the  next  three  fiscal  years,  it  has  ordered  reported  a  bill 
that  will  achieve  the  savings  as  proposed  by  the  Budget  Committee; 
however,  it  should  be  noted  that  although  this  policy  change  may 
result  in  short-term  savings,  it  will  prove  costly  to  the  Loan  Guar- 
anty Revolving  Fund  over  the  long  run.  Additional  appropriations 
will  be  required  in  the  outyears  to  the  revolving  fund  that  will 
offset  any  savings  that  may  have  been  achieved  by  these  cash  sales. 

I  have  attached  copies  of  the  bill  and  report  language  for  your 
use  in  preparing  that  portion  of  the  Reconciliation  Bill  relating  to 
Function  700.  We  plan  to  bring  our  bill  (H.R.  2672)  to  the  Floor  for 
consideration  during  the  week  of  August  3rd.  Should  it  be  enacted 
into  law  before  a  Reconciliation  Bill  is  enacted,  I  assume  our  com- 
mittee will  be  given  credit  for  meeting  its  tragets. 

Should  your  staff  need  additional  information  or  clarification, 
please  contact  Patrick  Ryan  at  5-3527. 
Sincerely, 

G.V.  (Sonny)  Montgomery, 

Chairman. 

Enclosures. 
Loan  Guaranty  Formula 

Under  present  law,  if  a  borrower  defaults  on  a  loan  guaranteed 
by  the  VA,  the  VA  will  pay  a  lender  60  percent  of  the  loan 
amount,  up  to  a  maximum  of  $27,500.  During  the  Subcommittee 
hearings  of  April  9,  April  22,  and  May  29,  a  number  of  representa- 
tives from  the  mortgage  banking,  home  building  and  real  estate  in- 
dustries, and  veterans  organizations  testified  in  favor  of  increasing 
the  loan  guaranty  maximum  to  $36,000.  Some  even  proposed  to 
index  the  maximum  guaranty  amount  to  other  economic  indica- 
tors. They  testified  that  the  current  cap  of  $27,000  has  not  been  in- 
creased since  1980,  and  has  not  kept  pace  with  the  general  rise  in 
prices  in  the  housing  market. 

The  Committee  is  concerned  that  the  present  structure  of  the 
loan  guaranty  formula  exposes  the  Loan  Guaranty  Revolving  Fund 


785 


to  an  unacceptably  high  risk  at  the  lower  end  of  the  merket,  where 
a  disproportionate  number  of  foreclosures  occur.  Current  law  pro- 
vides a  60  percent  guaranty  up  to  $27,500.  This  means  that  a  veter- 
an with  a  $50,000  loan  and  a  veteran  with  a  $110,000  loan  both  can 
end  up  owing  the  Federal  Government  $27,500.  The  exposure  of 
both  the  government  and  the  veteran,  in  other  words,  is  greater 
than  the  amount  of  the  loan  truly  justifies. 

A  study  by  the  Congressional  Research  Service,  dated  May  27, 
1987,  notes  that  the  present  guaranty  "enables  the  veteran  to 
obtain  a  loan  of  up  to  $110,000  with  no  down  payment.  During  cal- 
endar year  1986,  nearly  74  percent  of  the  VA-guaranteed  loans 
were  made  without  a  down  payment  from  the  veteran.  The  average 
purchase  price  and  loan  amount  was  $66,104.  Thus  the  VA  guaran- 
tee provided  lenders  with  protection  for  nearly  42  percent  of  the 
loan  amount.  It  could  be  argued  that  the  VA  loan  guaranty  is  too 
high.  In  general,  mortgage  lenders  require  borrowers  to  purchase 
mortgage  insurance  if  the  borrowers  make  downpayments  of  less 
than  20  percent." 

The  Mortgage  Insurance  Companies  of  America  (MICA)  advised 
the  Committee  in  a  statement  furnished  for  the  hearing  record  of 
June  23,  1987  that  in  the  vast  majority  of  defaults  covered  by  pri- 
vate mortgage  insurance,  the  insurer  exercises  the  option  of  paying 
the  percentage  portion  (usually  20  to  25  percent  of  the  total  loan 
amount)  and  leaving  title  with  the  lender.  The  private  mortgage  in- 
surance industry  has  found  that  the  simple  fact  that  this  option 
exists  for  the  insurer  places  pressure  on  the  lender  to  assume  the 
role  of  a  coinsurer  and  to  underwrite  the  loan  so  as  to  minimize 
the  likelihood  of  foreclosure.  Mr.  Earl  Corkett,  President  of  MICA 
also  said  "With  the  expansion  of  the  secondary  market,  however, 
the  mortgage  insurer  often  finds  that  the  lender  does  not  perceive 
the  consequence  of  poor  underwriting  for  loans  originated  for  sale 
to  be  the  same  as  it  would  for  loans  the  lender  keeps  in  portfolio.  It 
is  becoming  common  for  lenders  during  the  origination  process  to 
be  primarily  concerned  with  whether  the  loan  meets  the  insurer's 
requirements  and  whether  the  loan,  along  with  its  servicing,  can  be 
sold  in  the  secondary  market.  When  the  income  from  origination  of 
the  loan  is  more  important  to  the  lender  than  the  long  term  yield 
of  the  asset,  the  risk  sharing  between  insurers  and  lender  is  re- 
duced." 

H.R.  2672  changes  the  loan  guaranty  formula  from  60  percent  of 
the  conventional  housing  loan  up  to  $27,500  to  40  percent  of  the 
loan  up  to  $40,000.  The  current  formula  is  set  up  in  such  a  way 
that  veterans  with  a  $50,000  loan  can  end  up  with  as  great  a  debt 
as  veterans  with  a  $110,000  loan.  The  proposed  formula  will  help  to 
correct  this  inequity.  In  addition,  it  will  limit  unnecessary  risks  to 
both  the  borrower  and  the  Revolving  Fund.  The  Congressional 
Budget  Office  estimates  that  this  change  in  the  guaranty  formula 
will  save  $33  million  over  a  three  year  period.  These  savings  will 
be  used  by  the  Committee  to  meet,  in  part,  its  reconciliation  tar- 
gets. 

It  should  also  be  pointed  out  that  40  percent  guaranty  would  con- 
tinue to  provide  better  credit  protection  for  the  lender  than  is  cur- 
rently available  under  conventional  loans,  which  generally  require 
a  20-25  percent  downpayment. 
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The  reported  bill  changes  the  loan  guaranty  formula  for  manu- 
factured housing  from  50  percent  to  30  percent  of  the  loan.  The 
maximum  guaranty  entitlement  remains  at  $20,000. 

VA  Financing  on  Vendee  Loans 

Prior  to  1984,  the  VA  financed  the  sale  of  approximately  92  per- 
cent of  all  foreclosed  properties.  By  offering  financing  on  properties 
which  it  holds  for  sale,  the  VA  is  able  to  dispose  of  many  proper- 
ties in  a  timely  manner  at  the  appraised  value.  The  Deficit  Reduc- 
tion Act  of  1984  reduced  the  number  of  properties  on  which  VA  fi- 
nancing could  be  offered.  Current  law  requires  the  VA  to  sell  at 
least  60  percent  but  no  more  than  75  percent  of  its  acquired  prop- 
erties with  VA  vendee  financing.  The  VA  routinely  discounts  cash 
sales  at  10  percent  or  more.  This  provision  is  scheduled  to  expire 
on  September  30.  As  part  of  the  Committee's  efforts  to  meet  its  rec- 
onciliation target,  these  percentages  will  be  changed  to  a  range  of 
50  to  65  percent  for  three  years.  Initially  the  Subcommittee  submit- 
ted the  changes  for  one  year  only,  based  on  previous  CBO  cost  esti- 
mates. It  was  estimated  at  that  time  that  savings  on  a  one-year 
basis  would  be  $42  million  the  first  year,  but  that  there  would  be  a 
cost  of  $40  million  the  second  year.  The  three-year  approach  was 
costed  to  save  $42  million  the  first  year,  $24  million  the  second 
year,  and  $10  million  the  third.  This  approach  was  adopted  to 
enable  targets.  The  Committee,  however,  will  continue  to  seek  al- 
ternatives. The  Committee  notes  that  while  this  proposal  will  tem- 
porarily produce  a  net  reduction  in  outlays,  it  will  cost  the  Govern- 
ment more  in  the  outyears  if  a  permanent  change  were  authorized. 

Loan  Portfolio  Sales 

Because  of  the  high  foreclosure  rate  over  the  past  several  years, 
and  in  conformance  with  Administration  efforts  to  reduce  short 
term  outlays  the  VA  has  been  pressured  by  the  Office  of  Manage- 
ment and  Budget  to  sell  its  loan  portfolio  without  regard  to  market 
conditions.  In  its  FY  1988  budget,  the  Administration  proposed  yet 
another  revision  to  its  loan  sales  procedures  which  could  seriously 
impair  the  long  term  solvency  of  the  Loan  Guaranty  Revolving 
Fund.  This  proposal  would  require  the  VA  to  sell  all  of  its  loans 
without  repurchase  agreements. 

On  September  25,  1986,  the  General  Accounting  Office  submitted 
to  the  Committee  on  Government  Operations  a  report  entitled 
"Loan  Asset  Sales:  OMB  Policies  will  Result  in  Program  Objectives 
Not  Being  Fully  Achieved."  The  report  contains  the  following  ob- 
servations, which  are  directly  relevant  to  the  potential  impact  of 
this  proposal  on  the  VA  Loan  Guaranty  Revolving  Fund: 

"OMB's  guidelines  to  agencies  for  loan  asset  sales  require  that 
all  sales  be  made  without  future  recourse  to  the  federal  govern- 
ment. They  also  require  that  responsibility  for  collecting  and  serv- 
icing loan  assets  be  transferred  to  the  purchaser  when  a  loan  asset 
is  sold.  We  believe  that  these  requirements  will  adversely  affect  the 
loan  assets'  marketability  and  the  potential  net  proceeds  from 
their  sale.  Furthermore,  OMB  proposes  to  treat  the  loan  asset  sales 
proceeds  as  borrowings  if  sales  are  made  with  recourse  to  the  gov- 
ernment, contrary  to  normal  budgetary  treatment  of  guarantees. 
As  a  result  of  these  policies,  the  government's  best  interests  will 
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not  be  protected  and  the  objectives  to  the  loan  asset  sales  pilot  pro- 
gram will  not  be  fully  achieved." 

Earlier  this  year,  VA  officials  indicated  that  this  change  in 
policy  would  result  in  an  average  loss  of  30  percent  of  the  face 
value  of  loans  sold  from  its  portfolio.  In  the  first  "trial"  sale  with- 
out recourse  (repurchase  agreements),  the  VA  received  offers  as 
low  as  55  cents  on  the  dollar,  and  in  another  instance  the  offer  was 
15  cents  on  the  dollar.  Although  the  VA  did  not  accept  these  offers, 
the  "fire  sale"  mentality  reflected  in  the  OMB  guidelines  poses  a 
further  threat  to  the  long-range  income  of  the  VA  loan  program. 

On  June  16,  the  Committee  on  Government  Operations  approved 
and  adopted  a  report  entitled,  "OMB's  Guidelines  for  Sales  of  Ex- 
isting Loans  as  Currently  Written  Will  Not  Produce  the  Best  Re- 
sults for  the  Government."  In  its  summary,  it  stated  that  the  gov- 
ernment could  lose  millions  of  dollars  because  OMB's  guidelines  do 
not  permit  agencies  to  sell  loans  under  any  sales  method  other 
than  nonrecourse.  Therefore,  it  seemed  appropriate  that  the  bill  as 
reported  by  the  Subcommittee  simply  require  that  the  VA  continue 
its  previous  policy  in  regard  to  loan  sales,  which  was  to  sell  loans 
with  recourse.  A  year  ago,  this  provision  would  have  cost  nothing. 

However,  without  any  consultation  with  this  Committee,  OMB 
has  changed  its  accounting  procedures,  and  the  Congressional 
Budget  Office  has  concurred,  under  these  new  accounting  rules. 
Selling  loans  with  recourse  is  treated  as  a  borrowing  from  the 
public.  Proceeds  would  then  be  credited  to  financing  the  debt 
rather  than  offsetting  collections  credited  to  the  fund.  On  paper, 
therefore,  the  sales  become  losses. 

Before  this  change  in  accounting  procedures,  the  provision  origi- 
nally contemplated  for  H.R.  2672  had  no  cost  impact  whatsoever. 
Under  the  new  procedures,  it  will  cost  $680  million.  This  means 
that  the  Committee  was  forced  to  withdraw  the  provision  regarding 
loan  asset  sales  in  order  to  meet  reconciliation  targets.  However, 
the  Committee  still  regards  the  sale  of  loans  with  recourse  as  an 
important  factor  in  operating  the  program  according  to  good  busi- 
ness practices. 

The  Subcommittee  will  pursue  this  matter  with  CBO,  OMB,  and 
the  Budget  Committee  next  year.  In  the  meantime,  the  Committee 
has  substituted  a  Sense  of  the  Congress  resolution  regarding  finan- 
cial management  of  the  Loan  Guaranty  Revolving  Fund. 

In  essence,  the  resolution  outlines  how  these  new  accounting  pro- 
cedures have  had  a  significant  effect  and  seriously  limited  the 
policy-making  function  of  the  Congress.  In  addition  it  states  that 
continued  efforts  to  achieve  short-term  savings  in  the  Veterans  Ad- 
ministration Loan  Guaranty  Revolving  Fund  are  compromising  the 
Administrator's  ability  to  soundly  manage  the  financing  of  the  pro- 
gram, thereby  jeopardizing  its  future.  Lastly,  it  expresses  the  Sense 
of  the  Congress  that  CBO  ought  to  reverse  its  decision  on  account- 
ing for  loans  sold  with  recourse  by  the  Veterans  Administration, 
and  that  consistent  with  section  7  of  the  concurrent  resolution  on 
the  Budget  for  fiscal  year  1988,  any  changes  in  the  assets  sales 
policy  of  the  Veterans  Administration  should  not  be  considered  in 
future  budget  resolution  as  a  means  of  achieving  deficit  reduction. 
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Summary  of  Reconciliation  Recommendations  of  Committee  on 

Veterans'  Affairs 

1.  Revises  the  guaranty  formula  for  conventional  loans  from  60 
percent  of  the  loan  up  to  $27,500  to  40  percent  of  the  loan  up  to 
$40,000;  and  from  50  percent  of  the  loan  up  to  $20,000  to  30  percent 
up  to  $20,000  for  manufactured  housing. 

2.  Changes  the  percent  of  acquired  properties  financed  by  the  VA 
from  60  percent  to  75  percent  for  three  years  to  50  to  65  percent. 

3.  Expresses  the  Sense  of  the  Congress  regarding  the  impact  of 
certain  accounting  changes  on  the  long  term  solvency  of  the  pro- 
gram. 

Congressional  Budget  Office,  Cost  Estimate 

1.  Bill  number:  H.R.  2672. 

2.  Bill  title:  Veterans'  Housing  Rehabilitation  and  Program  Im- 
provement Act  of  1987. 

3.  Bill  status:  As  ordered  reported  by  the  House  Committee  on 
Veterans'  Affairs,  July  22,  1987. 

4.  Bill  purpose:  To  improve  veterans'  housing  programs. 

5.  Estimated  cost  to  the  Federal  Government: 


[By  fiscal  years,  in  millions  of  dollars] 


1988       1989       1990       1991  1992 

Budget  authority  

  -52     -43        0        0  0 

Estimated  outlays  

  -49     -40     -25        14  1 

The  cost  of  this  bill  would  fall  in  budget  function  700. 

Basis  of  Estimate:  The  following  section-by-section  cost  analysis 
addresses  only  those  sections  of  the  bill  that  could  be  expected  to 
have  a  significant  impact  on  the  federal  budget. 

Section  3. — This  section  would  extend  for  two  years  the  require- 
ment that  veterans  and  others  obtaining  VA  guaranteed  or  direct 
loans  pay  a  one-time  fee  of  1  percent  of  the  loan  principal  to  par- 
tially offset  the  agency's  costs. 

The  CBO  baseline  and  the  1988  budget  resolution  assume  the 
continuation  of  the  fee  authority  through  1992.  Therefore,  this  pro- 
vision would  have  no  effect  on  either  of  these  measures  of  federal 
spending.  The  CBO  baseline  assumes  an  estimated  $241  million  in 
fee  collections  in  1988  and  $221  million  in  1989. 

Section  4- — This  section  would  change  the  guaranty  provided  by 
the  VA  on  conventional-  and  manufactured-home  loans.  The  cur- 
rent guaranty  on  conventional-home  loans  of  60  percent  of  the  loan 
principal  up  to  a  maximum  of  $27,500  would  be  reduced  to  40  per- 
cent of  the  loan  principal  up  to  $40,000.  For  manufactured-home 
loans,  the  guaranty  would  change  from  50  percent  of  the  loan  up 
$20,000,  to  30  percent  up  to  $20,000. 
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[By  fiscal  years,  in  millions  of  dollars] 


1988       1989       1990       1991  1992 

  -4     -14         0         0  0 

  -4     -14     -18     -21  26 

Many  assumptions  had  to  be  made  in  connection  with  this  esti- 
mate, the  most  important  of  which  concerns  the  response  of  the 
Government  National  Mortgage  Association  (GNMA)  and  of  lend- 
ers to  these  changes.  Since  the  vast  majority  of  lenders  make  VA 
loans  in  anticipation  of  including  them  in  pools  of  loans  used  to  col- 
lateralize mortgage-backed  securities  (MBSs)  guaranteed  by 
GNMA,  the  eligibility  requirements  that  GNMA  establishes  for 
MBS  pool  loans  become  the  restrictions  that  most  lenders  apply  to 
VA  loans.  Currently,  GNMA  requires  that  the  sum  of  the  guaranty 
and  the  downpayment  equals  at  least  25  percent  of  the  loan  princi- 
pal and  that  the  principal  not  exceed  $135,000.  The  estimate  above 
assumes  that  these  requirements  would  not  be  changed  in  response 
to  enactment  of  this  provision.  The  estimate  further  assumes  that 
lenders  would  not  change  their  underwriting  practices  as  a  result 
of  the  provision. 

There  could,  however,  be  justification  for  additional  restrictions 
to  be  placed  on  VA  loans  by  both  GNMA  and  lenders.  It  is  estimat- 
ed that  the  number  of  foreclosures  on  which  the  VA  refuses  to  bid 
at  auction  would  jump  from  the  current  level  of  15  percent  to  at 
least  25  percent.  The  increase  in  no-bids  would  significantly  in- 
crease lenders'  default  costs  on  VA  loans  and  could  raise  the  cost 
to  GNMA  of  its  guaranty  of  VA-mortgage-backed  securities.  If 
these  costs  grow  dramatically,  GNMA  and  mortgage  lenders  could 
tighten  the  underwriting  and  downpayment  requirements  for  new 
VA  loans.  A  significant  change  in  requirements  could  completely 
invalidate  the  above  estimate;  however,  the  degree  and  likelihood 
of  such  a  change  cannot  be  predicted. 

Reducing  the  guaranty  from  60  percent  to  40  percent  would  not 
force  any  veterans  with  full  entitlement  available  to  make  down- 
payments  in  order  to  qualify  under  current  GNMA  restrictions.  In 
fact,  veterans  seeking  mortgages  of  between  $110,000  and  $135,000, 
who  are  required  to  make  downpayments  under  current  law,  would 
not  be  required  to  do  so  under  this  provision  of  the  substantial  in- 
crease in  the  maximum  guaranty  level.  The  estimate  assumes  that, 
as  a  result,  the  number  of  loans  in  the  $110,000  to  $135,000  range 
would  increase  by  about  50  percent.  This  increase,  combined  with  a 
small  rise  in  the  average  value  of  loan  originations,  would  generate 
additional  origination  fee  collections  of  $3  million  in  1988,  rising  to 
$19  million  in  1992. 

Based  on  data  from  foreclosures  under  current  law,  it  was  esti- 
mated that,  in  foreclosures  of  loans  originated  after  October  1, 
1987,  the  rate  at  which  the  VA  would  refuse  to  bid  at  auction 
would  increase  from  the  current  level  of  15  percent  to  approxi- 
mately 25  percent.  The  average  guaranty  payably  by  the  VA  under 
these  circumstances  is  estimated  to  decrease  to  about  85  percent  of 
its  current  projected  level.  These  effects  are  responsible  for  the  re- 
maining estimate  of  savings  related  to  Section  4. 


790 


Section  6(a). — This  section  would  allow  the  VA  to  establish  a 
cutoff  date  for  calculating  accrued  interest  on  VA-guaranteed  mort- 
gages in  foreclosure  when  the  VA  or  the  lender  is  responsible  for 
an  unreasonable  delay  in  the  foreclosure  proceedings.  This  interest 
calculation  would  be  used  both  in  the  determination  of  the  price  to 
be  bid  at  the  foreclosure  auction  and  in  the  settlement  of  the  claim 
with  the  lender. 

This  provision  would  reduce  foreclosure  costs  to  the  VA  and, 
thereby,  would  reduce  outlays  of  the  Loan  Guaranty  Revolving 
Fund.  The  language  of  section  6,  however,  leaves  to  the  VA  the  re- 
sponsibility of  defining  exactly  how  the  cutoff  date  would  be  deter- 
mined. Furthermore,  there  is  no  data  available  on  the  number  of 
VA-  or  lender-caused  delays  in  foreclosures  or  on  the  effect  these 
delays  have  on  foreclosure  costs.  Thus,  it  is  not  possible  to  estimate 
with  any  degree  of  certainty  the  amount  of  savings  that  might 
result  from  enactment  of  this  provision. 

Section  6(b).  Under  current  law  the  VA  cannot  finance  more 
than  75  percent  or  less  than  60  percent  of  the  sales  of  property 
that  has  been  acquired  from  foreclosures  of  VA-guaranteed  mort- 
gages. This  provision  would  change  the  range  to  not  more  than  65 
percent  nor  less  than  50  percent  during  fiscal  years  1988-1990. 


[By  fiscal  years,  in  millions  of  dollars] 


1988       1989       1990       1991  1992 

Budget  authority  

  -42     -24        0        0  0 

Estimated  outlays  

  -42     -24     -10        33  26 

The  primary  effect  of  this  provision  is  that  it  would  result  in  the 
receipt  by  the  VA  of  the  cash  value  of  certain  acquired  properties 
approximately  one  year  earlier  than  otherwise  projected.  As  soon 
as  the  VA  obtains  clear  title  on  an  acquired  property,  they  can 
offer  it  for  sale.  If  the  property  is  sold  for  cash  the  VA  recovers  its 
cash  value  immediately.  If,  however,  the  VA  finances  the  sale  of 
that  property  with  a  vendee  loan,  the  agency  does  not  recover  the 
cash  value  of  the  property  until  the  loan  is  sold.  The  lag  time  in 
this  process  generally  runs  about  a  year. 

The  provision  would  generate  some  net  savings.  These  are  the 
result  of  the  fact  that  the  VA  should  realize  a  higher  return  from  a 
cash  sale  of  the  property  than  would  be  realized  from  an  equiva- 
lent vendee  loan  sale  without  recourse  to  the  government. 

Section  9. — This  section  would  authorize  the  VA  to  sell  to  organi- 
zations for  the  homeless  VA  properties  that  have  been  acquired 
through  foreclosures  of  VA-guaranteed  loans.  The  prices  in  such 
sales  should  reflect  the  best  interests  of  homeless  veterans  and  the 
federal  government  but  could  not  be  so  low  as  to  adversely  affect 
the  long-  or  short-term  solvency  of  the  Loan  Guaranty  Revolving 
Fund.  The  section  would  also  authorize  the  VA  to  sell  properties 
for  75  percent  of  the  fair  market  value  to  organizations  that  would 
use  the  Veterans'  Job  Training  Act  program  to  renovate  the  prop- 
erties. 

Given  the  restrictions  on  sales  described  in  the  first  part  of  sec- 
tion 9  and  the  VA's  strong  objection  (in  testimony  of  Grandy 


791 


Horton,  Deputy  Chief  Benefits  Director  for  Program  Management, 
VA,  before  the  Subcommittee  on  Housing  and  Memorial  Affairs, 
House  Committee  on  Veterans'  Affairs,  June  23,  1987)  to  the  dis- 
counted sales  program  authorized  in  the  second  part,  it  was  as- 
sumed that  this  authority  would  not  be  utilized  to  a  sufficient 
extent  to  result  in  a  significant  cost. 

Section  10. — This  section  would  authorize  the  VA  to  include  in 
vendee  loans  additional  funds  to  be  used  for  the  rehabilitation  of 
the  property. 

In  testimony  before  the  Housing  and  Memorial  Affairs  Subcom- 
mittee on  June  23,  1987,  Grady  Horton  voiced  the  VA's  strenuous 
objections  to  this  provision.  Based  on  this  position  of  the  VA,  CBO 
assumes  that  this  authority  would  be  used  to  a  nominal  extent  by 
the  agency,  if  at  all.  Should  the  authority  be  used  to  any  signifi- 
cant degree,  it  would  increase  default  costs  on  vendee  loans.  The 
provision  could  also  increase  default  rates  and  make  vendee  loans 
more  difficult  to  sell,  because  loans  made  under  this  provision 
would  have  loan-to-value  ratios  in  excess  of  100  percent. 

Changes  in  Existing  Law  Made  by  the  Bill,  as  Reported 

In  compliance  with  clause  3  of  rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  changes  in  existing  law  made  by  the  bill, 
as  reported,  are  shown  as  follows  (existing  law  proposed  to  be  omit- 
ted is  enclosed  in  black  brackets,  new  matter  is  printed  in  italic, 
existing  law  in  which  no  change  is  proposed  is  shown  in  roman): 

TITLE  38,  UNITED  STATES  CODE 

******* 

PART  III— READJUSTMENT  AND  RELATED 
BENEFITS 

******* 

CHAPTER  37— HOUSING  AND  SMALL  BUSINESS  LOANS 

Subchapter  I — General 

******* 

§  1803.  Basic  provisions  relating  to  loan  guaranty 

(a)(1)  Any  loan  to  a  veteran  eligible  for  benefits  under  this  chap- 
ter, if  made  for  any  of  the  purposes,  and  in  compliance  with  the 
provisions,  specified  in  this  chapter  is  automatically  guaranteed  by 
the  United  States  [in  an  amount  not  more  than  60  percent  of  the 
loan  if  the  loan  is  made  for  any  of  the  purposes  specified  in  section 
1810  of  this  title.]  in  an  amount  for  to  exceed — 

(A)  40  percent  of  the  loan,  or  $40,000,  whichever  is  less,  re- 
duced by 
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(B)  the  amount  of  entitlement  previously  used  by  the  veteran 
under  this  chapter  and  not  restored  as  a  result  of  the  exclusion 
in  section  1802(b)  of  this  title. 

******* 

Subchapter  II — Loans 
§1810.  Purchase  or  construction  of  homes 

(a)  *  *  * 

[(c)  The  amount  of  guaranty  entitlement  available  to  a  veteran 
under  this  section  shall  not  be  more  than  $27,500  less  such  entitle- 
ment as  may  have  been  used  previously  under  this  section  and 
other  sections  of  this  chapter.  3 

******* 

§  1811.  Direct  loans  to  veterans 

(a)  *  *  * 

******* 

(d)(1)  Loans  made  under  this  section  shall  bear  interest  at  a  rate 
determined  by  the  Administrator,  not  to  exceed  the  rate  authorized 
for  guaranteed  home  loans,  or  manufactured  home  loans,  as  appro- 
priate, and  shall  be  subject  to  such  requirements  or  limitations  pre- 
scribed for  loans  guaranteed  under  this  title  as  may  be  applicable. 

(2)(A)  Except  for  any  loan  made  under  this  chapter  for  the  pur- 
poses described  in  section  1819  of  this  title,  the  original  principal 
amount  of  any  loan  made  under  this  section  shall  not  exceed  an 
amount  which  bears  the  same  ratio  to  $33,000  as  the  amount  of 
guaranty  to  which  the  veteran  is  entitled  under  section  1810  of  this 
title  at  the  time  the  loan  is  made  bears  to  [$27,500]  $40,000;  and 
the  guaranty  entitlement  of  any  veteran  who  heretofore  or  hereaf- 
ter has  been  granted  a  loan  under  this  section  shall  be  charged 
with  an  amount  which  bears  the  same  ratio  to  [$27,500]  $40,000 
as  the  amount  of  the  loan  bears  to  $33,000. 

*  *  *  *  *  *  * 

§1816.  Procedure  on  default 

(a)  *  *  * 

******* 

(d)(1)  Of  the  number  of  purchases  made  during  any  fiscal  year  of 
real  property  acquired  by  the  Administrator  as  the  result  of  a  de- 
fault on  a  loan  guaranteed  under  this  chapter  for  a  purpose  de- 
scribed in  section  1810(a)  of  this  title,  [not  more  than  75  percent, 
nor  less  than  60  percent,]  not  more  than  75  percent  (65  percent  in 
the  case  of  fiscal  years  1988,  1989,  and  1990),  nor  less  than  60  per- 
cent (50  percent  in  the  case  of  fiscal  years  1988,  1989,  and  1990),  of 
such  purchases  may  be  financed  by  a  loan  made  by  the  Administra- 
tor. The  maximum  percentage  stated  in  the  preceding  sentence 
may  be  increased  to  80  percent  for  any  fiscal  year  if  the  Adminis- 
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trator  determines  that  such  an  increase  is  necessary  in  order  to 
maintain  the  effective  functioning  of  the  loan  guaranty  program. 

******* 

§  1819.  Loans  to  purchase  manufactured  homes  and  lots 

(a)  *  *  * 

******* 
(c)(1)  *  *  * 

******* 

(3)  [The  Administrator's  guaranty  may  not  exceed  the  lesser  of 
50  per  centum  of  the  loan  amount  or  the  maximum  loan  guaranty 
entitlement  available,  not  to  exceed  $20,000.  J 

The  Administrator's  guaranty  may  not  exceed — 

(A)  30  percent  of  the  loan,  or  $20,000,  whichever  is  less,  re- 
duced by 

(B)  the  amount  of  entitlement  previously  used  by  the  veteran 
under  this  chapter  and  not  restored  as  a  result  of  the  exclusion 
in  section  1802(b)  of  this  title.  Payment  of  a  claim  under  such 
guaranty  shall  be  made  only  after  liquidation  of  the  security 
for  the  loan  and  the  filing  of  an  accounting  with  the  Adminis- 
trator. In  any  such  accounting  the  Administrator  shall  permit 
to  be  included  therein  accrued  unpaid  interest  from  the  date  of 
the  first  uncured  default  to  such  cutoff  date  as  the  Administra- 
tor may  establish,  and  the  Administrator  shall  allow  the 
holder  of  the  loan  to  charge  against  the  liquidation  or  resale 
proceeds,  accrued  interest  from  the  cutoff  date  established  to 
such  further  date  as  the  Administrator  may  determine  and 
such  costs  and  expenses  as  the  Administrtor  determines  to  be 
reasonable  and  proper.  The  liability  of  the  United  States  under 
the  guaranty  provided  for  by  this  section  shall  decrease  or  in- 
crease pro  rata  with  any  decrease  or  increase  of  the  amount  of 
the  unpaid  portion  of  the  obligation. 

[(4)  The  amount  of  guaranty  entitlement  available  to  a  veteran 
under  this  section  shall  not  be  more  than  $20,000,  less  the  amount 
of  any  such  entitlement  as  may  have  been  used  under  this  section. 
Use  of  entitlement  under  section  1810  or  1811  of  this  title  shall 
reduce  entitlement  available  for  use  under  this  section  to  the  same 
extent  that  entitlement  available  under  such  section  1810  is  re- 
.    duced  below  $20,000.] 


Title  IX — Committee  on  Ways  and  Means 

Committee  on  Ways  and  Means, 

House  of  Representatives, 
Washington,  DC,  October  19,  1987. 

Hon.  William  H.  Gray  III, 
Chairman,  Committee  on  the  Budget, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  Pursuant  to  the  reconciliation  instruction 
contained  in  H.  Con.  Res.  93,  as  modified  by  the  deficit  targets  em- 
bodied in  H.J.  Res.  324,  I  am  transmitting  the  reconciliation  recom- 
mendations of  the  Committee  on  Ways  and  Means,  approved  in  our 
markup  on  October  15,  1987.  As  you  requested,  enclosed  are  the 
statutory  and  report  language,  explanatory  material,  and  CBO  cost 
estimates  of  the  legislation. 

Total  deficit  reduction  achieved  by  the  committee  in  fiscal  year 
1988  is  $13.9  billion  and  $62.1  billion  over  the  3-year  period  from 
fiscal  years  1988  to  1990.  This  amount  of  deficit  reduction  fully  sat- 
isfies the  requirements  placed  on  the  committee  to  avoid  a  seques- 
tration. 

I  have  been  directed  by  the  committee  to  seek  a  modified  closed 
rule  for  Titles  IX  and  X  of  the  reconciliation  bill.  The  committee 
recommends  making  in  order  an  amendment  in  the  nature  of  a 
substitute  to  be  offered  by  the  minority,  solely  for  the  welfare 
reform  provisions  of  Title  IX. 

If  you  have  any  questions,  please  contact  committee  staff. 
Sincerely  yours, 

Dan  Rostenkowski, 

Chairman. 

Report  To  Accompany  the  Recommendations  of  the  Committee 
on  Ways  and  Means 


CONTENTS 

Page 


I.  Executive  Summary   799 

II.  Summary   802 

Title  IX — Outlay  and  Revenue  Provisions  Related  to  Spending  Programs 

Within  the  Jurisdiction  of  the  Committee  on  Ways  and  Means   802 

Title  X — Revenue  Provisions   831 

III.  Explanation  of  Provisions  in  Title  IX   844 

Subtitle  A— Social  Security  Amendments   844 

1.  Extend  FICA  tax  to  inactive  duty  earnings  of  military  reservists 

and  certain  other  earnings  (sees.  9001,  9002,  9004,  and  9005)   844 

2.  Treatment  of  group-term  life  insurance  wages  under  FICA  (sec. 
9003)   845 

3.  Railroad  retirement  tier  II  tax  increase  (sees.  9031,  9032,  and 
9033)   845 

4.  Attorneys'  fees  (sec.  9021)   846 

5.  Government  pension  offset  correction  (sec.  9006)   848 


(795) 


796 


6.  Treat  corporate  directors  as  employees  for  FICA  tax  purposes  Pase 
(sec.  9022)   849 

7.  Modify  the  earnings  test  for  the  year  in  which  a  worker  dies  (sec. 
9023)   850 

8.  Denial  of  benefits  to  individuals  deported  or  ordered  deported  on 
the  basis  of  association  with  the  Nazi  Government  of  Germany 
during  World  War  II  (sec.  9024)   850 

9.  Clarify  terms  of  appointment  and  succession  for  public  members 

of  the  board  of  trustees  (sec.  9025)   851 

10.  Modification  of  voluntary  coverage  between  the  State  of  Iowa  and 

the  Secretary  of  Health  and  Human  Services  (sec.  9008)   851 

11.  Modification  of  the  alternate  benefit  formula  for  persons  with 
pensions  from  noncovered  employment  (sec.  9007)   852 

12.  Continuation  of  disability  benefits  during  appeal  (sec.  9010)   853 

13.  Lengthen  the  extended  period  of  eligiblity  for  disability  benefits 

(sec.  9011)   853 

14.  Interim  benefits  in  cases  of  delayed  final  decisions  (sec.  9009)   854 

15.  Expand  employer  share  of  FICA  Tax  to  include  all  cash  tips  (sec. 
9012)   854 

Subtitle  B— Family  Welfare  Reform   855 

1.  Short  title  and  table  of  contents  (sec.  9100)   860 

2.  AFDC  replaced  by  family  support  program  (sec.  9100A)   860 

Part  1— National  Education,  Training,  and  Work  (NETWork)  Pro- 
gram   860 

1.  Establishment  of  NETWork  program  (sec.  9101)   860 

2.  Related  substantive  amendments  (sec.  9102)   873 

Part  2 — Day  Care,  Transportation,  and  Other  Work-Related  Expenses  875 

1.  Payment  of  day  care,  transportation  and  other  work-related 
expenses  (sec.  9111)   875 

2.  Development  of  child  care  resources  (sec.  9112)   876 

3.  Effective  date  of  work-related  expenses  provisions  (sec.  9113)..  877 
Part  3— Real  Work  Incentives   878 

1.  Earned  income  disregards  (sec.  9121)   878 

2.  Effective  date  (sec.  9122)   879 

Part  4— Transitional  Health  Care   879 

1.  Medicaid  eligibility  (sec.  9131)   879 

2.  Effective  date  (sec.  9132)   880 

Part  5 — Child  Support  Enforcement  Amendments   880 

1.  State  guidelines  for  child  support  award  amounts  (sec.  9141)...  880 

2.  Establishment  of  paternity  (sec.  9142)   881 

3.  Visitation  demonstration  (sec.  9143)   881 

4.  Child  support  disregard  clarification  (sec.  9144)   882 

5.  Timeframes  for  State  CSE  responses  (sees.  9145,  9152)   882 

6.  Mandatory  automated  tracking  and  monitoring  (sec.  9146)   882 

7.  Treatment  of  interstate  funds  (sec.  9147)   883 

8.  Child  support  administrative  match  and  presumptive  wage 
withholding  (sec.  9148)   883 

9.  Commission  on  Interstate  Enforcement  (sec.  9149)   883 

10.  Study  of  child  raising  costs  (sec.  9150)   884 

11.  Demonstration  projects  to  test  voluntary  work,  education, 
and  training  for  fathers  who  are  unable  to  pay  child  support 

(sec.  9151)   884 

12.  Collection  and  reporting  of  child  support  enforcement  date 

(sec.  9152)   884 

13.  Access  to  DOL-funded  quarterly  cross  match  system  (sec. 
9153)   885 

14.  Effective  date  (sec.  9154)   885 

Part  6— Pro-Family  Welfare  Policies   885 

1.  Mandatory  AFDC-UP  (sec.  9161)   885 

2.  Special  Provisions  for  families  headed  by  minor  parents  (sec. 
9162)   886 

Part  7 — Benefit  Improvements   887 

1.  Annual  evaluation  of  need  and  payment  standards  (sec.  9171)  887 

2.  Enhanced  Federal  match  for  benefit  improvements  (sec.  9172)  887 

3.  Study  of  minimum  benefit  proposals  (sec.  9173)   890 

Part  8 — Miscellaneous  Provisions   890 

1.  AFDC-food  stamp  coordination  (sec.  9181)   890 

2.  Uniform  reporting  requirements  (sec.  9182)   891 


797 

3.  State  reports  on  expenditure  and  use  of  social  service  funds  Pa«e 
(sec.  9183)   891 

4.  Evaluation  of  employment,  training,  and  work  programs  (sec. 
9184)   891 

5.  Demonstration  projects  on  housing  the  homeless  (sec.  9185) ....  892 

6.  New  York  State  child  support  demonstration  project  (sec. 
9186)   892 

7.  Demonstration  of  family  independence  program  in  State  of 
Washington  (sec.  9187)   893 

8.  Sanction  for  failure  to  complete  treatment  for  drug  and  alco- 
hol abuse  (sec.  9189)   893 

9.  Study  of  housing  problems  (sec.  9188)   894 

10.  Include  American  Samoa  in  AFDC/FSP  program  (sec.  9190)...  894 

11.  Increased  funds  for  the  territories  (sec.  9191)   894 

Subtitle  C — Provisions  Relating  to  Public  Assistance  and  Unemployment 

Compensation: 

Part  1 — Miscellaneous  SSI  and  AFDC  Amendments   895 

1.  Permanent  Extension  of  disregard  of  nonprofit  organization's 
in-kind  assistance  to  AFDC  and  SSI  recipients  (sec.  9201)   895 

2.  Fraud  control  under  AFDC  program  (sec.  9202)   895 

3.  Exclusion  of  real  property  when  it  cannot  be  sold  (sec.  9203)...  89b 

4.  Adjustment  of  penalty  where  asset  is  transferred  for  less 
than  fair  market  value  (sec.  9204)   897 

5.  Exclusion  of  interest  on  burial  accounts  (sec.  9205)   897 

6.  Disregard  of  certain  welfare  benefits  under  SSI  retrospective 
accounting  (sec.  9206)   898 

7.  Technical  amendment  relating  to  1986  amendment  concern- 
ing the  treatment  of  certain  couples  in  medical  institutions 

(sec.  9207)   898 

8.  Extension  of  deadline  for  disabled  widows  to  apply  for  Medic- 
aid protection  under  1984  amendments  (sec.  9208)   898 

9.  Increased  emergency  advance  payments  for  presumptively 
eligible  individuals  (sec.  9209)   899 

10.  Modification  of  interim  assistance  reimbursement  program 

(sec.  9210   899 

11.  Special  notice  to  blind  recipients  (sec.  9211)   899 

12.  Technical  amendments  relating  to  rehabilitation  services  for 

the  blind  (sec.  9212)   900 

13.  Extension  from  3  to  12  months  of  the  length  of  time  that  an 
individual  in  a  public  emergency  shelter  can  be  eligible  for 

SSI  (sec.  9213)   900 

14.  Exclusion  of  underpayments  from  resources  (sec.  9214)   900 

15.  Continuation  of  full  benefit  standard  for  individuals  tempo- 
rarily institutionalized  (sec.  9215)   901 

16.  Retention  of  Medicaid  when  SSI  benefits  are  lost  upon  enti- 
tlement to  early  widow's  or  widower's  insurance  benefits 

(sec.  9216)   902 

17.  Demonstration  program  to  assist  homeless  individuals  (sec. 
9217)....   903 

18.  Eligibility  requirements  for  certain  aliens  under  SSI  program 

(sec.  9218)   905 

19.  Assistance  to  homeless  AFDC  families  (sec.  9219)   906 

Part  2— Foster  Care  and  Child  Welfare  Amendments   907 

1.  Permanent  extension  of  Federal  funding  for  voluntarily 
placed  foster  care  children  (sec.  9221)   907 

2.  Two-year  extension  of  foster  care  ceiling  and  of  authority  to 
transfer  foster  care  funds  to  child  welfare  services  (sec.  9222)  908 

3.  Mother/infant  foster  care  programs  (sec.  9223)   908 

Part  3— Child  Support  Enforcement  Amendments   909 

1.  Continuation  of  child  support  enforcement  services  to  fami- 
lies no  longer  receiving  AFDC  (sec.  9231)   909 

2.  Child  support  enforcement  services  required  for  certain  fami- 
lies receiving  Medicaid  (sec.  9232)   910 

Part  4 — Unemployment  Compensation  Amendments   910 

1.  Determination  of  amount  of  Federal  share  with  respect  to 

certain  extended  benefits  payments  (sec.  9241)   910 


798 


2.  Demonstration  program  to  provide  self-employment  allow-  Page 
ances  for  eligible  individuals  (sec.  9242)   911 

3.  Extension  of  portion  of  FUTA  due  to  expire  after  1987  (sees. 
9243-9246)   912 

Subtitle  D — Medicare  Program: 

Part  1 — Provisions  Relating  to  Part  A  of  the  Medicare  Program   912 

Subpart  A — Payment  for  services   912 

1.  Hospital  prospective  payment  rates  (sec.  9301)   912 

2.  Rural  hospitals  (sec.  9302)   915 

3.  Payments  for  capital-related  costs  (sec.  9303)   918 

4.  Reporting  hospital  information  (sec.  9304).....   919 


5.  Raising  threshold  for  prospective  payment  for  skilled 
nursing  facilities  to  2,500  patient  days  (sec.  9305   921 

6.  Miscellaneous  part  A  provisions  (sec.  9306)   922 

Subpart  B — Nursing  home  reform   925 

1.  Requirements  for  skilled  nursing  facilities  (sec.  9311)   925 

2.  Survey  and  certification  process  (sec.  9312)   937 


3.  Enforcement  process  for  skilled  nursing  facilities  (sec. 

9313)   941 

Part  2 — Provisions  Relating  to  Parts  A  and  B  of  the  Medicare  Pro- 
gram   943 

1.  Setting  average  prompt  pay  standard  (sec.  9331)   943 

2.  Health  maintenance  organizations  and  capitation  demonstra- 
tion projects  (sec.  9332)   945 

3.  Miscellaneous  part  A  and  part  B  provisions  (sec.  9335)   946 

Part  3 — Provisions  Relating  to  Part  B  of  Medicare  Program   948 

1.  Physician  payment  update  (sec.  9361)   948 

2.  Payment  reductions  for  certain  procedures  (sec.  9362)   949 

3.  Limits  on  payment  for  ophthalmic  ultrasound  and  intraocu- 
lar lenses  (sec.  9363)   951 

4.  Prohibit  billing  for  certain  purchased  services  (sec.  9364)   952 

5.  Completion  of  forms  for  unassigned  claims  (sec.  9365)  .   954 

6.  Submission  of  claims  to  supplemental  insurance  carriers  (sec. 

9366)   955 

7.  Return  on  equity  for  hospital  outpatient  departments  (sec. 

9367)   956 

8.  Medicare  payment  for  therapeutic  shoes  for  individuals  with 
severe  diabetic  foot  disease  (sec.  9368)   956 

9.  Community  nursing  demonstration  projects  (sec.  9370)   957 

10.  Physician  payment  studies  (sec.  9370)   958 

11.  Miscellaneous  and  technical  provisions  (sec.  9371)   961 

Part  4 — Provisions  Relating  to  Peer  Review  Organizations  (sec.  9381) .  964 

Part  5— State  Health  Insurance  Pools  (sec.  9391)   966 

Subtitle  E — Customs  User  Fees;  Trade  and  Customs  Agency  Authoriza- 
tions: 

1.  Customs  user  fees  (sec.  9401)   969 

2.  U.S.  International  Trade  Commission  (sec.  9402)   974 

3.  U.S.  Customs  Service  (sec.  9403)  \   976 

4.  Office  of  the  U.S.  Trade  Representative  (sec.  9404)   979 

Subtitle  F— PBGC  and  Pension  Funding   981 

1.  Minimum  funding  standard  and  deductions  (sees.  9511-9515  and 
9534)  ,   981 

2.  Employer  access  to  plan  assets  (sec.  9521)   998 

3.  Treatment  of  plan  terminations  (sees.  9531-9533)   1006 

4.  Increase  in  PBGC  rates  (sees.  9541,  9542)   1013 

5.  Other  provisions  (sees.  9511,  9552)   1014 

Subtitle  G— Debt  Management   1017 

1.  Public  debt  provisions  (sec.  9501)   1017 

Subtitle  H — Miscellaneous  Provisions   1021 

1.  Collection  of  nontax  debts  owed  to  Federal  agencies:  3-year  exten- 
sion (sec.  9702)   1021 

2.  Establish  a  National  Commission  on  Children  (sec.  9703)   1022 

Subtitle  I— Vaccine  Injury  Compensation  Trust  Fund  (sees.  9801,  9802, 

9811-9816)   1023 

IV.  Explanation  of  Provisions  in  Title  X   1025 

V.  Budget  Impact   1633 


799 


Report  to  Accompany  the  Recommendations  of  the  Committee 
on  Ways  and  Means 

I.  Executive  Summary 

TITLE  IX— OUTLAY  AND  REVENUE  PROVISIONS  RELATED 
TO  SPENDING  PROGRAMS  WITHIN  THE  JURISDICTION  OF 
THE  COMMITTEE  ON  WAYS  AND  MEANS 

Subtitle  A— OASDI  Provisions 

Subtitle  A  includes  provisions  which  extend  the  social  security 
and  railroad  retirement  taxes  in  certain  circumstances,  which 
modify  certain  social  security  benefits,  and  which  alter  certain  ad- 
ministrative procedures  of  the  Social  Security  Administration.  In 
general,  the  social  security  tax  provisions  extend  coverage  to  previ- 
ously-excluded types  of  income  and  workers.  These  include  agricul- 
tural workers,  certain  earnings  of  armed  service  workers,  cash  tips 
(the  employer  tax  is  expanded  to  include  all  tips),  and  the  value  of 
group  term  life  insurance  in  excess  of  $50,000.  In  addition,  the  rail- 
road retirement  tier  II  tax  is  increased  by  2  percentage  points.  The 
miscellaneous  benefit  provisions  include  a  modification  of  the  alter- 
nate benefit  formula  for  persons  with  pensions  from  noncovered 
employment,  correction  of  an  anomaly  in  the  government  pension 
offset,  and  extension  for  one  more  year  of  the  provision  allowing 
continuation  of  disability  benefits  pending  appeal.  Administrative 
provisions  include  a  requirement  for  automatic  payment  of  attor- 
ney's fees  and  for  the  payment  of  interim  benefits  in  cases  of  de- 
layed final  decisions  at  the  appeals  court  level. 

Subtitle  B— Family  Welfare  Reform  Act 

Subtitle  B  consists  of  the  Family  Welfare  Reform  Act  of  1987 
(H.R.  1720  as  reported  by  the  Committee  on  Ways  and  Means), 
which  makes  significant  improvements  in  the  nation's  basic  wel- 
fare program,  Aid  to  Families  with  Dependent  Children  (AFDC). 
The  Act  is  designed  to  promote  family  stability,  self-support 
through  work,  the  payment  of  child  support,  and  improvement  in 
need-based  cash  support  for  families.  Included  is  a  mandatory 
work,  education  and  training  program  for  AFDC  recipients  that  is 
targeted  to  those  who  may  be  long-term  dependent,  coupled  with 
support  services — principally  day  care  and  health  benefits — which 
are  essential  for  working  single  parents. 

Subtitle  C — Provisions  Relating  to  Public  Assistance  and 
Unemployment  Compensation 

Subtitle  C  includes  19  miscellaneous  AFDC  and  SSI  amendments 
designed  to  correct  inequities  in  the  current  programs,  streamline 
administration,  and  make  other  technical  improvements.  This  sub- 
title also  includes  a  permanent  extension  of  Federal  funding  for 
voluntarily-placed  foster  care  children  and  extends,  for  2  years,  the 
authority  to  transfer  foster  care  funds  to  child  welfare  services. 
Two  provisions  extend  child  support  enforcement  services  to  fami- 
lies not  now  eligible  to  receive  them.  Finally,  Subtitle  C  makes 
technical  improvements  in  the  unemployment  compensation  pro- 
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gram,  authorizes  self-employment  demonstrations  and  extends,  for 
3  years,  the  0.2  percentage  point  FUTA  surtax. 

Subtitle  D — Medicare  Program 

Subtitle  D  contains  several  provisions  designed  to  improve  the 
equity  of  the  Medicare  hospital  payment  system  and  correct  inequi- 
ties in  reimbursement  to  physicians. 

The  update  for  all  prospective  payment  system  hospitals  would 
be  1  percent  for  calendar  year  1988.  In  addition,  hospitals  in  urban 
areas  with  a  population  of  greater  than  1  million  and  hospitals  in 
rural  areas  would  receive  an  update  of  an  additional  1  percent. 
Payments  to  all  hospitals  would  be  adjusted  for  variations  in  non- 
labor  costs  with  gains  and  losses  capped  at  1  percent. 

The  update  in  prevailing  charges  for  participating  physicians 
would  be  2  percent  in  calendar  year  1988.  The  update  for  non-par- 
ticipating physicians  would  be  1  percent. 

Payments  to  physicians  for  selected  procedures — including  cata- 
ract surgery,  coronary  artery  bypass  surgery,  total  hip  replace- 
ment, and  prostatectomy — would  be  reduced  by  an  average  of  9.2 
percent  by  a  reduction  in  the  prevailing  charge  limits  of  15  per- 
cent. Limits  on  actual  charges  would  prevent  increases  in  out-of- 
pocket  costs  for  beneficiaries. 

Incentives  would  be  provided  for  States  voluntarily  to  establish 
health  insurance  risk  pools. 

Subtitle  E — Customs  User  Fees;  Trade  and  Customs  Agency 
Authorizations 

Subtitle  E  provides  for  authorization  of  appropriations  for  fiscal 
years  1988  and  1989  for  the  U.S.  International  Trade  Commission, 
U.S.  Customs  Service,  and  the  Office  of  the  U.S.  Trade  Representa- 
tive. The  Customs  Service  user  fee  of  0.22  percent  was  extended 
through  September  30,  1989,  with  the  overall  program  extended 
until  September  30,  1990. 

Subtitle  F — Pension  Funding  Requirements 

Subtitle  F  improves  the  financial  solvency  of  the  Pension  Benefit 
Guaranty  Corporation  (PBGC)  and  reforms  the  laws  applicable  to 
single-employer  defined  benefit  pension  plans.  The  annual  per-par- 
ticipant  premium  charged  to  single-employer  defined  benefit  plans 
by  the  PBGC  would  be  increased  from  $8.50  to  $14.00.  In  addition, 
a  variable  rate,  risk-related  premium  would  be  imposed  on  an  em- 
ployer who  maintains  an  underfunded  pension  plan.  The  amount  of 
the  additional  premium,  when  added  to  the  base  premium,  could 
not  exceed  $50  per  participant  for  any  year.  This  variable  rate  pre- 
mium would  not  apply  to  plans  covering  fewer  than  100  partici- 
pants. 

An  employer  sponsoring  an  underfunded  single-employer  defined 
benefit  pension  plan  generally  would  be  required  to  fund  the  plan 
more  rapidly.  In  addition,  estimated  contributions  to  plans  would 
be  required  on  a  quarterly  basis;  the  liability  for  contributions 
would  be  extended  to  an  employers'  entire  controlled  group;  and 
the  availability  of  funding  waivers  would  be  restricted.  The  com- 
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mittee  agreed  to  increase  the  excise  tax  on  reversions  from  10  per- 
cent to  20  percent.  The  excise  tax  would  not  apply  if  the  excess 
assets  are  transferred  to  another  defined  benefit  pension  plan.  In 
addition,  following  a  reversion,  an  employer  would  be  required  to 
fund  all  of  its  underfunded  defined  benefit  plans  more  rapidly.  An 
employer  would  not  be  allowed  to  voluntarily  terminate  a  pension 
plan  unless  the  plan's  assets  are  equal  to  its  termination  liability 
and  that,  under  certain  circumstances,  the  PBGC  would  be  allowed 
a  security  interest  in  the  assets  of  employers  sponsoring  under- 
funded plans.  In  a  distress  termination,  additional  restrictions 
would  be  placed  on  an  employer's  ability  to  terminate  a  plan,  and 
an  employer's  liability  both  to  PBGC  and  plan  participants  would 
be  increased. 

Subtitle  G — Debt  Management 

Subtitle  G  repeals  the  present  law  limitation  of  a  4.25  percent  in- 
terest rate  on  U.S.  Government  bonds  issued  with  a  maturity  of 
more  than  10  years.  Thus,  the  exceptions  to  the  limitation  which 
have  been  enacted  (currently  $250  billion)  no  longer  would  be  nec- 
essary. 

Subtitle  G  restores  to  all  Federal  trust  funds  interest  earnings 
lost  as  the  result  of  the  expiration  of  a  temporary  debt  ceiling  or 
reaching  a  debt  ceiling  before  it  is  subsequently  increased.  In  the 
same  situation,  interest  earnings  would  be  restored  on  demand  de- 
posit State  and  Local  Government  Series  obligations  (SLGS)  sold  by 
the  Treasury  to  State  and  local  governments  that  wish  to  avoid  re- 
bating arbitrage  profits  on  tax-exempt  bonds  to  the  Federal  Gov- 
ernment. 

Subtitle  H — Miscellaneous  Provisions 

The  Federal  debt  collection  program  would  be  extended  for  3 
years  to  all  Federal  agencies.  Also,  the  program  would  be  expanded 
to  cover  corporate,  as  well  as  individual,  debts  owed  to  Federal 
agencies.  The  GAO  would  be  required  to  report  on  the  effectiveness 
of  the  program  and  its  effect  on  voluntary  tax  compliance. 
Subtitle  H  also  authorizes  a  National  Commission  on  Children. 

Subtitle  I— National  Vaccine  Injury  Compensation  Program 

Subtitle  I  establishes  a  new  Vaccine  Injury  Compensation  Trust 
Fund  to  administer  the  National  Vaccine  Compensation  Program 
enacted  in  1986  and  amended  in  1987  to  provide  a  source  of  com- 
pensation for  individuals  who  are  injured  or  die  as  a  result  of  cer- 
tain childhood  vaccines  administered  after  September  30,  1988,  and 
before  October  1,  1992. 

TITLE  X— REVENUE  PROVISIONS  } 

Title  X  provides  $12  billion  of  additional  revenue  to  reduce  the 
fiscal  year  1988  deficit  without  increasing  income  tax  rates,  impos- 
ing new  or  higher  excise  taxes,  or  increasing  taxes  for  lower  and 
middle  income  taxpayers.  Title  X  includes  $2.4  billion  in  revenue 
proposed  by  President  Reagan,  including  restrictions  on  an  estate 
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tax  deduction  for  proceeds  of  a  sale  to  an  employee  stock  owner- 
ship plan,  and  certain  IRS  and  BATF  user  fees. 

The  revenue  provisions  in  Title  X  include  provisions  affecting 
higher  income  taxpayers.  For  example,  deductible  interest  on  home 
mortgage  debt  would  be  limited  to  interest  payments  on  debt  of  $1 
million  and  additional  "home  equity  loan"  debt  of  $100,000.  Also, 
the  estate  and  gift  tax  rates  of  1987  would  be  made  permanent 
rather  than  reduced  in  1988,  and  the  lower  graduated  rates  and 
unified  credit  would  be  phased  out  for  estates  of  over  $5  million. 
Title  X  also  includes  a  number  of  business  reforms,  including 
repeal  of  the  completed  contract  method  of  accounting  for  large 
businesses;  numerous  merger  and  acquisition  restrictions  which 
will  reduce  hostile  corporate  takeovers;  a  tougher  corporate  mini- 
mum tax;  and  more  timely  payment  of  estimated  taxes  by  large 
corporations.  Title  X  would  tax  income  from  a  "runaway  plant" 
currently.  A  runaway  plant  is  a  U.S.  corporation's  foreign  subsidi- 
ary which  manufactures  goods  for  use  or  consumption  in  the 
United  States. 

Title  X  contains  the  "Technical  Corrections  Act  of  1987,"  which 
would  make  minor  technical  corrections  to  the  Tax  Reform  Act  of 
1986  and  other  tax  legislation  for  the  99th  Congress.  Also  included 
are  numerous  provisions  that  correct  inequities  in  present  law.  For 
example,  freelance  authors  and  other  creators  would  be  allowed  to 
expense  certain  costs;  mutual  fund  shareholders  would  be  allowed 
to  fully  deduct  certain  administrative  costs  of  the  fund;  additional 
low-income  housing  would  be  made  eligible  for  the  low-income 
housing  tax  credit;  partnerships  and  certain  other  entities  would 
not  be  required  to  change  to  the  calendar  year  taxable  year;  and 
certain  installment  sales  by  nondealers  would  not  be  subject  to  the 
proportionate  disallowance  rule.  Also,  Title  X  provides  a  rule  allo- 
cating and  apportioning  expenses  for  U.S.  R&D  activities  between 
United  States  and  foreign  source  income. 

II.  Summary 

TITLE  IX— OUTLAY  AND  REVENUE  PROVISIONS  RELATED 
TO  SPENDING  PROGRAMS  WITHIN  THE  JURISDICTION  OF 
THE  COMMITTEE  ON  WAYS  AND  MEANS 

Subtitle  A— OASDI  Provisions 

(1)  Extend  FICA  Tax  to  Inactive  Duty  Earnings  of  Military 
Reservists  and  Certain  Other  Earnings. — 

(a)  Coverage  of  Inactive  Duty  Military  Training. — FICA  taxes 
would  be  extended  to  "inactive  duty  training"  (generally, 
weekend  training  drill  sessions). 

(b)  Coverage  of  All  Cash  Pay  of  Agricultural  Employees 
Whose  Employers  Spend  $2,500  or  More  a  Year  for  Agricultural 
Labor— FICA  tax  treatment  of  agricultural  labor  would  be 
modified  such  that:  (1)  any  remuneration  for  agricultural  labor 
paid  by  an  employer  to  an  employee  would  constitute  wages  if 
the  employer  pays  more  than  $2,500  to  all  employees  for  such 
labor  during  the  taxable  year;  (2)  the  $150  annual  cash  pay  test 
would  continue  to  be  applied  if  the  $2,500  annual  payroll  test 
is  not  met;  and  (3)  the  20-day  test  would  be  eliminated. 
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(c)  Coverage  of  Services  Performed  by  One  Spouse  in  the 
Employ  of  Another. — FICA  taxes  would  be  extended  to  services 
performed  by  an  individual  in  the  employ  of  his  or  her  spouse's 
trade  or  business. 

(d)  Coverage  of  Services  Performed  by  an  Individual  in  the 
Employ  of  a  Parent. — FICA  taxes  would  be  extended  to  services 
performed  by  individuals  between  the  ages  of  18  and  21  who 
are  employed  in  their  parent's  trade  or  business. 

These  provisions  would  be  effective  January  1,  1988. 

(2)  Treatment  of  Group-Term  Life  Insurance  Wages  Under 
FICA. — Employer-provided  group-term  life  insurance  would  be  in- 
cluded in  wages  for  FICA  tax  purposes  if  such  insurance  is  includ- 
ible for  gross  income  tax  purposes.  This  provision  would  be  effec- 
tive January  1,  1988. 

(3)  Railroad  Retirement  Tier  II  Tax  Increase. — These  provi- 
sions would  increase  the  railroad  retirement  Tier  II  taxes  by  2.0 
percentage  points,  effective  Janaury  1,  1988.  The  2.0  percentage 
point  increase  would  be  divided  so  as  to  increase  employer  contri- 
butions by  1.35  percentage  points  and  employee  contributions  by 
0.65  percentage  points,  respectively.  Additionally,  a  seven-member 
Commission  on  Railroad  Retirement  Reform  would  be  established 
to  perform  a  comprehensive  study  of  alternative  methods  of  financ- 
ing the  railroad  retirement  system.  The  Commission  would  submit 
its  report  and  recommendations  to  Congress  by  October  1,  1989. 

(4)  Attorneys'  Fees. — This  provision  would  change  the  system 
for  paying  attorneys'  fees  for  social  security  claimants  from  the 
current  fee  petition  process  to  an  automatic  payment  system.  At- 
torneys generally  would  be  paid  an  automatic  25  percent  of  the 
back  benefit  award  (up  to  a  cap  of  $4,000)  to  the  claimant;  the  pay- 
ment would  be  in  the  form  of  a  two-party  check  for  the  amount  of 
the  back  award,  to  be  sent  to  the  attorney  for  division  with  the 
claimant.  In  cases  where  no  back  payment  is  available  because  ben- 
efits were  paid  during  the  appeals  process,  the  Social  Security  Ad- 
ministration would  be  required  to  pay  the  attorney  25  percent  of 
the  amount  paid  to  the  beneficiary  through  the  period  of  represen- 
tation; this  amount  would  be  repaid  by  the  beneficiary  through 
withholding  of  no  more  than  10  percent  of  the  benefit  payment 
each  month.  The  administrative  law  judge,  the  claimant,  or  the  at- 
torney in  each  case  could  protest  the  25  percent  amount  as  too  low 
or  too  high.  The  provision  would  be  effective  for  decisions  rendered 
on  or  after  January  1,  1988. 

(5)  Government  Pension  Offset  Correction. — An  anomaly  in 
the  government  pension  offset  would  be  corrected.  Under  the  gov- 
ernment pension  offset,  a  social  security  spouse's  or  surviving 
spouse's  benefit  is  reduced  by  two-thirds  of  the  amount  of  any  gov- 
ernment pension  to  which  the  person  is  entitled  from  Federal, 
State  or  Local  employment.  An  unintended  interaction  between  the 
new  Federal  Employees'  Retirement  System  (FERS)  program  and 
the  Social  Security  Act  would  permit  an  individual  to  escape  the 
government  pension  offset  by  joining  FERS  for  just  one  day. 

This  provision  would  permit  a  Federal  employee  to  be  exempt 
from  the  government  pension  offset  if  he  or  she  has  five  years  of 
Federal  employment  covered  by  social  security  after  June  30,  1987. 
A  transition  would  be  provided  for  those  who  are  near  retirement. 
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Persons  who  are  65  or  over  in  calendar  year  1987  would  be  exempt 
from  the  government  pension  offset  if  they  had  six  months  of  social 
security  covered  Federal  employment  under  FERS;  those  who  are 
64  this  year  would  be  exempt  with  one  year  of  social  security  cov- 
ered Federal  employment;  those  63  this  year  would  be  exempt  with 
two  years;  those  62  would  be  exempt  with  three  years;  those  61 
would  be  exempt  with  four  years;  and  those  60  or  younger  would  be 
exempt  with  five  years.  The  provision  would  apply  to  Federal  em- 
ployees who  join  FERS  on  or  after  June  30,  1987. 

(6)  Treat  Corporate  Directors  as  Employees  for  FICA  Tax 
Purposes. — Directors  of  corporations  would  be  treated  as  employ- 
ees for  purposes  of  the  FICA  tax,  effective  January  1,  1988. 

(7)  Modify  the  Earnings  Test  for  the  Year  in  Which  a 
Worker  Dies. — The  provision  would  permit  beneficiaries  (a)  to 
earn  the  full  annual  exempt  amount  under  the  social  security 
earnings  limit  in  the  year  in  which  they  die;  and  (b)  to  be  subject  to 
the  higher  earnings  limit  for  the  year  in  which  they  turn  65  even  if 
they  die  before  reaching  age  65.  The  provision  would  be  effective 
upon  enactment. 

(8)  Denial  of  Benefits  of  Individuals  Deported  or  Ordered 
Deported  on  the  Basis  of  Association  with  the  Nazi  Govern- 
ment of  Germany  During  World  War  II. — The  provision  would 
prohibit  payment  of  benefits  to  any  individual  against  whom  a 
final  order  of  deportation  has  been  ordered  on  the  basis  of  being  a 
Nazi  war  criminal.  The  provision  would  be  effective  upon  enact- 
ment. 

(9)  Clarify  Terms  of  Appointment  and  Succession  for  Public 
Members  of  the  Boards  of  Trustees. — The  provision  would  clarify 
current  law  to  assure  that  a  public  member  of  the  Social  Security 
Board  of  Trustees  who  is  appointed  to  fill  a  vacancy  occurring 
before  the  end  of  a  term  would  be  appointed  only  for  the  remain- 
der of  such  term.  The  provision  would  also  permit  a  public  member 
to  serve  after  the  expiration  of  his  or  her  term  until  a  successor 
has  taken  office.  The  provision  would  be  effective  upon  enactment. 

(10)  Modification  of  Voluntary  Coverage  Between  the  State 
of  Iowa  and  the  Secretary  of  Health  and  Human  Services. — 
The  State  of  Iowa  would  be  permitted  to  modify  retroactively  its 
voluntary  agreement  with  the  Secretary  of  Health  and  Human 
Services  to  validate  coverage  for  certain  police  officers  and  fire- 
fighters. The  provision  would  be  effective  upon  enactment. 

(11)  Modification  of  the  Alternate  Benefit  Formula  for  Per- 
sons With  Pensions  From  Noncovered  Employment. — The  provi- 
sion reduces  from  30  to  25  the  number  of  years  of  covered  employ- 
ment required  for  exemption  from  the  alternate  Social  Security 
benefit  formula  which  applies  to  persons  with  pensions  from  non- 
covered  employment.  The  provision  would  be  effective  upon  enact- 
ment for  benefits  paid  after  1987. 

(12)  Continuation  of  Disability  Benefits  During  Appeal. — The 
provision  would  extend  for  one  year  the  continued  payment  of  dis- 
ability benefits  during  the  administrative  appeal  process.  The  pro- 
vision would  expire  December  31,  1988,  with  continued  benefits  last 
payable  in  July,  1989. 

(13)  Lengthen  the  Extended  Period  of  Eligibility  for  Disabil- 
ity Benefits. — The  provision  would  lengthen  the  extended  period 
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of  eligibility,  during  which  a  disability  beneficiary  who  returns  to 
work  may  become  automatically  reentitled  to  benefits  to  60 
months.  The  provision  would  be  effective  January  1,  1988. 

(14)  Interim  Benefits  in  Cases  of  Delayed  Final  Decision. — 
This  provision  would  require  that,  in  any  case  in  which  an  Admin- 
istrative Law  Judge  has  determined  that  an  individual  is  eligible 
for  disability  benefits  and  the  Secretary  of  Health  and  Human 
Services  has  not  acted  within  90  days  to  issue  a  final  decision,  in- 
terim benefits  would  be  provided  to  the  individual,  pending  the  is- 
suance of  a  final  decision.  The  interim  benefits  would  not  be  con- 
sidered overpayments  if  eligibility  is  finally  denied,  unless  the  ben- 
efits were  fraudulently  obtained.  Claimants  whose  own  action  re- 
sulted in  delays  without  good  cause  would  not  be  permitted  to  toll 
more  than  20  such  days  toward  the  90-day  limit.  The  provision 
would  apply  to  ALJ  decisions  occurring  180  days  after  the  date  of 
enactment. 

(15)  Expand  Employee  Shape  of  FICA  to  Include  All  Case 
Tips. — Under  this  provision,  all  cash  tips  would  be  included  within 
the  definition  of  wages  for  purposes  of  the  employer's  share  of 
FICA  taxes.  Thus,  employers  would  be  required  to  pay  FICA  taxes 
on  the  total  amount  of  cash  tips  up  to  the  Social  Security  wage 
base.  The  provision  would  be  effective  for  remuneration  received  on 
or  after  January  1,  1987. 

Subtitle  B — Family  Welfare  Reform 

Introduction 

The  Family  Welfare  Reform  Act  of  1987  (H.R.  1720,  as  reported 
by  the  Committee  on  Ways  and  Means)  would  replace  the  Aid  to 
Families  with  Dependent  Children  (AFDC)  program  with  a  new 
Family  Support  Program  which  encourages  the  family  to  be  its 
own  source  of  support  through  work,  payment  of  child  support,  and 
when  necessary,  need-based  family  support  supplements. 

Provisions 

_  U)  Short  Title  and  Table  of  Contents— The  provision  estab- 
lishes a  short  title  and  provides  a  table  of  contents. 

(2>  AFDC  Replaced  by  Family  Support  Program.— Replaces 
AFDC  with  a  new  Family  Support  Program. 

Part  1— National  Education,  Training  and  Work  (NETWork) 

Program 

(1)  Establishment  of  NETWork  Program.— 

ia)  State  Plan  Requirement. — As  a  condition  for  receiving 
Title  IV-A  funds,  States  would  be  required  to  establish  a  Na- 
tional Education,  Training,  and  Work  (NETWork)  program. 

(b)  Establishment  and  State  Operation. — State  IV-A  agencies 
would  be  required  to  submit  a  plan,  subject  to  the  approval  of 
the  Secretary,  which  would  make  the  program  available  in 
each  political  subdivision  of  the  State  where  it  is  feasible.  In- 
volvement of  the  private  sector  and  local  governments  would 
be  required  in  planning  and  program  design  to  assure  that  par- 
ticipants are  trained  for  jobs  that  will  actually  be  available  in 
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the  community.  Federal  funds  available  under  NETWork 
would  augment  existing  services  and  could  not  replace  State  or 
local  funds. 

(c)  Participation  Requirements  and  Exemptions. — All  adult 
recipients  who  are  not  working  full-time  would  be  informed  of 
the  education,  training,  and  work  activities  offered  under  the 
program.  Non-exempt  recipients  would  be  required  to  partici- 
pate as  resources  permit.  Certain  individuals  would  be  exempt 
from  participation.  These  include:  a  person  who  is  ill,  incapaci- 
tated or  age  60  or  more;  a  person  needed  in  the  home  because 
of  the  illness  or  incapacity  of  another  family  member;  a  child 
under  the  age  of  16;  a  person  working  at  least  20  hours  per 
week;  a  pregnant  woman;  and  a  person  who  resides  in  an  area 
of  the  State  where  the  NETWork  program  is  not  offered.  In  ad- 
dition, the  parent  or  other  relative  of  a  child  under  the  age  of 
three  (3)  would  be  exempt.  Participation  by  parents  of  children 
between  the  ages  of  3  and  6  would  be  part-time.  Parents  of 
children  under  the  age  of  three  (3)  but  over  the  age  of  one  (1) 
could  be  required  to  participate  with  the  approval  of  the  Secre- 
tary of  Health  and  Human  Services  if  the  State  demonstrates 
that  appropriate  infant  care  can  be  guaranteed  within  the 
dollar  limitations  of  the  act  and  participation  is  part-time. 

(d)  Coordination  with  Existing  Recipient  Activities. — If  an 
adult  caretaker  or  dependent  child  is  already  attending  school 
or  training  designed  to  lead  to  employment,  such  attendance 
would  be  regarded  as  satisfactory  participation  in  the  NET- 
Work program.  The  costs  of  such  school  or  training  would  not 
be  paid  by  the  NETWork  program,  however,  support  services 
would  be  provided  as  long  as  the  activities  are  enumerated  in 
the  family  support  plan. 

(e)  Service  Priorities. — Although  States  would  be  permitted  to 
require  participation  by  any  non-exempt  recipient,  States 
would  be  required  to  first  extend  the  opportunity  to  participate 
to  certain  target  populations  including:  (a)  families  with  teen- 
age parents,  and  families  with  parents  who  were  under  age  18 
when  their  first  child  was  born;  (b)  families  who  have  been  re- 
ceiving benefits  continuously  for  two  or  more  years;  and  (c) 
families  with  children  under  six  (6)  years  of  age.  State  pro- 
grams would  be  required  to  serve  volunteers  in  the  target  pop- 
ulations first,  followed  by  mandatory  participants  in  the  target 
populations.  Mandatory  participants  with  older  children  would 
be  the  third  priority  for  service  followed  by  all  other  volun- 
teers and  all  other  mandatory  participants.  These  priorities 
would  not  apply  to  States  that  certify  that  they  will  serve  all 
mandatory  participants  and  volunteers  within  three  years 
after  the  effective  date  of  NETWork  in  the  State. 

(f)  Orientation. — States  would  be  required  to  provide  eligible 
applicants  and  recipients  of  Title  IV-A  benefits  with  orienta- 
tion to  NETWork,  including  a  description  of  day  care  services 
that  will  be  available  during  NETWork  participation  as  well  as 
information  about  the  transitional  day  care  and  Medicaid  serv- 
ices that  will  be  offered. 

(g)  Assessment  and  Family  Support  Plan. — An  assessment 
would  be  made  of  the  educational  needs,  skills,  and  employabil- 
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ity  of  any  person  who  will  actually  participate  in  the  NET- 
Work  program.  On  the  basis  of  the  assessment,  a  family  sup- 
port plan  would  be  developed  by  the  State  agency  and  the  re- 
cipient. The  family  support  plan  would  detail  the  length  of  par- 
ticipation and  the  activities  to  be  undertaken  by  family  mem- 
bers and  the  State  agency  and  would  become  the  basis  for  an 
agency-client  agreement  to  be  signed  by  the  State  and  the  re- 
cipient. Each  participating  family  would  be  assigned  an  agency 
staff  person  to  provide  case  management  services. 

(h)  Agency-Client  Agreement  and  Case  Management. — The 
State  agency  and  the  client  would  be  required  to  negotiate  an 
agreement  detailing  all  of  the  responsibilities  of  both  parties 
under  the  NETWork  program.  Notice  of  the  opportunity  for  a 
fair  hearing  would  be  required  to  be  given  to  the  participant 
by  the  State  agency  in  the  event  of  a  dispute  involving  the 
signing  of  the  agreement  or  the  nature  or  extent  of  participa- 
tion. States  would  be  required  to  provide  case  management 
services  to  each  NETWork  participant,  including  monitoring 
and  reviewing  client  progress  and  renegotiating  if  necessary. 
Agreements  between  States  and  clients  would  not  create  a 
cause  of  action  against  the  Federal  Government  if  the  terms 
are  not  observed  by  any  party. 

(i)  Range  of  Services  and  Activities. — Each  State  would  be  re- 
quired to  offer  participants  without  a  high  school  diploma  the 
opportunity  to  participate  in  an  education  program.  In  addi- 
tion, each  State  would  be  required  to  offer:  remedial  education, 
English  as  a  Second  Language  instruction,  and  specialized  ad- 
vanced education  as  appropriate;  group  and  individual  job 
search;  skills  training;  job  readiness  activities;  as  well  as  coun- 
seling and  information  and  referral  for  those  experiencing  per- 
sonal and  family  problems  which  prevent  work.  States  would 
be  further  required  to  offer  two  of  three  remaining  activities: 
short  and  long  term  on-the-job  training;  work  supplementation 
(grant  diversion);  a  community  work  experience  program  and 
other  education  and  training  activities.  States  would  be  re- 
quired to  provide  additional  services  to  the  children  not  other- 
wise in  participating  families  designed  to  help  them  stay  in 
school  and  complete  a  high  school  education  as  well  as  to 
obtain  a  marketable  job  skill.  In  addition,  States  would  be  re- 
quired to  coordinate  NETWork  with  early  childhood  education 
programs  in  the  State. 

(j)  Working  Conditions,  Wage  Rates  and  Displacement. — 
Wage  rates  for  jobs  to  which  participants  are  assigned  would 
be  not  less  than  the  current  pay  scale  for  that  job.  In  the  ab- 
sence of  a  current  pay  scale  for  the  job  of  that  particular  em- 
ployer, wages  would  be  at  least  equal  to  the  minimum  wage 
under  applicable  Federal  or  State  law.  Further,  participants 
could  not  be  assigned  to  employers  who  have  terminated  em- 
ployment or  laid  off  employees  with  the  intention  of  filling  the 
vacancies  with  NETWork  participants.  NETWork  participants 
could  not  be  assigned  to  jobs  that  infringe  on  promotional  op- 
portunities of  current  employees  and  CWEP  participants  could 
not  fill  established  unfilled  vacancies. 


808 


(k)  Coordination. — Program  activities  under  NETWork  would 
be  coordinated  by  the  States  with  programs  operated  under  the 
Job  Training  Partnership  Act  and  any  other  relevant  employ- 
ment, education  or  training  program  available  in  the  State.  In 
addition,  the  State's  NETWork  plan  would  be  submitted  to  the 
State  Job  Training  Coordinating  Council  for  review  and  com- 
ment 90  days  before  submission  to  the  Department  of  Health 
and  Human  Services. 

(1)  State  Service  Contracts. — The  NETWork  program  would 
be  operated  by  the  State  welfare  agency  and  would  be  author- 
ized under  Title  IV-A  of  the  Social  Security  Act.  In  carrying 
out  the  purposes  of  the  program,  States  could  contract  with 
public  or  private  agencies  and  organizations  to  provide  any  of 
the  required  services.  Federal  reimbursement  of  NETWork 
program  costs  would  equal  65  percent;  the  State  share  would 
equal  35  percent.  The  Federal  match  could  be  altered  in  future 
years  based  on  performance.  In  addition,  the  Federal  Govern- 
ment would  pay  50  percent  of  the  costs  of  basic  AFDC  and 
NETWork  administration. 

(m)  Work  Supplementation  Program. — States  would  be  able 
to  establish  work  supplementation  programs  in  which  the 
AFDC  benefit  is  used  to  subsidize  a  job.  Along  with  certain 
technical  and  conforming  amendments,  States  would  be  re- 
quired to  extend  Medicaid  for  work  supplementation  partici- 
pants. 

(n)  Community  Work  Experience  Program  (CWEP). — The  Cur- 
rent authority  for  "workfare"  programs  would  be  modified  to 
limit  the  length  of  participation  to  six  (6)  months,  require  that 
CWEP  be  combined  with  training,  prohibit  reassignment  to 
CWEP  and  prohibit  recipients  from  being  required  to  work  off 
any  child  support  collected  by  the  State  on  their  behalf.  In  ad- 
dition, States  would  be  permitted  to  operate  a  three-month 
work  experience  program  in  which  the  hours  of  participation 
in  training  and  work  could  not  exceed  30  hours  per  month. 

(o)  Job  Search. — Each  State  program  would  include  job  devel- 
opment and  job  placement  services  necessary  to  assist  partici- 
pants in  securing  and  retaining  employment. 

(p)  Sanctions. — Mandatory  participants  who  fail  to  cooperate 
during  the  course  of  the  program  would  be  sanctioned.  In  the 
case  of  a  single  parent  family,  the  non-cooperating  individual 
would  be  removed  from  the  grant.  In  the  case  of  a  two-parent 
family,  one  or  both  parents  could  be  removed  from  the  grant 
for  failure  to  cooperate.  Regardless  of  family  composition,  ben- 
efits to  the  children  would  continue. 

(q)  Regulations. — The  bill  would  require  the  Secretary  to 
publish  proposed  regulations  implementing  the  program  within 
6  months  after  the  date  of  enactment  and  final  regulations 
within  9  months  after  the  date  of  enactment. 

(r)  Performance  Standards. — The  bill  would  require  the  Sec- 
retary to  issue  performance  standards  within  one  year  after 
the  date  of  enactment. 

(s)  Evaluation,  Research,  and  Technical  Assistance. — The 
Secretary  would  be  required  to  evaluate  activities  under  NET- 
Work. Research  would  be  required  to  examine:  the  effective- 
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ness  of  giving  priority  to  volunteers;  appropriate  strategies  for 
assisting  two-parent  families;  the  wage  rates  of  individuals 
placed  in  jobs;  the  approaches  that  are  most  effective  in  meet- 
ing the  needs  of  specific  groups  and  types  of  participants;  and 
the  effect  of  targeting  on  families  that  include  children  below 
the  age  of  six.  Also,  the  Secretary  would  be  required  to  provide 
technical  assistance  to  States,  localities,  schools,  and  employers 
who  participate  in  the  program  and  who  need  such  assistance. 

(t)  Reporting  Requirements. — The  Secretary  would  be  re- 
quired to  establish  uniform  reporting  requirements.  At  a  mini- 
mum, this  must  include:  average  monthly  number  of  families 
assisted,  types  of  families,  amounts  spent  per  family,  and 
length  of  participation.  This  information  would  be  required  to 
be  reported  for  each  of  the  services  provided  under  NETWork. 

(2)  Related  Substantive  Amendments. — 

(a)  Federal  Financial  Participation.— The  bill  would  provide 
a  65  percent  Federal  match  for  NETWork  education  and  train- 
ing costs  as  part  of  the  Title  IV-A  entitlement.  The  basic  Fed- 
eral AFDC  administrative  match  would  remain  at  50  percent. 
NETWork  administrative  costs  would  also  be  reimbursed  with 
50  percent  Federal  funds. 

(b)  100  Hour  Rule  Demonstration  Projects. — Five  State/local 
demonstration  projects  would  test  the  elimination  of  the  "100 
hour  rule."  Under  current  law,  two-parent  families  become  in- 
eligible for  AFDC  when  the  principal  earner  works  more  than 
100  hours  per  month. 

(c)  Early  Childhood  Development  Demonstrations. — Demon- 
stration projects  targeted  at  IV-A  children  would  test  financial 
incentives,  and  interdisciplinary  approaches,  to  reducing  school 
dropouts,  encouraging  skill  development,  and  avoiding  welfare 
dependence. 

(d)  General  Demonstration  Authority. — General  work,  educa- 
tion, and  training  demonstration  authority  under  section  1115 
of  the  Social  Security  Act  would  be  authorized. 

(3)  Effective  Date.— The  NETWork  program  would  take  effect 
on  October  1,  1989.  States  could  elect  to  participate  in  NETWork  at 
any  time  after  proposed  regulations  have  been  issued. 

Part  2— Day  Care,  Transportation  and  Other  Work-Related 

Expenses 

(1)  Payment  of  Day  Care,  Transportation  and  Other  Work- 
Related  Expenses. — 

(a)  Day  Care  Expenses  of  AFDC/FSP  Recipients. — Reimburse- 
ment of  day  care  expenses  would  be  authorized  under  Title  IV- 
A  of  the  Social  Security  Act  and  would  be  available  to  recipi- 
ents in  school,  training  or  work.  States  would  be  given  flexibil- 
ity to  determine  the  delivery  mechanism  and  could  provide  day 
care  services  by  contract,  certificate  or  disregard  of  actual  ex- 
penses. States  electing  the  disregard  approach  would  be  re- 
quired to  deduct  day  care  last  after  other  disregards  have  been 
applied.  Whenever  possible,  day  care  services  would  be  avail- 
able prospectively  to  recipients  who  are  about  to  begin  work, 
training  or  school. 
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Federal  reimbursement  of  the  day  care  costs  for  AFDC/FSP 
recipients  and  for  transition  day  care  subsidies  would  be  limit- 
ed to  actual  costs  up  to  $175  per  month  per  child  age  two  (2) 
and  older  and  $200  per  month  per  child  under  the  age  of  two 
(2).  The  Federal  share  would  be  determined  using  the  AFDC/ 
FSP  benefit  matching  formula.  States  could  supplement  these 
amounts  with  State  dollars. 

Funds  expended  for  child  care  services  to  individuals  caring 
for  more  than  two  children  at  one  time  would  be  required  to 
meet  standards  set  by  the  State  which,  at  a  minimum,  ensure 
basic  protections  for  health  and  safety.  In  addition,  day  care 
provided  must  meet  applicable  standards  of  State  and  local 
law. 

(b)  NETWork  Participant  Expenses. — States  would  be  re- 
quired to  pay  up  to  $100  per  month  for  transportation  and 
other  work-related  expenses  of  NETWork  participants.  If  the 
participant  must  travel  100  miles  or  more  to  the  NETWork  as- 
signment, reimbursement  could  be  as  much  as  $200  per  month. 

(c)  Limitations  on  Treatment  of  Day  Care  Expenses. — The 
value  of  any  day  care  provided  or  reimbursed  would  not  be 
treated  as  income  for  any  Federal  needs-based  program  and 
could  not  be  claimed  as  an  employment-related  expense  for 
purposes  of  the  dependent  care  credit. 

(d)  Day  Care  Transition. — Under  Title  IV-A  of  the  Social  Se- 
curity Act,  a  new  day  care  transition  subsidy  would  be  created. 
This  subsidy  would  be  available  to  working  families  for  six 
months  after  leaving  AFDC/FSP.  The  subsidy  would  be  based 
on  need,  according  to  a  sliding  scale  that  considers  the  family's 
ability  to  pay. 

(2)  Development  of  Child  Care  Resources. — 

(a)  Evaluation  of  Child  Care  Resources. — States  would  be  re- 
quired to  assess  regularly  the  availability  and  reliability  of 
child  care  services  and  to  develop  new  child  care  resources  as 
needed.  States  also  would  be  required  to  coordinate  with  other 
child  care  resources  in  the  State. 

(b)  Demonstration  Projects  to  Test  Use  of  the  Food  Stamp  Li- 
censed Vehicle  Rules. — A  five-State,  five-year  test  of  applying 
the  Food  Stamp  program  licensed  vehicle  value  limits  would  be 
authorized.  At  least  one  rural  and  one  urban  State  must  be  se- 
lected. 

(3)  Effective  Date. — The  day  care  policy  would  take  effect  on 
October  1,  1987. 

Part  3 — Real  Work  Incentives 

(1)  Earned  Income  Disregards.— 

(a)  Earned  Income  Tax  Credit. — The  bill  would  require  States 
to  disregard  any  advance  payments  or  refund  of  the  EITC 
when  calculating  AFDC  eligibility  or  benefits. 

(b)  Changes  in  Earned  Income  Disregards. — To  further  en- 
courage work,  the  current  earned  income  disregards  would  be 
replaced.  For  recipients,  the  first  $100  of  earnings  plus  25  per- 
cent of  remaining  earnings  would  be  disregarded.  The  disre- 
gards would  not  be  time-limited  and  the  $100  deduction  would 
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be  adjusted  for  inflation  annually.  The  current  State  option  to 
disregard  Job  Training  Partnership  Act  income  would  be  re- 
tained and  would  apply  to  minor  parents  as  well  as  dependent 
children. 

(c)  Optional  State  Disregard  Increases. — The  bill  would 
permit  the  State  to  increase  the  disregards  so  long  as  the  fami- 
ly's gross  income  is  under  185  percent  of  the  State  standard  of 
need. 

(d)  Adjustment  of  Standard  Deduction. — The  bill  would  re- 
quire that  the  $100  standard  deduction  be  adjusted  annually 
for  changes  in  the  cost  of  living. 

(2)  Effective  Date. — The  provisions  of  this  title  would  take 
effect  on  October  1,  1988. 

Part  4 — Transitional  Health  Care 

(1)  Medicaid  Eligibility. — Medicaid  eligibility  would  be  extended 
for  six  months  to  working  families  who  leave  AFDC/FSP.  When 
families  leave  AFDC/FSP  with  private  health  insurance,  Medicaid 
is  the  last  payer. 

(2)  Effective  Date. — The  effective  date  for  the  Medicaid  transi- 
tion policy  is  October  1,  1988. 

Part  5— Child  Support  Enforcement  Amendments 

(1)  State  Guidelines  for  Child  Support  Award  Amounts.— 
States  would  be  required  to  use  uniform  guidelines  as  a  rebuttable 
presumption  in  setting  child  support  awards.  The  guidelines  would 
have  to  be  reviewed  every  three  years  and  modified  to  reflect 
changes  in  the  cost  of  living.  States  also  would  be  required  to  pro- 
vide for  the  periodic  review  of  child  support  award  amounts  to 
assure  that  the  order  remains  in  full  compliance  with  the  guide- 
lines. Updating  would  have  to  occur  at  least  every  two  years. 
Notice  would  be  given  to  both  parents. 

(2)  Establishment  of  Paternity.— In  fiscal  year  1989,  States 
would  be  required  to  establish  50  percent  more  paternities  under 
Title  IV-D  of  the  Social  Security  Act  than  were  established  in 
fiscal  year  1986.  In  each  subsequent  year,  paternity  establishments 
are  to  increase  by  15  percent.  States  would  be  required  to  use  blood 
tests  and  a  95  percent  probability  index  from  blood  tests  as  a  rebut- 
table presumption  of  paternity  and  would  be  encouraged  to  estab- 
lish a  simple  voluntary  civil  procedure  for  admitting  paternity  and 
a  civil  procedure  for  establishing  paternity  in  contested  cases. 
States  would  be  permitted,  for  purposes  of  computing  the  cost  effec- 
tiveness ratios,  to  impute  $100  per  month  for  12  months  in  all  cases 
in  which  they  have  established  paternity.  The  bill  also  clarifies  the 
authority  to  establish  paternity  until  a  child  reaches  18  years  of 
age,  which  was  included  in  the  Child  Support  Enforcement  Amend- 
ments of  1984. 

(3)  Visitation  Demonstrations. — Demonstration  projects  would 
be  authorized  to  determine  the  magnitude  of  the  visitation  and  cus- 
tody problem  and  to  test  solutions.  Demonstration  projects  could 
not  allow  the  child  support  payment  to  be  withheld  pending  visita- 
tion. 
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(4)  Child  Support  Disregard  Clarification. — Clarifies  that 
States  are  required  to  pay  to  the  family  $50  of  child  support  pay- 
ments whenever  the  absent  parent  makes  a  timely  payment.  This 
policy  applies  to  all  families  applying  for  or  receiving  AFDC/FSP. 

(5)  Time  Frames  for  State  CSE  Responses. — The  Department  of 
Health  and  Human  Services  would  be  required  to  establish  limits 
governing  how  much  time  may  elapse  between  application  and  the 
onset  of  action  with  respect  to  requests  to  establish  paternity, 
locate  a  missing  parent,  establish  an  order,  or  enforce  an  order. 
Also,  the  Department  would  be  required  to  collect  data  on  the 
number  of  requests  for  the  various  child  support  enforcement  serv- 
ices. 

(6)  Mandatory  Automatic  Tracking  and  Monitoring. — By  Oc- 
tober 1,  1992,  States  would  be  required  to  have  an  operational  auto- 
matic data  processing  system.  The  90  percent  Federal  match  for 
these  purposes  would  be  eliminated  on  that  date. 

(7)  Treatment  of  Interstate  Funds. — The  costs  of  interstate  en- 
forcement demonstrations  would  not  be  included  in  computing 
State  incentive  payments. 

(8)  Child  Support  Administrative  Match  and  Presumptive 
Wage  Withholding. — Six  months  after  the  date  of  enactment,  the 
Federal  child  support  matching  rate  would  be  reduced  to  66  per- 
cent for  States  that  are  not  in  compliance  with  the  Child  Support 
Enforcement  Amendments  of  1984.  This  penalty  is  in  addition  to 
penalties  in  current  law.  For  States  that  have  enacted  and  use  an 
automatic  wage  withholding  system  and  are  in  compliance  with  the 
1984  amendments,  the  Federal  matching  rate  would  be  permanent- 
ly set  at  70  percent. 

(9)  Commission  on  Interstate  Enforcement. — An  interstate 
commission  would  be  established  to  examine  the  problems  of  inter- 
state child  support  establishment  and  enforcement  and  to  develop 
a  new  model  interstate  law. 

(10)  Study  of  Child  Raising  Costs. — A  study  would  be  conducted 
on  the  costs  of  raising  children  including  the  patterns  of  expendi- 
tures on  children  in  two-parent  families,  in  single-parent  families 
following  divorce  and  in  single-parent  families  in  which  parents 
were  never  married. 

(11)  Demonstration  Projects  To  Test  Voluntary  Work,  Edu- 
cation and  Training  for  Fathers  Who  Are  Unable  to  Pay 
Child  Support. — Demonstration  projects  would  be  authorized  to 
test  whether  noncustodial  parents  who  cannot  pay  child  support 
can  be  encouraged  to  participate  in  work,  education  and  training 
programs. 

(12)  Access  to  DOL-Funded  Quarterly  Cross  Match  System.— 
The  Federal  Parent  Locator  Service  (FPLS)  and  the  State  child  sup- 
port agencies  would  be  given  access  to  the  INTERNET  system 
funded  by  the  Department  of  Labor.  The  system  contains  informa- 
tion on  place  of  employment,  social  security  number,  and  addresses 
of  employees  that  is  currently  used  in  the  unemployment  compen- 
sation system. 

(13)  Effective  Date. — In  general,  the  provisions  of  this  title 
would  be  effective  on  October  1,  1988. 
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Part  6 — Pro-Family  Welfare  Policies 

(1)  Mandatory  AFDC-UP. — Beginning  on  January  1,  1990,  all 
States  would  be  required  to  implement  the  AFDC-Unemployed 
Parent  program.  Under  this  program,  two-parent  families  in  which 
the  principal  earner  is  unemployed  may  qualify  for  AFDC/FSP 
benefits. 

(2)  Special  Provisions  for  Families  Headed  by  Minor  Par- 
ents.— States  would  be  required  to  provide  case  management  serv- 
ices for  minor  parent  families.  Minor  parents  generally  would  be 
required  to  live  at  home  with  their  parent(s)  or  in  other  supportive 
living  arrangements  in  order  to  qualify  for  AFDC/FSP.  For  those 
living  at  home,  the  current  rule,  which  requires  States  to  consider 
the  income  and  circumstances  of  the  parent  of  a  minor  child  when 
determining  eligibility  (if  the  minor  is  living  with  her  parent(s)), 
would  be  repealed.  States  would  be  permitted  to  require  school  at- 
tendance by  the  minor  parent  and  require  that  the  parent  partici- 
pate in  training  in  parenting  and  family  living  skills,  including  nu- 
trition and  health  education  if  day  care  is  guaranteed  and  partici- 
pation is  part-time. 

Part  7 — Benefit  Improvements 

(1)  Annual  Evaluation  of  Need  and  Payment  Standards. — 
Each  State  would  be  required  to  re-evaluate  its  AFDC/FSP  need 
and  payment  standards  annually  and  report  the  results  of  this 
evaluation  to  the  Secretary  of  Health  and  Human  Services  and  the 
public. 

(2)  Enhanced  Federal  Match  for  Benefit  Improvements. — Be- 
ginning on  October  1,  1988,  States  would  receive  a  higher  Federal 
match  for  AFDC/FSP  benefit  increases.  To  accomplish  this,  the 
Federal  match  would  be  increased  by  25  percent  for  any  AFDC/ 
FSP  benefit  increases.  States  would  be  prohibited  from  lowering 
benefits  below  the  current  nominal  level.  A  study  of  the  implemen- 
tation and  effect  of  this  provision  would  be  required  3  and  5  years 
after  enactment. 

(3)  Study  of  Minimum  Benefit  Proposals.— The  National  Acad- 
emy of  Sciences  would  study  alternative  minimum  benefit  propos- 
als, including  a  family  living  standard,  weighted  national  median 
income,  State  median  income  and  the  poverty  level. 

Part  8— Miscellaneous  Provisions 

(1)  AFDC-Food  Stamp  Coordination.— A  commission  would  be 
established  to  study  and  make  recommendations  on  AFDC-food 
stamp  coordination. 

(2)  Uniform  Reporting  Requirements. — Standard  reporting  re- 
quirements would  be  established  for  this  act  and  for  the  social  serv- 
ices block  grant  authorized  under  Title  XX  of  the  Social  Security 
Act. 

(3)  State  Reports  on  Expenditure  and  Use  of  Social  Service 
Funds. — Each  State  would  be  required  to  prepare  reports  on  the 
activities  carried  out  with  funds  available  under  Title  XX  of  the 
act. 
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(4)  Evaluation  of  Employment,  Training,  and  Work  Pro- 
grams.— An  interagency  panel  to  evaluate  employment  and  train- 
ing activities  and  demonstrations  would  be  established  under  the 
Secretary.  Panel  representatives  would  be  from  the  General  Ac- 
counting Office,  Congressional  Research  Service,  Congressional 
Budget  Office,  and  the  Office  of  Management  and  Budget. 

(5)  Demonstration  Projects  on  Housing  the  Homeless. — Dem- 
onstration projects  would  be  authorized  to  test  whether  emergency 
assistance  payments  to  homeless  families  can  be  reduced  through 
the  construction  or  renovation  of  permanent  housing. 

(6)  New  York  State  Child  Support  Demonstration  Project. — 
The  Secretary  of  Health  and  Human  Services  would  be  authorized 
to  permit  the  State  of  New  York  to  test  a  child  support  demonstra- 
tion program  as  an  alternative  to  the  existing  public  assistance 
system. 

(7)  Demonstration  of  Family  Independence  Program  in  State 
of  Washington. — The  Secretary  of  Health  and  Human  Services 
would  be  authorized  to  grant  waivers  for  the  State  of  Washington 
to  carry  out  its  Family  Independence  Program. 

(8)  Include  American  Samoa  in  AFDC/FSP  Program. — The 
AFDC  progam  would  be  extended  to  American  Samoa  to  the  same 
extent  and  under  the  same  conditions  that  AFDC  is  available  to 
the  territories  and  the  Commonwealth  of  Puerto  Rico.  Funds  would 
be  limited  to  $1  million  per  year. 

(9)  Sanction  for  Failure  To  Complete  Treatment  for  Drug  or 
Alcohol  Abuse. — Upon  notice  from  a  treatment  program,  benefits 
for  any  AFDC/FSP  recipient  who  refuses  to  participate  in,  and 
complete,  a  drug  or  alcohol  abuse  treatment  program  would  be  ter- 
minated. 

(10)  Study  of  Housing  Problems. — An  interagency  working 
group  staffed  by  the  Department  of  Health  and  Human  Services 
and  the  Department  of  Housing  and  Urban  Development  would 
report  to  Congress  the  results  of  a  study  of  housing  problems  expe- 
rienced by  AFDC  recipients,  particularly  transient  families.  Data 
on  the  number  of  evictions,  the  available  housing  stock  and  suc- 
cessful innovative  programs  would  be  included.  The  study  would  be 
due  within  six  (6)  months  after  the  date  of  enactment  and  would 
include  recommendations  for  action. 

(11)  Increased  Funds  for  the  Territories.— The  ceiling  on 
funds  to  the  Commonwealth  of  Puerto  Rico,  Guam  and  the  Virgin 
Islands  would  be  permanently  increased  by  $10  million.  The  funds 
would  be  distributed  as  follows:  Commonwealth  of  Puerto  Rico, 
$9.27  million;  Guam,  $425,000;  and  Virgin  Islands  $309,000.  In  addi- 
tion, a  study  would  be  conducted  to  identify  ways  to  correct  the  ob- 
vious imbalances  that  exist  among  the  territories,  and  between  the 
territories  and  the  States. 

Subtitle  C — Provisions  Relating  to  Public  Assistance  and 
Unemployment  Compensation 

Part  1 — Miscellaneous  SSI  and  AFDC  Amendments 

(1)  Permanent  Extension  of  Disregard  on  Nonprofit  Organi- 
zation's In-Kind  Assistance  to  AFDC  and  SSI  Recipients. — Per- 
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manently  extends  the  current  law  authority  to  disregard  need- 
based  in-kind  assistance  provided  by  a  non-profit  organization.  The 
disregards  are  scheduled  to  expire  on  September  30,  1987. 

(2)  Fraud  Control  Under  AFDC  Program. — Permits  States  to 
receive  75  percent  Federal  funding  for  fraud  control  activities 
under  terms  and  conditions  that  are  similar  to  those  in  place  for 
the  Food  Stamp  program. 

(3)  Exclusion  of  Real  Property  When  It  Cannot  Be  Sold  — 
Prohibits  counting  as  a  resource  real  property  owned  by  an  SSI  re- 
cipient if  it  cannot  be  sold.  This  policy  would  apply  if  the  property 
were  jointly  owned  (and  its  sale  would  cause  undue  harship  for  the 
other  owners),  the  sale  is  barred  for  a  legal  impediment,  or  the 
owners'  reasonable  efforts  to  sell  it  have  been  unsuccessful. 

(4)  Adjustment  of  Penalty  Where  Asset  Is  Transferred  for 
Less  Than  Fair  Market  Value— The  2-year  delay  in  eligibility 
due  to  transfer  of  assets  would  not  apply  until  the  uncompensated 
value  of  the  resources  exceeds  $3,000.  Under  current  law,  a  2-year 
delay  in  eligibility  is  applied  when  resources  are  given  away  to 
reduce  the  individual's  resources  to  less  than  the  SSI  limit. 

(5)  Exclusion  of  Interest  on  Burial  Accounts. — Excludes  in- 
terest earned  on  the  entire  value  of  a  separately  identifiable  burial 
account  owned  by  an  SSI  recipient,  regardless  of  the  individual's 
other  resources. 

(6)  Disregard  of  Certain  Welfare  Benefits  Under  SSI  Retro- 
spective Accounting. — Prohibits  AFDC  benefits  received  in 
months  immediately  prior  to  applying  for  SSI  from  being  counted 
as  current  income  in  the  SSI  program. 

(7)  Technical  Amendment  Relating  to  1986  Amendment  Con- 
cerning the  Treatment  of  Certain  Couples  in  Medical  Institu- 
tions.— Permits  States  to  apply  the  special  rule  regarding  SSI  cou- 
ples residing  in  a  medical  institution  if  the  individuals  live  in  the 
same  medical  institution,  not  just  when  they  are  living  in  the  same 
room. 

(8)  Extension  of  Deadline  for  Disabled  Widows  To  Apply  for 
Medicaid  Protection  Under  1984  Amendments. — Extends,  until 
July  1,  1988,  the  deadline  for  low-income  widows  and  widowers, 
who  lost  eligibility  for  SSI  because  of  the  1984  Social  Security  law's 
disability  benefit  increase,  to  apply  for  protection  against  loss  of 
Medicaid  eligibility. 

(9)  Increased  Emergency  Advance  Payments  for  Presumptive- 
ly Eligible  Individuals. — Increases  the  amount  of  emergency  ad- 
vance payments  that  can  be  paid  to  a  presumptively  eligible  SSI 
applicant  or  recipient.  The  maximum  amount  would  be  the  regular 
monthly  SSI  benefit  amount  plus  any  State  supplementary  pay- 
ment. Under  current  law,  the  maximum  amount  is  $100. 

(10)  Modification  of  Interim  Assistance  Reimbursement  Pro- 
gram.— Authorizes  interim  assistance  reimbursement  to  a  State 
when  it  has  provided  cash  assistance  in  cases  of  erroneous  inter- 
ruption of  SSI  benefits  or  cases  of  lost  or  stolen  checks. 

(11)  Special  Notice  to  Blind  Recipients.— Requires  that  the 
Social  Security  Administration  provide  blind  applicants  and  recipi- 
ents with  the  option  to  receive  notices,  normally  provided  in  writ- 
ing, by  phone  or  another  form. 
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(12)  Technical  Amendments  Relating  to  Rehabilitation  Serv- 
ices for  the  Blind. — Permits  blind  SSI  recipients,  as  is  now  the 
case  for  disabled  recipients,  to  continue  to  receive  vocational  reha- 
bilitation services  under  the  SSI  program  even  if  there  is  an  im- 
provement in  their  medical  condition  that  results  in  their  no 
longer  qualifying  for  SSI. 

(13)  Extension  From  3  to  12  Months  of  the  Length  of  Time 
That  an  Individual  in  a  Public  Emergency  Shelter  Can  be  Eli- 
gibile  for  SSI. — Allows  SSI  benefits  for  up  to  12  consecutive 
months,  instead  of  the  current  three  months,  for  otherwise  eligible 
individuals  in  a  public  emergency  shelter. 

(14)  Exclusion  of  Underpayments  From  Resources. — Provides 
that,  for  the  two-year  period  beginning  January  1,  1987,  retroactive 
SSI  and  social  security  payments  would  be  disregarded  as  a  re- 
source for  12  months.  Under  current  law  such  payments  are  disre- 
garded for  6  months. 

(15)  Continuation  of  Full  Benefit  Standard  for  Individuals 
Temporarily  Institutionalized. — Provides  that  any  SSI  recipient 
without  non-SSI  income  who  enters  a  Medicaid  or  public  institu- 
tion would  not  have  their  benefits  reduced  to  the  $25-per-month 
standard  (or  terminated  in  the  case  of  a  public  institution)  if  their 
stay  is  expected  to  be  of  a  temporary  nature  and  they  need  to 
maintain  a  living  arrangement  to  return  to  after  release.  Full  ben- 
efits, including  State  supplementation,  would  continue  for  up  to 
three  months. 

(16)  Retention  of  Medicaid  When  SSI  Benefits  Are  Lost  Upon 
Entitlement  to  Early  Widow's  or  Widower's  Insurance  Bene- 
fits.— Provides  that  an  individual  who  would  otherwise  qualify  for 
SSI  (on  the  basis  of  disability  or  blindness),  but  beginning  at  age  60 
qualifies  for  social  security  early  aged  widow's  or  widower's  bene- 
fits (and  as  a  result  loses  eligibility  for  SSI),  would  be  deemed  to  be 
an  SSI  recipient  for  purposes  of  eligibility  for  Medicaid.  These  indi- 
viduals do  not  generally  qualify  for  Medicare  until  they  reach  age 
65. 

(17)  Demonstration  Program  To  Assist  Homeless  Individ- 
uals.— Authorizes  the  expenditure  of  $3.75  million  for  a  total  of  10 
demonstration  projects  in  fiscal  years  1988  and  1989  for  specialized 
outreach  efforts  to  the  homeless  under  the  SSI  program.  Under  the 
program,  SSI  outreach  and  eligibility  teams  would  be  established 
and  would  consist  of  social  service  workers,  disability  examiners 
and  SSI  claims  representatives.  Outreach  would  be  targeted  to 
homeless  individuals,  particularly  those  who  are  mentally  im- 
paired, who  are  otherwise  eligible  for  SSI. 

(18)  Eligibility  Requirements  for  Certain  Aliens  Under  SSI 
Program. — Restricts  the  eligibility  of  certain  aliens  for  SSI.  Under 
this  provision,  an  alien  for  whom  an  organization  executed  an  affi- 
davit of  support  or  similar  agreement  would  be  ineligible  for  SSI 
benefits  for  a  period  of  three  years  following  the  alien's  entry  into 
the  United  States.  This  is  similar  to  existing  policy  in  the  AFDC 
program. 

(19)  Assistance  to  Homeless  AFDC  Families. — Prohibits  the  De- 
partment of  Health  and  Human  Services  from  issuing  regulations 
restricting  the  AFDC  emergency  assistance  program  or  State  au- 
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thority  to  determine  "special  needs"  payments  for  AFDC  families. 
Also  authorizes  a  homelessness  prevention  demonstration  project. 

Part  2— Foster  Care  and  Child  Welfare  Amendments 

(1)  Permanent  Extension  of  Federal  Funding  for  Voluntari- 
ly Placed  Foster  Care  Children. — Permanently  extends  the  au- 
thority for  Federal  matching  funds  for  voluntarily-placed  foster 
care  children  under  the  same  terms  and  conditions  as  apply  under 
current  law. 

(2)  Two- Year  Extension  of  Foster  Care  Ceiling  and  of  Au- 
thority To  Transfer  Foster  Care  Funds  to  Child  Welfare  Serv- 
ices.— Extends  the  foster  care  ceilings  and  transfer  authority,  in 
current  law,  for  two  years,  through  September  30,  1989. 

(3)  Mother/Infant  Foster  Care  Programs. — Requires  that  the 
cost  of  care  of  the  infant  child  of  a  Title  IV-E  eligible  foster  child 
be  included  in  the  foster  care  payment  on  bahalf  of  the  mother  as 
if  the  infant  was  also  eligible  for  foster  care. 

Part  3— Child  Support  Enforcement  Amendments 

(1)  Continuation  of  Child  Support  Enforcement  Services  to 
Families  No  Longer  Receiving  AFDC. — Clarifies  that  families 
that  leave  AFDC  are  to  receive  the  full  range  of  CSE  services. 

(2)  Child  Support  Enforcement  Services  Required  for  Cer- 
tain Families  Receiving  Medicaid. — Requires  that  CSE  services 
be  extended  to  single-parent  families  who  are  receiving  Medicaid 
but  not  AFDC. 

Part  4 — Unemployment  Compensation  Amendments 

(1)  Determination  of  Amount  of  Federal  Share  With  Respect 
to  Certain  Extended  Benefits  Payments. — Changes  the  effective 
date  of  the  work  search  requirement,  for  purposes  of  determining 
the  Federal  matching  grant  only,  from  weeks  of  unemployment  be- 
ginning after  March  31,  1981,  to  October  31,  1981,  in  which  case 
the  effective  date  would  be  for  weeks  of  unemployment  beginning 
after  October  31,  1982. 

(2)  Demonstration  Program  To  Provide  Self-Employment  Al- 
lowances for  Eligible  Individuals. — Authorizes  three  demonstra- 
tion projects  in  which  a  limited  number  of  Unemployment  Com- 
pensation recipients  who  are  expected  to  be  long-term  beneficiaries, 
would  be  encouraged  to  start  their  own  businesses.  Participants  in 
the  demonstration  would  be  exempt  from  the  work  search  require- 
ments. Participating  States  would  be  required  to  demonstrate,  to 
the  satisfaction  of  the  Secretary  of  Labor,  that  the  demonstration 
would  result  in  no  added  cost  to  the  Federal  or  State  unemploy- 
ment insurance  trust  funds.  Participating  States  also  would  be  re- 
quired to  pay  all  administrative  costs  for  the  project  and  would 
repay  the  trust  funds  if  the  annual  evaluation  showed  that  an  in- 
creased cost  occurred. 

(3)  Extension  of  Portion  of  FUTA  Due  To  Expire  After 
1987. — Extends  the  0.2  percentage  point  surtax  for  3  years.  Half  of 
the  additional  revenue  would  flow  into  the  Extended  Unemploy- 
ment Compensation  Account;  the  remainder  would  go  into  the  Fed- 
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eral  Unemployment  Account.  The  ceilings  on  these  accounts  would 
be  raised  and  interest  would  be  charged  on  any  new  loans  to  the 
accounts. 

Subtitle  D— Medicare  Program 

Part  1 — Provisions  Relating  to  Part  A  of  the  Medicare 

Program 

subpart  a — payment  for  hospital  services 

(1)  Hospital  Prospective  Payment  Rates. — All  prospective  pay- 
ment system  (PPS)  hospitals  would  receive  a  basic  update  of  ap- 
proximately 1  percent  in  fiscal  year  1988,  market  basket  minus  4.2 
percent  in  fiscal  year  1989,  and  market  basket  minus  1.7  percent  in 
fiscal  year  1990. 

Payments  to  hospitals  in  urban  areas  with  a  population  greater 
than  1  million,  and  in  rural  areas,  would  receive  an  update  of  an 
additional  1  percent  during  each  of  the  next  3  fiscal  years. 

Payments  to  all  hospitals  in  each  State  would  be  adjusted  to  take 
into  account  State-by-State  variations  in  nonlabor  costs  incurred  by 
hospitals.  The  existing  wage  index  would  be  used  as  a  proxy  for  a 
nonlabor  index  for  the  next  3  fiscal  years.  Gains  and  losses  from 
application  of  the  proxy  index  would  be  capped  so  that  no  hospi- 
tal's payments  would  increase  or  decrease  more  than  1  percent. 
The  Secretary  of  Health  and  Human  Services  (the  Secretary)  would 
be  directed  to  develop  a  true  input  price  index  which  would  be  im- 
plemented by  regulation  in  fiscal  year  1991. 

The  existing  15  percent  limit  on  the  disproportionate  share  ad- 
justment would  be  removed.  The  indirect  teaching  adjustment 
would  be  reduced  to  approximately  7.95  percent  for  each  0.1  per- 
cent of  the  hospital's  intern  and  resident  to  bed  ratio. 

PPS-exempt  providers  would  receive  an  update  set  at  the  rate  of 
increase  in  the  market  basket  index  minus  2  percent  in  fiscal  year 
1988  and  the  rate  of  increase  in  the  market  basket  index  thereaf- 
ter. 

(2)  Rural  Hospitals. — Rural  hospitals  would,  as  indicated  above, 
receive  an  update  of  an  additional  1  percent  during  each  of  the 
next  3  fiscal  years. 

The  current  swing  bed  program  would  be  expanded  to  rural  hos- 
pitals with  up  to  100  beds.  Hospitals  which  are  either  designated 
sole  community  providers  or  which  meet  the  criteria  for  sole  com- 
munity provider  designation  would  be  eligible  to  receive  the 
volume  adjustment  if  they  experienced  a  drop  in  volume  greater 
than  5  percent  due  to  circumstances  beyond  the  hospital's  control. 
Rural  hospitals  with  more  than  275  beds  would  be  designated  as 
rural  referral  centers. 

The  Secretary  would  be  directed  to  revise  the  definition  of  urban 
area  to  include  certain  rural  counties  from  which  more  than  15 
percent  of  the  population  commutes  to  an  urban  area  or  areas.  In 
addition,  upon  application  by  a  rural  hospital  which  is  located  in  a 
county  adjacent  to  an  urban  area  or  areas,  the  Secretary  would  be 
required  to  adjust  the  labor  portion  of  the  hospital's  PPS  payment 
using  the  wage  index  weight  of  the  adjacent  urban  area. 
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The  Secretary  would  be  directed  to  update  the  wage  information 
used  to  establish  area  wage  indices  on  a  regular  basis  and  would  be 
directed  to  include  data  on  the  wages  and  hours  of  employment  for 
hospital  occupational  categories. 

The  Secretary  would  be  required  to  report  to  Congress  on  the  cri- 
teria used  to  classify  rural  referral  centers  and  on  the  appropriate- 
ness of  paying  rural  referral  centers  at  a  rate  other  than  the  urban 
rate.  Appropriations  would  be  authorized  for  grants  to  isolated  and 
financially  distressed  rural  sole  community  hospitals  in  order  to 
demonstrate  innovative  ways  to  improve  rural  health  care  delivery. 

(3)  Payments  for  Capital-Related  Costs. — Capital-related  pay- 
ment amounts  would  be  reduced  by  8.5  percent  in  fiscal  year  1988, 
10  percent  in  fiscal  year  1989,  and  10  percent  in  fiscal  year  1990. 
Sole  community  hospitals  would  continue  to  be  exempt  from  the  re- 
ductions. Capital-related  costs  would  be  excluded  from  the  prospec- 
tive payment  system  (PPS)  until  September  30,  1991.  The  Secretary 
would  be  directed  to  include  capital-related  costs  into  PPS  for  hos- 
pital cost  reporting  periods  beginning  on  or  after  October  1,  1991. 
In  doing  so,  the  Secretary  could  initiate  a  transition  to  inclusion  of 
capital-related  costs  in  PPS.  If  the  Secretary  does  not  so  act,  no 
capital  payments  would  be  made  after  October  1,  1991. 

(4)  Hospital  Reporting.— The  Secretary  would  be  directed  to  de- 
velop a  new  reporting  system  for  hospitals  to  replace  the  existing 
Medicare  cost  reporting  system,  effective  for  accounting  periods  be- 
ginning in  fiscal  year  1989. 

(5)  Payment  Threshold  for  Prospective  Payment  for  Skilled 
Nursing  Facilities  (SNFs). — Effective  for  cost  reporting  periods 
beginning  on  or  after  October  1,  1989,  the  threshold  for  the  option- 
al prospective  payment  rate  for  SNFs  would  be  raised  to  up  to 
2,500  days  of  care  per  year  to  Medicare  patients  in  the  preceding 
year. 

(6)  Miscellaneous  Part  A  Provisions. — 

(a)  Responsibilities  of  Hospitals  in  Emergency  Cases. — The 
limit  on  the  civil  monetary  penalty  would  be  increased  from 
$25,000  to  $50,000  per  violation.  The  Inspector  General  would 
be  given  authority  to  exclude  a  hospital  from  participation  in 
the  Medicare  program  if  there  was  a  final  determination  by 
the  Secretary  to  impose  a  civil  monetary  penalty. 

(b)  Clarification  of  Section  1886(c)  State  Waiver  Authority. — 
Clarifies  that  the  entity  which  received  a  waiver  for  a  state- 
wide hospital  reimbursement  control  system,  whether  or  not  it 
is  a  State  government,  may  make  a  request  regarding  the  basis 
on  which  the  judgment  of  effectiveness  is  made  with  respect  to 
the  State  system.  This  amendment  is  effective  with  cost  report- 
ing periods  beginning  on  or  after  October  1,  1983,  as  in  present 
law. 

(c)  Clarification  of  Section  1814(b)  State  Waiver  Authority. — 
In  measuring  the  effectiveness  of  an  alternative  reimburse- 
ment system,  the  Secretary  would  compare  the  rate  of  increase 
in  costs  per  admission  from  October  1,  1983,  to  the  end  of  the 
most  recent  period  for  which  annual  data  are  available  for  hos- 
pitals under  the  alternative  system,  to  the  rate  of  increase  in 
such  costs  for  all  hospitals  in  the  United  States  during  the 
same  period. 
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(d)  Continuation  of  Bad  Debt  Payments  to  PPS  Hospitals. — 
The  Secretary  would  continue  payments  for  Medicare  bad  debt 
payments  as  under  current  policy. 

(e)  Hospital  Outlier  Payments. — The  Secretary's  proposed 
regulations  on  hospital  outlier  payments  (additional  payments 
paid  to  hospitals  for  atypical  cases  which  have  either  extreme- 
ly long  lengths  of  stay  or  extremely  high  costs  compared  to 
most  discharges  classified  in  the  same  DRG)  would  be  delayed 
1  year,  until  September  30,  1988.  Outlier  payments — additional 
payments  paid  to  hospitals  for  atypical  cases  which  have  either 
extremely  long  lengths  of  stay  (day  outliers)  or  extremely  high 
costs  (cost  outliers)  compared  to  most  discharges  classified  in 
the  same  diagnosis  related  group  (DRG) — for  the  burn  DRGs 
would  be  increased  to  90  percent  of  cost  for  cost  outliers  or  90 
percent  of  the  appropriate  per  diem  for  day  outliers.  This  level 
of  payment  would  continue  until  October  1,  1989,  by  which 
time  the  Secretary  would  be  directed  to  develop  adjustments  to 
PPS  payments  to  assure  adequate  reimbursement.  The  Pro- 
spective Payment  Assessment  Commission  would  be  required 
to  conduct  a  study  of  hospital  outlier  payments. 

(f)  Clarification  of  the  Omnibus  Budget  Reconciliation  Act  of 
1986  (OBRA)  Miscellaneous  Accounting  Provision. — Hospitals 
which  have  13  accounting  periods  of  4  weeks,  in  States  with 
waivers,  each  would  have  section  5(a)  of  the  Emergency  Exten- 
sion Act  apply  to  maintain  the  same  DRG  blend  during  the  ex- 
tension period  as  the  hospital  had  on  September  27,  1985. 

(g)  Designation  of  Pediatric  Hospitals  as  Heart  Transplant 
Facilities. — The  provision  would  prescribe  the  manner  in 
which  the  Secretary  would  evaluate  certain  pediatric  hospitals 
for  the  purposes  of  designation  as  a  Medicare  heart  transplant 
facility. 

(h)  Connecticut  Hospice. — Connecticut  Hospice  would  be  con- 
sidered to  meet  the  20-percent  limit  on  inpatient  days  as  a  per- 
cent of  total  days  provided  to  Medicare  beneficiaries  if  it  pro- 
vided no  more  than  50  percent  of  its  total  inpatient  days  to 
Medicare  enrollees. 

(i)  Revise  the  Prospective  Payment  Assessment  Commission 
(ProPAC). — The  Director  of  the  Office  of  Technology  Assess- 
ment (OTA)  would  be  required  to  appoint  nationally  recognized 
experts  with  requisite  expertise  to  serve  on  the  Commission. 

(j)  Impact  Analysis  of  Medicare  Part  A  Regulations  on  Rural 
Health  Care. — The  Secretary  would  be  required  in  promulgat- 
ing Notices  of  Proposed  Rule  Making  and  final  regulations  to 
include  an  analysis  of  the  impact  of  the  proposed,  or  final  rule, 
on  health  care  in  rural  hospitals  and  on  small  rural  hospitals. 

(k)  Technical  Part  A  Amendments. — A  number  of  drafting 
errors  in  current  law  would  be  corrected. 

SUBPART  B — NURSING  HOME  REFORM 

(1)  Requirements  for  Skilled  Nursing  Facilities.— In  order  to 
participate  in  the  Medicare  program,  skilled  nursing  facilities 
(SNFs)  would  have  to  meet  several  new  requirements  which  would 
apply  to  all  residents  of  the  facility.  The  major  requirements  would 
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include:  (a)  SNFs  would  be  required  to  conduct  an  assessment  of 
each  resident's  physical,  mental  and  psychosocial  needs  and  devel- 
op a  plan  of  care  to  meet  those  needs  (each  health  care  professional 
participating  in  the  development  of  the  assessment  would  be  ac- 
countable for  the  accuracy  of  his  or  her  part  of  the  assessment);  (b) 
nurse  aides  employed  by  SNFs  who  were  hired  before  or  after  June 
30,  1989,  would  have  to  either  complete  a  State-approved  training 
and  testing  program  (100  hours  of  initial  training)  or  pass  an  ap- 
propriate testing  program  approved  by  the  State;  (c)  SNFs  would  be 
required  to  meet  the  social  service  needs  of  the  resident;  and  (4) 
SNFs  would  be  required  to  protect  a  variety  of  residents'  rights  in- 
cluding access  and  visitation  rights  and  transfer  and  discharge 
rights. 

(2)  Survey  and  Certification  Process.— SNFs  would  be  subject 
to  a  new  two-part  resident-centered,  outcome-oriented  survey  and 
certification  process.  A  standard  survey  would  be  conducted  at 
least  once  every  15  months,  with  a  State  average  not  to  exceed  12 
months.  An  extended  survey  would  be  required  when  the  standard 
survey  indicated  poor  quality  of  care.  The  Secretary  would  be  re- 
quired to  conduct  validation  surveys  to  assess  the  adequacy  of  the 
State  survey  process. 

(3)  Enforcement  Process  for  Skilled  Nursing  Facilities.— If 
the  Federal  Government  or  the  State  found  that  a  SNF  no  longer 
met  a  condition  of  participation  and  further  found  that  the  facili- 
ty's deficiencies  immediately  jeopardized  the  health  or  safety  of  its 
residents,  the  State  would  be  required  to  take  immediate  action  to 
remove  the  jeopardy  and  correct  the  deficiencies  (including  the  ap- 
pointment of  temporary  management)  or  terminate  the  facility's 
participation.  If  the  facility's  deficiencies  did  not  immediately  jeop- 
ardize the  health  or  safety  of  its  residents,  the  Federal  Government 
or  the  State  could  apply  intermediate  sanctions  including:  (1) 
denial  of  payment  for  new  residents,  (2)  assessment  of  monetary 
penalties,  or  (3)  appointment  of  temporary  management.  In  the 
case  of  an  emergency,  the  States  could  also  close  the  facility  and 
transfer  the  residents  to  other  facilities. 

Part  2— Provisions  Relating  to  Parts  A  and  B  of  the  Medicare 

Program 

(1)  Pay  Standards. — The  average  time  period  between  receipt  of 
a  clean  claim  and  payment  by  fiscal  intermediaries  and  carriers 
would  be  21  days  in  fiscal  year  1988  for  Part  A  and  23  days  in 
fiscal  year  1989  and  25  days  in  fiscal  year  1990  for  Parts  A  and  B 
combined.  The  Secretary  would  not  be  permitted  to  adopt  any 
other  policy  which  has  the  effect  of  further  delays  in  payment.  Ap- 
plicable ceilings  for  payment  of  95  percent  of  clean  claims  would  be 
increased  to  30  days  in  each  of  the  next  3  years.  The  requirement 
for  participating  physician  claims  would  be  23  days. 

(2)  Requirements  for  Health  Maintenance  Organizations 
(HMOs)  and  Capitation  Demonstration  Projects. — Strengthens 
provisions  by  which  the  Secretary  is  authorized  to  impose  civil 
monetary  penalties  and/or  intermediate  sanction  for  HMOs  and 
competitive  medical  plans  (CMPs).  The  Secretary  would  be  prohib- 
ited from  conducting  capitation  demonstration  projects  with  enti- 
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ties  other  than  HMOs  which  meet  existing  requirements  involving 
more  than  $15  million  in  Medicare  funds  or  which  involve  a  pay- 
ment higher  than  that  received  by  HMOs  which  contract  with 
Medicare  under  existing  law.  This  provision  would  be  effective 
upon  enactment. 

Blue  Care,  Inc.,  would  be  considered  to  meet  the  50-percent  limit 
on  enrollment  of  Medicare  and  Medicaid  beneficiaries  under  the 
Medicare  program  if  its  member  nonprofit  HMOs  would  meet  the 
50-percent  rule  and  if  not  more  than  20  percent  of  the  individuals 
who  are  members  of  (or  assigned  to)  each  of  the  organizations  are 
Medicare  enrollees. 

Enrollees  of  the  Health  Insurance  Plan  of  Greater  New  York 
(HIP),  who  move  to  Florida  and  enroll  in  the  HlP-affiliated  plan, 
would  not  count  toward  the  Florida  plan's  50/50  requirement. 

(3)  Miscellaneous  Part  A  and  Part  B  Provisions. — 

(a)  Criminal  Penalties  for  Willful  Misrepresentations. — Adds 
to  the  list  of  officers  those  which  can  be  held  criminally  liable 
for  willful  misrepresentations  in  an  attempt  to  qualify  for  Med- 
icare payments. 

(b)  Require  Publication  of  Intermediary/Carrier  Contract 
Methodology. — The  Secretary  would  be  required  to  publish  in 
the  Federal  Register  the  standards  and  criteria  used  to  estab- 
lish Medicare  fiscal  intermediary  and  carrier  budgets. 

(c)  Extend  and  Clarify  Prohibition  on  Cost  Savings  Policies 
Before  the  Beginning  of  the  Fiscal  Year. — The  Secretary  would 
be  prohibited  from  issuing  any  regulation,  instruction,  or  other 
policy  in  final  form  prior  to  October  15,  1988,  which  is  estimat- 
ed by  the  Secretary  to  result  in  net  reduction  in  expenditures 
during  fiscal  year  1989  of  more  than  $50  million  for  benefits 
covered  under  Medicare. 

(d)  Requirement  of  Timely  Notification. — Fiscal  intermediar- 
ies would  be  required  to  notify  all  Medicare  providers,  whom 
they  service,  in  a  timely  manner,  of  any  new  changes  in  Medi- 
care coverage  and  guidelines  of  general  applicability  which  are 
provided  to  them  by  the  Secretary. 

(e)  Conditions  of  Participation  Regarding  Podiatrists. — Podia- 
trists would  be  defined  as  physicians  with  respect  to  the  func- 
tions they  are  legally  authorized  to  perform  under  State  laws. 

(f)  Technical  Part  A  and  Part  B  Amendments. — A  number  of 
drafting  errors  in  current  law  provisions  added  by  the  Omni- 
bus Budget  Reconciliation  Act  of  1986  (OBRA)  would  be  cor- 
rected. 

Part  3 — Provisions  Relating  to  Part  B  of  the  Medicare 

Program 

(1)  Physician  Payment  Update. — Participating  physicians  would 
receive  a  2-percent  increase  in  prevailing  charges  in  calendar  year 
1988.  Nonparticipating  physicians  would  receive  a  1-percent  in- 
crease in  prevailing  charges.  To  implement  this  provision,  the  Sec- 
retary would  be  required  to  set  prevailing  charges  for  nonpartici- 
pating physicians  at  95  percent  of  the  prevailing  charges  for  par- 
ticipating physicians. 
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(2)  Overpriced  Procedures. — Payments  for  selected  procedures 
would  be  reduced  based  on  recommendations  of  the  Physician  Pay- 
ment Review  Commission  to  Congress  in  June  1987.  The  proce- 
dures are  coronary  artery  bypass  surgery,  total  hip  replacement, 
cataract  surgery,  transurethral  prostatectomy,  suprapubic  prosta- 
tectomy, diagnostic  dilation  and  curettage,  and  carpal  tunnel 
repair. 

Effective  January  1,  1988,  payments  for  these  procedures  would 
be  reduced  by  an  average  of  9.2  percent.  This  would  be  implement- 
ed by  means  of  a  15  percent  reduction  in  prevailing  charge  levels. 
The  prevailing  charge  is  a  maximum  payment  limit.  Physicians 
with  charges  below  the  prevailing  charge  limit  would  be  affected  to 
a  lesser  degree,  if  at  all,  by  the  reduction.  A  floor  would  be  set  at 
80  percent  of  the  weighted  national  average  prevailing  charge  for 
1987  based  on  the  best  available  data.  In  no  instance  would  prevail- 
ing charges  be  reduced  below  this  level. 

Limits  on  actual  charges  would  apply  to  prevent  increases  in  out- 
of-pocket  costs  for  beneficiaries. 

(3)  Limits  on  Payment  for  Ultrasound  and  Lens  Implants  for 
Cataract  Surgery. — Effective  January  1,  1988,  the  prevailing 
charge  for  A-scan  ultrasound  procedures  performed  in  conjunction 
with  cataract  surgery  would  be  limited  to  5  percent  of  the  prevail- 
ing charge  for  cataract  surgery  with  lens  implantation.  Payment 
for  intraoccular  lenses  implanted  during  cataract  surgery  would  be 
limited  to  acquisition  cost  net  of  any  discount,  plus  a  handling  fee 
not  to  exceed  10  percent  of  acquisition  cost. 

(4)  Prohibit  Billing  for  Purchased  Services. — Effective  Janu- 
ary 1,  1989,  no  Medicare  payment  would  be  made  to  a  physician, 
and  physicians  would  be  prohibited  from  billing  Medicare  benefici- 
aries, for  any  diagnostic  test,  unless  the  physician  (or  another  phy- 
sician in  the  same  practice)  performed,  or  supervised,  the  perform- 
ance of  the  test. 

The  Secretary  would  be  required  to  review  and  reduce,  as  appro- 
priate, Medicare  prevailing  charge  levels  for  diagnostic  tests  pur- 
chased from  another  vendor  and  billed  by  physicians,  considering 
the  purchase  price  for  physicians.  This  provision  would  require  the 
Secretary  to  establish  new  prevailing  charge  levels  by  January  1, 
1989. 

(5)  Completion  of  Forms  for  Unassigned  Claims. — Physicians 
who  do  not  accept  assignment  would  be  required  to  complete  the 
standard  Medicare  claim  form  and  submit  the  form  to  the  Medi- 
care carrier  on  behalf  of  the  beneficiary  for  all  services  provided 
after  January  1,  1989. 

(6)  Submission  of  Claims  to  Medicare  Supplemental  ("Medi- 
gap") Insurance  Carriers. — A  simplified  billing  arrangement 
would  be  offered  to  participating  physicians  and  suppliers  to  reduce 
the  need  for  duplicate  billing.  A  beneficiary  could  assign  his  right 
to  payment  under  a  Medigap  policy  to  a  physician  or  supplier  and 
include  the  Medigap  policy  number  on  the  Medicare  claim  form. 
The  Medicare  carrier  would,  in  turn,  forward  claim  information  to 
the  Medigap  insurer.  The  Medigap  insurer  would  then  make  pay- 
ment directly  to  the  physician  or  supplier  based  on  the  submitted 
information.  The  provision  would  be  effective  on  January  1,  1989. 
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(7)  Return  on  Equity  for  Hospital  Out-Patient  Depart- 
ments.— The  Secretary's  authority  to  pay  return  on  equity  to  hos- 
pital out-patient  departments  would  be  eliminated,  effective  Octo- 
ber 1,  1987. 

(8)  Coverage  of  Therapeutic  Footwear  for  Diabetics. — Medi- 
care would  provide  coverage  of  therapeutic  footwear  for  a  Medicare 
beneficiary  with  severe  diabetic  foot  disease  when  the  physician 
has  certified  the  medical  need  for  such  footwear.  Medicare  would 
allow  payment  for  only  one  pair  of  footwear  per  year.  Payment 
would  be  limited  to  80  percent  of  the  reasonable  charge,  up  to  a 
limit  of  $300  for  custom-molded  shoes,  $100  for  extra-depth  shoes, 
and  $50  for  shoe  inserts.  This  provision  would  be  effective  for 
therapeutic  footwear  furnished  on  or  after  January  1,  1988. 

(9)  Prepaid  Community  Nursing  System. — The  Secretary  would 
be  required  to  conduct  a  demonstration  project  involving  at  least 
four  sites  of  a  prepaid  community  nursing  system.  Qualified  provid- 
ers would  be  paid  a  capitated  rate  to  provide  community  nursing 
services.  Community  nursing  services  include  home  health  and  lab 
services.  The  Secretary  would  be  required  to  submit  a  report  to 
Congress  no  later  than  4  years  after  enactment. 

(10)  Physician  Payment  Studies. — The  Secretary  and  the  Physi- 
cian Payment  Review  Commission  would  be  required  to  conduct 
several  studies  regarding  physician  payment  under  the  Medicare 
program.  The  Secretary  would  be  required  to  develop  uniform  defi- 
nitions of  physicians'  services  for  payment  purposes  by  July  1, 
1989.  The  Secretary  would  be  required  to  expand  the  RVS  study  to 
include  several  more  medical  specialties. 

(11)  Miscellaneous  and  Technical  Provisions. — 

(a)  Prompt  Submission  of  Data  by  the  Health  Care  Financing 
Administration  (HCFA). — The  Secretary,  upon  enactment  of 
this  legislation,  would  be  required  to  submit  the  Part  B  Medi- 
care Annual  Data  System  (B-MADS)  for  a  year  to  the  Physi- 
cian Payment  Review  Commission,  the  Congressional  Budget 
Office,  and  the  Congressional  Research  Service  no  later  than  9 
months  after  the  close  of  the  year. 

(b)  Capacity  to  Set  Geographic  Payment  Limits. — The  Secre- 
tary would  be  required  to  develop  the  capability  to  implement 
statewide,  regional  or  national  average  prevailing  charges,  be- 
ginning January  1,  1989. 

(c)  Revise  Maximum  Allowable  Actual  Charge  (MAAC) 
Limits. — To  prevent  unintentional  "rollbacks"  in  charge  limits, 
a  physician  could  submit  documentation  to  show  that  the  phy- 
sician had  an  established  charge  for  the  procedure  either  to 
Medicare  or  non-Medicare  patients  prior  to  June  30,  1984.  If 
the  carrier  agrees,  the  physician's  MAAC  would  be  adjusted. 
The  provision  would  be  effective  January  1,  1988. 

(d)  Appointment  Process  for  Physician  Payment  Review  Com- 
mission (PhysPRC). — The  Director  of  the  Office  of  Technology 
Assessment  (OTA)  would  be  required  to  appoint  nationally  rec- 
ognized experts  with  requisite  expertise  to  serve  on  the 
Commission. 

(e)  Civil  Penalties  for  Unassigned  Lab  Services. — To  ensure 
that  providers  comply  with  the  current  law  requirement  that 
assignment  be  accepted  for  clinical  diagnostic  lab  services,  pro- 


825 


viders  who  knowingly  and  willfully  violate  the  assignment  re- 
quirement on  a  repeated  basis  would  be  subject  to  civil  mone- 
tary penalties  of  up  to  $2,000  and/or  exclusion  from  Medicare, 
effective  January  1,  1988. 

(f)  Moratorium  on  Laboratory  Payment  Demonstration. — The 
moratorium  prohibiting  the  Secretary  from  implementing  its 
proposed  laboratory  competitive  bidding  demonstration  would 
be  extended  for  an  additional  year.  The  Secretary  could  not 
begin  the  demonstration  before  January  1,  1989. 

(g)  Apply  Prompt-Pay  Interest  Requirement  to  Rehabilitation 
Facilities. — Payment  of  interest  to  Comprehensive  Outpatient 
Rehabilitation  Facilities,  rehabilitation  agencies,  and  other 
Part  B  providers  paid  by  intermediaries  would  be  authorized. 

(h)  Comprehensive  Outpatient  Rehabilitation  Facilities 
(CORFs). — The  provision  would  provide  that  CORFs,  certified 
on  or  before  July  1,  1987,  may  provide  physical  therapy,  occu- 
pational therapy,  and  speech  pathology  to  beneficiaries  at  loca- 
tions other  than  their  central  facility.  The  Secretary  would  be 
required  to  report  to  Congress  no  later  than  January  1,  1989, 
on  this  provision. 

Part  4 — Provisions  Relating  to  Peer  Review  Organizations 

(1)  Extend  Period  and  Stagger  Expiration  of  Peer  Review  Or- 
ganization (PRO)  Contracts— The  Secretary  would  be  given  more 
flexibility  with  respect  to  the  duration  of  PRO  contracts  and  could 
contract  expiration  dates. 

(2)  Limit  Liability  for  PRO  Disallowed  Services— Physicians 
would  be  prohibited  from  billing  for  a  service  determined  to  be  of 
substandard  quality  and  hospitals  would  be  prohibited  from  billing 
a  beneficiary  for  the  inpatient  hospital  deductible  for  an  admission 
determined  to  be  unnecessary.  Both  would  be  required  to  make  a 
refund  if  payment  had  been  made  by  the  beneficiary. 

(3)  PRO  Consideration  of  Certain  Factors  in  Review  Crite- 
ria.— PRO  written  norms  and  review  criteria  would  be  required  to 
take  into  account  social  factors  that  affect  the  safety  and  effective- 
ness of  service  delivery.  PROs  also  would  be  required  to  educate 
the  providers  and  practitioners  in  the  area  about  Medicare  cover- 
age standards  and  the  clinical  issues  underlying  its  denial  and 
sanction  deliveries. 

Part  5— State  Health  Insurance  Risk  Pools 

States  would  be  encouraged  to  voluntarily  establish  health  insur- 
ance risk  pools.  A  Federal  tax  equal  to  5  percent  of  gross  wages 
would  be  imposed  on  large  employers  who  fail  to  participate  in  a 
State  health  insurance  risk  pool. 

The  term  "large  employer"  would  include  any  employer,  except 
Federal.  State  or  local  governments,  doing  business  in  the  State, 
with  20  or  more  employees.  The  term  "large  employer"  would  not 
include  churches  or  church  organizations  which  opposed  participa- 
tion in  the  risk  pool  for  religious  reasons. 

To  the  extent  that  there  are  losses  to  the  pool,  they  would  be  as- 
sessed equitably  among  all  participating  employers.  If  the  State 
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does  not  create  a  health  insurance  pool,  there  would  be  no  tax  on 
employers. 

All  residents  of  the  State  would  be  eligible  to  purchase  health  in- 
surance from  the  risk  pool,  if  not  eligible  for  Medicare  or  Medicaid. 
A  risk  pool  would  charge  a  premium  based  upon  the  reasonable  ac- 
tuarial projection  of  anticipated  use  of  health  services  and  ex- 
penses. The  premium  rate  would  be  expected  to  be  self-supporting 
but  in  no  event  could  it  be  higher  than  150  percent  of  the  average 
premium  rates  for  individual  standard  risk  policies  for  comparable 
coverage  sold  in  the  State. 

The  risk  pool  insurance  policies  would  be  required  to  offer  cover- 
age typical  of  large  employer  plans  within  specified  limits.  States' 
health  insurance  risk  pools  could  deny  coverage  for  services  direct- 
ly related  to  abortion. 

Subtitle  E — Customs  User  Fees;  Trade  and  Customs  Agency 
Authorizations 

(1)  Amendments  to  Customs  Service  User  Fee.— 

(a)  Modify  Schedule  8  Exemption. — The  schedule  8  exemp- 
tion would  be  modified  so  that  the  foreign  value  of  item 
806.30/807.00  imports  would  be  subject  to  the  fee  (periodic  re- 
porting would  be  allowed  for  articles  which  are  totally  duty- 
free). 

(b)  Extend  User  Fee. — The  fees  would  be  extended  for  1  addi- 
tional year. 

(c)  Maintain  Original  Fee  Level  for  1  Year. — The  fee  level  of 
0.22  percent  would  be  maintained  for  1  additional  year  at 
which  time  it  would  be  adjusted  to  the  lesser  of  0.22  percent  or 
the  rate  which  would  provide  revenue  approximating  the  ap- 
propriated level  of  Customs'  commercial  operations. 

(d)  Preclude  Collection  of  Annual  Fee  from  Operators  of  For- 
eign Trade  Zones. — A  provision  would  be  added  precluding  the 
Customs  Service  from  collecting  an  annual  fee  from  operators 
of  foreign  trade  zones  and  bonded  warehouses  in  addition  to 
the  per-entry  customs  user  fee. 

(e)  Clarification  that  Services  be  Adequately  Provided. — Clari- 
fies that  customs  services  must  be  '  'adequately  provided"  (in- 
cluding preclearance  operations)  without  additional  charges 
other  than  user  fees. 

(f)  GAO  Study  of  Customs  CES  Program.— A  GAO  study  re- 
lating to  the  Customs  Service's  centralized  inspection  and  ex- 
amination (CES)  procedures  would  be  required. 

(g)  Extension  of  Time  for  Filing  Refund  Requests  for  Certain 
Operators. — An  extension  would  be  made  in  the  time  period  for 
filing  requests  for  refunds  of  user  fees  paid  by  vessel  operators 
who  had  paid  for  10  or  more  entries  before  the  10-trip  ceiling 
on  fees  was  established  in  the  Tax  Reform  Act  of  1986. 

(2)  U.S.  International  Trade  Commission.— Authorizes  appro- 
priations of  $35,386,000  for  fiscal  year  1988,  and  $36,730,000  for 
fiscal  year  1989. 

(3)  U.S.  Customs  Service. — Authorizes  appropriations  of 
$1,081,501,000  for  fiscal  year  1988  and  $1,138,752,000  for  fiscal  year 
1989.  Authorizes  non-commercial  operations  at  a  fiscal  year  1988 
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level  of  $348,192,000  and  $381,819,000  for  fiscal  year  1989.  For  com- 
mercial operations  $615,000,000  is  authorized  for  fiscal  year  1988 
and  $630,865,000  for  fiscal  year  1989.  Further  provides  that 
$118,309,000  is  authorized  for  operations  and  maintenance  of  the 
air  interdiction  program,  with  $126,068,000  for  the  program  in 
fiscal  year  1989. 

(4)  Office  of  the  U.S.  Trade  Representative. — The  bill  author- 
izes appropriations  of  $15,141,000  for  fiscal  year  1988  and 
$15,514,000  for  fiscal  year  1989. 

Subtitle  F — Pension  Funding  Requirements 

(1)  Minimum  Funding  Standard  and  Deductions. — 

(a)  Modifications  of  Minimum  Funding  Standard. — In  order 
to  reduce  the  financial  risk  to  plan  participants  and  the  PBGC, 
the  bill  requires  certain  plans  to  be  funded  more  rapidly,  de- 
pending on  the  funded  status  of  the  plan,  the  liabilities  for 
benefits  that  are  coming  due  in  the  near  future,  and  the  extent 
to  which  the  plan's  funding  status  deteriorates.  The  provisions 
are  generally  effective  with  respect  to  plan  years  beginning 
after  December  31,  1987. 

(b)  Time  for  Making  Contributions. — Under  present  law,  an 
employer  is  treated  as  making  a  contribution  that  satisfies  its 
minimum  funding  requirement  for  a  plan  year  if  the  contribu- 
tion is  made  within  8V2  months  after  the  close  of  the  plan 
year.  In  order  to  ensure  that  plan  contributions  are  made 
before  plan  termination  and  to  provide  an  early  warning  to  the 
PBGC,  the  Internal  Revenue  Service  (IRS),  and  plan  partici- 
pants of  possible  employer  difficulty  in  meeting  its  benefit  obli- 
gations, the  bill  requires  that  contributions  be  made  in  install- 
ments during  the  plan  year  and  that  the  total  contribution  for 
a  plan  year  be  made  within  2V2  months  after  the  end  of  the 
plan  year.  These  provisions  are  generally  effective  with  respect 
to  plan  years  beginning  after  December  31,  1987. 

(c)  Liability  of  Members  of  Controlled  Group  for  Taxes  on 
Failure  To  Meet  Minimum  Funding  Standards. — Under 
present  law,  the  funding  requirements  for  pension  plans  are 
imposed  only  on  the  employer  who  is  responsible  for  contribut- 
ing to  the  particular  plan  in  which  a  funding  deficiency  arises. 
The  committee  believes  that  the  present-law  rule  enables  an 
employer  that  is  a  member  of  a  controlled  group  to  avoid  its 
liabilities  when  it  is  unable  to  make  a  required  contribution 
even  though  other  members  of  the  controlled  group  have  suffi- 
cient assets  to  make  the  required  contribution.  Accordingly, 
the  bill  makes  all  members  of  the  employer's  controlled  group 
jointly  and  severally  liable  for  the  excise  taxes  for  failure  to 
meet  the  minimum  funding  requirements.  The  provision  is  ef- 
fective with  respect  to  taxes  imposed  for  plan  years  beginning 
after  December  31,  1987. 

(d)  Funding  Waivers.—  Within  limits,  the  IRS  is  permitted 
under  present  law  to  waive  all  or  a  portion  of  the  contributions 
required  under  the  minimum  funding  standards  for  a  plan 
year.  The  bill  accelerates  the  time  by  which  requests  for  fund- 
ing waivers  must  be  made;  provides  that  a  waiver  is  available 
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only  if  the  entire  controlled  group,  as  well  as  the  individual 
employer,  is  experiencing  a  substantial  temporary  business 
hardship;  the  frequency  of  waivers  is  reduced;  and  the  interest 
rate  on  waived  contributions  is  increased  to  approximate  a 
market  rate  for  distressed  companies.  In  addition,  under  the 
bill,  the  amortization  period  for  waived  contributions  depends 
on  the  funded  status  of  the  plan.  The  PBGC  is  also  given  addi- 
tional authority  to  obtain  security.  These  provisions  are  gener- 
ally effective  with  respect  to  applications  for  waivers  submitted 
after  June  30,  1987.  A  special  effective  date  applies  with  re- 
spect to  the  requirement  that  waivers  be  submitted  within  2Vfe 
months  after  the  end  of  the  plan  year. 

(e)  Experience  Gains  and  Losses. — The  bill  reduces  the  period 
for  amortizing  experience  gains  and  losses  from  15  years  to  3 
years,  effective  with  respect  to  plan  years  beginning  after  De- 
cember 31,  1987. 

(f)  Actuarial  Assumptions  Must  Be  Reasonable. — The 
present-law  standards  relating  to  actuarial  assumptions 
present  significant  enforcement  problems  to  the  IRS  and 
permit  undue  manipulation  of  assumptions  by  employers.  The 
bill  provides  that  actuarial  assumptions  used  to  determine 
costs,  liabilities,  interest  rates,  and  other  factors  under  a  plan 
must  each  be  reasonable  or  result,  in  the  aggregate,  in  a  total 
plan  contribution  equivalent  to  the  contribution  that  would  be 
obtained  if  each  assumption  were  reasonable.  In  addition,  the 
interest  rate  used  for  funding  purposes  must  be  within  a  speci- 
fied corridor.  The  provisions  are  effective  with  respect  to  plan 
years  beginning  after  December  31,  1987. 

(g)  Limitation  on  Amortization  of  Past  Service  Credits. — A 
recent  court  decision  has  held  that,  in  determining  the  amount 
deductible  for  contributions  to  a  defined  benefit  pension  plan, 
both  funded  and  unfunded  past  service  liabilities  are  taken 
into  account.  The  committee  believes  that  this  decision  is  con- 
trary to  the  general  concept  of  funding  for  past  service  liabil- 
ity. The  bill  provides  that  only  funded  costs  attributable  to 
past  service  liability  are  taken  into  account  for  deduction  pur- 
poses. The  provision  is  generally  effective  for  plan  years  begin- 
ning after  December  31,  1987. 

(h)  Limitation  on  Deduction  for  Contributions  to  Certain 
Plans  Not  Less  Than  Unfunded  Termination  Liability. — The 
bill  provides  that  the  maximum  deduction  limit  for  contribu- 
tions to  certain  pension  plans  for  a  plan  year  is  not  to  be  less 
than  the  unfunded  termination  liability  of  the  plan. 

(2)  Employer  Access  to  Plan  Assets.— 

(a)  Employer  Access  to  Assets  of  Overfunded  Plans. — Under 
present  law,  upon  termination  of  a  defined  benefit  plan  and 
after  satisfaction  of  all  fixed  and  contingent  liabilities  to  plan 
participants  and  beneficiaries  (termination  liability),  the  em- 
ployer may  recover  any  excess  assets  remaining  in  the  trust 
that  are  due  to  erroneous  actuarial  computations.  Although  an 
employer  technically  is  not  permitted  to  recover  excess  assets 
except  upon  termination  of  a  plan,  certain  procedural  guide- 
lines permit  transactions  that,  in  effect,  permit  the  withdrawal 
of  assets  from  an  ongoing  plan. 
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The  committee  believes  that  present  law  does  not  provide 
sufficient  benefit  security  to  plan  participants  and  provides  an 
incentive  to  employers  to  maintain  multiple  plans  funded  at 
different  levels.  To  address  these  problems,  the  bill  provides 
that,  in  general,  if  an  employer  receives  a  reversion  with  re- 
spect to  a  defined  benefit  pension  plan,  a  special  funding  rule 
applies  with  respect  to  other  underfunded  defined  benefit  pen- 
sion plans  maintained  by  the  employer  during  the  year  in 
which  the  reversion  occurs  and  the  following  3  years.  The  new 
provision  generally  applies  to  any  reversion  received  after 
June  30,  1987. 

(b)  Tax  Treatment  of  Reversions. — In  order  to  recapture  more 
fully  the  tax  benefits  from  employer  contributions  to  a  defined 
benefit  pension  plan,  the  bill  raises  the  excise  tax  on  rever- 
sions from  10  percent  to  20  percent.  In  addition,  the  bill  pro- 
vides an  exception  to  the  excise  tax  if  the  employer  transfers 
any  portion  of  the  reversion  pursuant  to  a  "qualified  transfer' ' 
in  satisfaction  of  the  special  funding  rule  described  above. 
These  provisions  generally  apply  to  any  reversion  received 
after  June  30,  1987. 

(3)  Treatment  of  Plan  Terminations. — Under  present  law,  a 
defined  benefit  pension  plan  may  be  terminated  by  the  sponsoring 
employer  only  in  a  standard  termination  or  in  a  distress  termina- 
tion. A  plan  may  be  terminated  in  a  standard  termination  only  if  it 
has  sufficient  assets  to  pay  all  benefit  commitments  under  the 
plan.  Benefit  commitments  are  greater  than  the  benefits  guaran- 
teed by  the  PBGC,  but  are  less  than  termination  liability. 

The  committee  believes  that  present-law  rules  relating  to  plan 
terminations  do  not  adequately  protect  the  PBGC  and  plan  partici- 
pants and  artificially  restrict  the  employer's  liability.  Under  the 
bill,  the  required  plan  asset  level  for  a  standard  termination  is  in- 
creased from  benefit  commitments  to  the  full  level  of  the  plan's 
termination  liability.  In  addition,  following  a  distress  termination, 
the  employer  is  fully  liable  to  the  PBGC  for  unfunded  guaranteed 
benefits  and  is  fully  liable  for  unfunded  termination  liability  in 
excess  of  guaranteed  benefits.  Amounts  obtained  to  satisfy  the  em- 
ployer's liability  are  generally  allocated  to  guaranteed  benefits 
first.  The  bill  limits  the  situations  in  which  a  distress  termination 
is  available  by  providing  that  a  plan  cannot  be  terminated  in  a  dis- 
tress termination  if  the  employer  also  maintains  an  overfunded 
plan,  and  that  a  reorganization  does  not  qualify  as  a  situation  in 
which  a  distress  termination  is  permitted. 

The  bill  provides  that,  following  a  distress  termination,  the  em- 
ployer is  precluded  for  a  certain  period  from  establishing  an  ar- 
rangement under  which  retirement  benefits  are  provided  or  provid- 
ing for  further  accrual  of  retirement  benefits  under  any  arrange- 
ment previously  established. 

The  bill  also  authorizes  the  PBGC  to  obtain  security  in  the  case 
of  certain  decreases  in  the  funded  status  of  the  plan. 

The  provisions  are  generally  effective  in  the  case  of  terminations 
if  notice  to  the  PBGC  is  provided  after  June  30,  1987. 

(4)  Increase  in  PBGC  Premium  Rates.— Under  present  law,  a 
flat  per-participant  premium  of  $8.50  is  charged  with  respect  to 
each  single-employer  defined  benefit  pension  plan  subject  to  the 
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PBGC  termination  insurance  program.  In  order  to  improve  the  fi- 
nancial position  of  the  pension  insurance  system  and  help  ensure 
its  continued  viability,  the  bill  increases  the  flat  per-participant 
premium  to  $14.00.  In  addition,  an  additional  premium  is  assessed 
with  respect  to  each  participant  in  an  underfunded  plan  equal  to 
$5.50  per  $1,000  of  unfunded  vested  benefits.  There  is  a  per-partici- 
pant cap  of  $36  on  the  additional  premium.  The  additional  premi- 
um does  not  apply  to  certain  small  employers.  The  contributing 
sponsor  and  each  member  of  the  sponsor's  controlled  group  is  liable 
for  the  premiums.  The  provisions  are  effective  with  respect  to  plan 
years  beginning  after  December  31,  1987. 
(5)  Other  Provisions. — 

(a)  Notification  of  Employees. — In  order  to  keep  employees 
better  informed  of  the  funded  status  of  their  plan,  the  bill  re- 
quires that  the  funded  percentage  of  the  plan  be  reported  to 
participants  on  an  annual  basis  and  that  employees  be  notified 
of  a  request  for  a  funding  waiver. 

(b)  Qualification  Standards  Under  the  Code.— A  recent  court 
decision  has  raised  the  issue  of  whether  the  provisions  of  the 
Internal  Revenue  Code  are  dispositive  in  determining  whether 
a  plan  is  qualified  for  Federal  tax  purposes.  The  bill  clarifies 
that  only  the  provisions  of  the  Code  are  to  be  applied  in  deter- 
mining whether  a  plan  is  qualified. 

Subtitle  G — Debt  Management 

(1)  Public  Debt  Provisions. — 

(a)  Repeal  of  Limitation  on  Long-Term  Bonds. — Repeals  the 
present  law  limitation  of  a  4.25  percent  interest  rate  on  U.S. 
Government  bonds  issued  with  a  maturity  of  more  than  10 
years.  Thus  the  exceptions  to  the  limitation  which  have  been 
enacted  (currently  $250  billion)  no  longer  would  be  necessary. 

(b)  Trust  Funds  and  Other  Federal  Funds  Made  Whole. — Re- 
stores to  all  Federal  trust  funds  interest  earnings  lost  because 
of  a  failure  to  invest  or  disinvest  as  the  result  of  the  expiration 
of  a  temporary  debt  ceiling  or  reaching  a  debt  ceiling  before  it 
is  subsequently  increased.  In  the  same  situation,  interest  pay- 
ments would  be  restored  on  demand  deposit  State  and  Local 
Government  Series  obligations  (SLGS)  sold  by  the  Treasury  to 
State  and  local  governments  who  wish  to  avoid  rebating  arbi- 
trage profits  on  tax-exempt  bonds  to  the  Federal  Government. 

Subtitle  H — Miscellaneous  Provisions 

(1)  Debt  Collection. — The  Federal  debt  collection  program 
would  be  extended  for  3  years  to  all  Federal  agencies.  Also,  the  pro- 
gram would  be  expanded  to  cover  corporate,  as  well  as  individual, 
debts  owed  to  Federal  agencies.  The  GAO  would  be  required  to 
report  on  the  effectiveness  of  the  program  and  its  effect  on  volun- 
tary tax  compliance. 

(2)  Commission  on  Children. — Creates  a  bipartisan  Commission 
on  Children  to  bring  national  attention  to  and  devise  national  solu- 
tions for  the  problems  of  America's  children  and  families. 
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Subtitle  I — Funding  for  National  Vaccine  Injury  Compensation 

Program 

The  provision  establishes  a  new  Vaccine  Injury  Compensation 
Trust  Fund  to  administer  the  National  Vaccine  Compensation  Pro- 
gram enacted  in  1986  and  amended  in  1987  to  provide  a  source  of 
compensation  for  individuals  who  are  injured  or  die  as  a  result  of 
certain  childhood  vaccines  administered  after  September  30,  1988, 
and  before  October  1,  1992. 

The  new  trust  fund  would  be  funded  by  amounts  equivalent  to 
revenues  (net  of  income  tax  offsets)  from  an  excise  tax  on  vaccines. 
The  new  excise  tax  rates  would  be  $4.56  for  DPT;  $0.06  for  DT; 
$4.44  for  MMR;  and  $0.29  for  polio  vaccines,  effective  on  January  1, 
1988.  No  exemptions  would  be  provided  from  the  new  excise  tax. 

Compensation  authorized  under  the  program  for  up  to  3,500  inju- 
ries from  vaccine  administrations  between  July  1,  1977,  and  Octo- 
ber 1,  1988,  would  be  provided  by  general  revenue  appropriations 
to  the  Public  Health  Service,  pursuant  to  legislation  considered  by 
the  House  Energy  and  Commerce  Committee. 

TITLE  X— REVENUE  PROVISIONS 

Subtitle  A — Revenue  Increases 

A.  PROVISIONS  IN  PRESIDENT'S  BUDGET  FOR  FISCAL  YEAR  1988 

(1)  Highway  Excise  Tax  Exemptions. — Under  present  law,  pri- 
vate and  public  bus  operators  and  State  and  local  governments  are 
exempt  from  all,  or  part  of,  Highway  Trust  Fund  excise  taxes.  The 
provision  repeals  present-law  exemption  for  private  bus  operators 
(but  not  State  and  local  governments),  effective  January  1,  1988. 
The  revenue  gain  would  go  into  the  Highway  Trust  Fund. 

(2)  Internal  Revenue  Service  (IRS)  User  Fees. — The  provision 
requires  Treasury  to  impose  user  fees  on  requests  for  rulings,  de- 
termination letters,  opinion  letters  and  other  similar  reports. 

(3)  Bureau  of  Alcohol,  Tobacco,  and  Firearms  (BATF)  Fees. — 
The  provision  increases  certain  licensing  fees  and  excise  taxes  col- 
lected by  the  Bureau  of  Alcohol,  Tobacco,  and  Firearms,  effective 
January  1,  1988. 

(a)  The  alcohol  and  firearms  producer  occupational  taxes 
would  be  increased  from  $110  per  year  (brewers)  and  $500  per 
year  (firearms),  to  $1,000  per  year  and  extended  to  distilled 
spirits  plants,  wineries,  and  tobacco  manufacturers.  A  reduced 
rate  of  $500  per  year  would  apply  to  businesses  having  gross 
receipts  of  less  than  $500,000  in  the  preceding  year. 

(b)  The  present  alcohol  wholesale  dealer  and  firearms  dealer 
occupational  taxes  would  be  increased  from  $225  per  year 
(liquor  and  wine),  $123  per  year  (beer),  and  $200  per  year  (fire- 
arms), to  $500  per  year. 

(c)  The  present  alcohol  retail  dealer  occupational  taxes  would 
be  increased  from  $54  per  year  (liquor  and  wine)  and  $24  per 
year  (beer),  to  $250  per  year  and  would  be  extended  to  persons 
presently  required  to  acquire  permits  for  tax-free  use  of  alcho- 
hol.  (The  special  $4.50  tax  on  limited  retail  dealers  would  be 
repealed.) 
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(d)  The  present  stamp-tax  rates  for  persons  receiving  draw- 
backs of  certain  alcohol  taxes  would  be  increased  from  a  range 
of  $25  to  $100  per  year,  to  $500  per  year. 

B.  EXPIRING  TAX  PROVISIONS 

(1)  Telephone  Excise  Tax. — The  provision  extends  the  present- 
law  3-percent  telephone  excise  tax  for  3  years,  through  December 
31,  1990. 

(2)  Estate  and  Gift  Tax  Rate. — The  provision  makes  permanent 
the  current  maximum  tax  rate  of  55  percent  on  transfers  over  $3 
million. 

C.  ESOP  ESTATE  TAX  DEDUCTIONS 

The  Tax  Reform  Act  of  1986  (the  1986  act)  allowed  a  deduction 
from  the  gross  estate  of  a  decedent  of  50  percent  of  the  proceeds 
from  a  sale  of  employer  securities  by  an  executor  to  an  employee 
stock  ownership  plan  (ESOP)  or  worker-owned  cooperative.  The 
provision  confirms  the  position  taken  by  IRS  Notice  87-13  that  the 
deduction  is  not  available  unless  the  decedent  directly  owned  the 
securities  immediately  before  death  and  the  securities  are  allocable 
to  participants.  This  confirmation  applies  to  sales  of  employer  secu- 
rities after  October  22,  1986.  The  maximum  allowable  deduction 
would  be  limited  to  50  percent  of  the  taxable  estate  (determined 
without  regard  to  the  deduction),  and  the  maximum  reduction  in 
tax  liability  would  be  limited  to  $750,000.  The  committee  agreed  to 
other  limitations  contained  in  H.R.  1311.  Generally,  these  limita- 
tions would  apply  to  sales  (or  in  certain  cases,  taxable  events)  after 
February  26,  1987,  the  date  of  introduction  of  H.R.  1311. 

D.  ESTIMATED  TAXES 

(1)  Relief  for  1987. — The  provision  of  the  1986  act  increasing 
from  80  to  90  percent  the  percentage  of  the  current  year's  individ- 
ual liabilities,  that  must  be  paid  as  estimated  taxes,  would  be  de- 
layed until  1988.  For  estimated  tax  payments  due  before  July  1, 
1987,  all  corporations  would  be  permitted  to  base  those  payments 
on  1986  liabilities.  Statutory  authority  would  be  provided  for  safe 
harbors  provided  in  Treasury  regulations. 

(2)  Corporate  Estimated  Tax  Reform. — 

(a)  The  underpayment  penalty  with  respect  to  any  install- 
ment would  apply  to  the  difference  between  payments  made  by 
the  due  date  of  the  installment,  and  the  lesser  of  an  install- 
ment based  on  (1)  90  percent  of  the  tax  shown  on  the  return;  or 
(2)  100  percent  of  the  tax  shown  on  the  preceding  year's 
return.  As  under  present  law,  exception  (2)  would  generally 
not  apply  to  a  corporation  having  at  least  $1  million  of  taxable 
income  in  any  of  the  3  prior  taxable  years,  except  that  such  a 
corporation  could  use  that  exception  for  purposes  of  making  its 
first  estimated  payment  for  any  taxable  year.  Net  operating 
loss  and  capital  loss  carryforwards  and  carrybacks  would  be 
disregarded  in  calculating  taxable  income  for  this  purpose. 

(b)  The  full  rate  of  the  penalty  would  be  imposed  with  re- 
spect to  any  payment  only  to  the  extent  the  total  payments  for 
the  year,  up  to  the  required  installment,  are  below  90  percent 
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of  the  taxes  which  would  be  due  if  the  income  already  received 
during  the  current  year  was  placed  on  an  annual  basis.  Any 
reduction  in  a  payment  resulting  from  using  the  annualization 
exception  must  be  made  up  in  that  subsequent  payment  if  the 
corporation  does  not  use  the  annualization  exception  for  that 
subsequent  payment. 

(c)  No  penalty  would  be  imposed  if  the  tax  ($40  under 
present  law)  for  any  taxable  year  is  less  that  $500. 

These  provisions  would  be  effective  for  taxable  years  beginning 

after  1987. 

E.  PROVISIONS  AFFECTING  INDIVIDUAL  TAXPAYERS 

(1)  Child  and  Dependent  Care  Credit. — Costs  incurred  to  send  a 
child  to  an  overnight  camp  would  be  ineligible  for  the  child  care 
credit.  The  provision  would  be  effective  for  taxable  years  beginning 
after  1987. 

(2)  Mortgage  Interest  Deductions. — The  amount  of  debt  eligi- 
ble for  the  qualified  residence  exception  to  the  nondeductibility  of 
interest  would  be  limited  to  $1,000,000.  Deductions  for  interest  on 
mortgage  debt  in  excess  of  amounts  to  acquire  or  substantially  im- 
prove a  taxpayer's  principal  or  second  residence  (home  equity 
loans)  would  be  limited  to  interest  payments  on  loans  of  up  to 
$100,000.  This  limitation  replaces  the  1986  act  rule  with  respect  to 
educational  and  medical  loans.  In  addition,  boats,  and  mobile 
homes  used  on  a  transient  basis  would  be  ineligible  to  qualify  as 
second  residences  for  purposes  of  the  interest  expense  deduction. 
The  provisions  would  be  effective  for  taxable  years  beginning  after 
1987  with  respect  to  indebtedness  incurred  after  October  13,  1987. 

(3)  Cafeteria  Plans. — Present  law  provides  that  an  employee 
who  has  the  option  to  receive  cash  in  lieu  of  benefits  under  a  cafe- 
teria plan  is  not  subject  to  income  tax  or  FICA  and  FUTA  taxes  on 
the  cash  option,  unless  he  elects  to  receive  the  cash.  The  provision 
would  limit  this  rule  to  cafeteria  plans  permitting  a  cash  option  of 
$500  or  less.  Under  the  agreement,  if  the  employee  has  the  option 
to  elect  more  than  $500  in  cash,  the  amount  in  excess  of  $500  is 
subject  to  income,  FICA,  and  FUTA  taxes,  whether  or  not  he  elects 
to  receive  it.  The  provision  would  be  effective  for  taxable  years  be- 
ginning after  1987. 

(4)  Definition  of  Active  Participant  for  Individual  Retire- 
ment Account  (IRA)  Rules. — The  provision  would  modify  the  defi- 
nition of  active  participants  in  a  qualified  pension  plan  established 
by  the  United  States,  by  making  it  clear  that  Federal  judges  are 
active  participants  for  purposes  of  the  IRA  deduction  limit,  and 
employees  for  purposes  of  the  Code.  The  provision  would  be  effec- 
tive for  taxable  years  beginning  after  1987. 

(5)  Below-Market  Loans  to  Continuing  Care  Facilities. — The 
provision  would  apply  the  below-market  loan  rules  to  loans  made 
to  continuing  care  facilities  and  other  similar  facilities  that  provide 
consumption  items  in  connection  with  the  loan.  The  provision 
would  be  effective  for  loans  made  after  October  13,  1987. 
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F.  LIKE-KIND  EXCHANGES  OF  REAL  ESTATE 

The  provision  would  limit  the  amount  of  gain  a  person  could 
defer  where  there  is  a  like-kind  exchange  of  real  estate,  to  $100,000 
per  year.  The  rule  would  apply  to  property  used  in  a  trade  or  busi- 
ness, or  held  for  investment  purposes,  and  not  to  principal  resi- 
dences. The  provision  would  be  effective  for  exchanges  after  Octo- 
ber 12,  1987,  with  an  exception  for  exchanges,  pursuant  to  written 
binding  contracts  to  exchange  property,  in  effect  on  October  12, 
1987. 

G.  ESTATE  AND  GIFT  TAXES 

(1)  The  provision  would  phase  out,  at  a  5-percent  rate,  the  benefit 
of  the  unified  credit  and  tax  brackets  below  55  percent  for  trans- 
fers exceeding  $5  million.  The  provision  would  be  effective  for 
transfers  after  1987. 

(2)  Effective  for  decedents  dying  after  1987,  transfers  of  dispro- 
portionate appreciation  in  an  enterprise,  while  retaining  dispropor- 
tionate control  or  income,  would  be  included  in  gross  estates.  Effec- 
tive for  transfers  occurring  and  decedents  dying  after  1987,  proper- 
ty held,  directly  or  indirectly,  by  an  individual,  or  by  members  of 
such  an  individual's  family,  would  be  treated  as  held  by  one  person 
for  purposes  of  estate  and  gift  tax  valuation. 

(3)  The  credit  for  State  estate,  inheritance,  legacy  or  succession 
taxes  against  the  Federal  estate  tax,  would  be  converted  into  a  de- 
duction. The  provision  would  be  effective  for  decedents  dying  after 
1987. 

H.  PROVISIONS  RELATED  TO  TAX  ACCOUNTING 

(1)  Completed  Contract  Method  of  Accounting. — The  provi- 
sion would  apply  the  percentage  of  completion  method  to  the  full 
amount  of  all  long-term  contracts  (other  than  contracts  of  small 
businesses  exempted  under  present  law).  The  provision  would  be  ef- 
fective for  contracts  entered  into  after  October  13,  1987.  An  excep- 
tion would  be  provided  for  manufacturers  of  certain  commercial 
ships. 

(2)  Application  of  Code  Section  265  to  Installment  Sales  Ob- 
ligations of  State  of  Local  Governments. — Firms  selling  items 
to  State  or  local  governments  under  an  installment  sales  arrange- 
ment, would  be  disallowed  a  deduction  for  a  portion  of  interest 
paid,  equal  to  the  ratio  of  the  taxpayer's  average  holdings  of  such 
obligations,  to  its  average  assets.  In  addition,  a  de  minimis  rule 
would  be  set  at  the  lesser  of,  $1  million,  or  2  percent  of  assets,  for 
disallowing  interest  on  indebtedness  incurred,  or  continued,  to  pur- 
chase, or  carry,  tax-exempt  obligations  by  nonflnancial  institutions. 
The  provisions  would  apply  with  respect  to  tax-exempt  obligations 
acquired  after  1987. 

(3)  Cash  Method  of  Accounting  for  Farms. — The  provision 
would  require  the  accrual  rather  than  permit  the  cash  method  of 
tax  accounting  for  any  entity  engaged  in  the  trade  or  business  of 
farming,  with  average  annual  gross  receipts  in  excess  of  $25  mil- 
lion, regardless  of  whether  the  entity  meets  the  family  farm  excep- 
tion of  present  law.  The  provision  would  be  effective  for  taxable 
years  beginning  after  1987.  The  adjustment  required  by  the  change 
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in  method  of  accounting  would  be  credited  to  a  suspense  account. 
The  amount  in  the  suspense  account  would  be  taken  into  income  in 
the  year  in  which  the  entity  first  failed  to  meet  the  terms  of  the 
family  farm  exception  or  as  the  entity  reduced  in  size. 

(4)  Market  Discount  Bonds. — The  provision  would  include 
market  discount  on  a  bond  (other  than  U.S.  savings  bonds)  as  inter- 
est income  for  bonds  acquired  after  October  13,  1987.  Includible 
amounts  would  be  computed  using  a  simplified  method,  unless  the 
holder  elects  to  use  the  economic  accrual  method. 

(5)  Amortization  of  Customer  Base  Intangibles. — The  provi- 
sion would  clarify  that  no  amortization  or  similar  deduction  would 
be  allowed  for  intangible  assets  that  are  renewing  (such  as  an  ex- 
isting customer  base),  or  that  have  an  indeterminate  useful  life. 
The  provision  would  apply  to  acquisitions  after  October  13,  1987, 
unless  pursuant  to  a  binding  written  contract  in  effect  on  that 
date. 

(6)  Vacation  Pay  Reserve. — The  provision  would  allow  a  deduc- 
tion for  vacation  pay  reserves  only  for  amounts  paid,  or  funded 
amounts  which  vest,  during  the  taxable  year,  or  within  2Vfe  months 
after  the  end  of  the  year,  for  taxable  years  beginning  after  1987. 

(7)  Last-in  First-Out  (LIFO)  Recapture  on  Conversion  from  C 
to  S  Corporation. — The  provision  would  include  LIFO  recapture 
amounts  in  the  income  of  corporations  that  convert  from  C  to  S 
status  after  October  13,  1987. 

(8)  Trade  Associations.— The  provision  would  treat  the  invest- 
ment income  of  organizations  described  in  Code  section  501(c)(6) 
(generally  referred  to  as  ' 'trade  associations")  as  unrelated  business 
taxable  income  except  to  the  extent  set  aside  for  charitable  pur- 
poses, and  except  for  gain  on  certain  dispositions  of  assets  used  in 
performing  the  organization's  tax-exempt  purposes.  The  provision 
would  apply  to  taxable  years  beginning  after  1987. 

i.  partnership  provisions 

(1)  Limited  Partnerships.— 

(a)  Publicly  traded  limited  partnerships,  that  engage  in 
active  business  activities  (as  defined  for  this  purpose  and  to  ex- 
clude certain  real  estate  and  natural  resources  activities), 
would  be  treated  as  corporations  for  Federal  income  tax  pur- 
poses. Publicly  traded  partnerships  would  include  those  whose 
interests  are  traded  on  existing  exchanges  (including  over  the 
counter),  and  those  in  which  a  market  is  effectively  made.  The 
provision  would  be  effective  with  respect  to  partnerships 
formed,  or  substantially  expanded  (or  whose  activities  are  sub- 
stantially changed),  after  October  13,  1987,  or  that  become  pub- 
licly traded  and  engaged  in  active  business  activities  after  that 
date.  Certain  partnerships  which  filed  a  registration  statement 
with  the  Securities  and  Exchange  Commission  on  or  before  Oc- 
tober 13,  1987,  are  considered  to  be  formed  prior  to  October  13, 
1987.  The  provision  would  apply  to  all  publicly  traded  active 
limited  partnerships  for  taxable  years  beginning  after  1994. 

(b)  Net  income  of  publicly  traded  limited  partnerships,  that 
are  not  otherwise  treated  as  corporations,  would  be  treated  as 
portfolio  income  to  the  partners  under  the  passive-loss  rule. 
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The  provision  would  be  effective  as  if  enacted  with  the  passive- 
loss  rule  of  the  1986  act,  i.e.,  for  taxable  years  beginning  after 
December  31,  1986. 

(c)  Tax-exempt  organizations'  distributive  shares  of  income 
from  any  publicly  traded  limited  partnership  (that  is  not  treat- 
ed as  a  corporation  for  Federal  income  tax  purposes),  would  be 
treated  as  unrelated  business  taxable  income  without  regard  to 
the  underlying  character  of  the  income.  The  provision  would 
be  effective  for  income  from  partnership  interests  acquired  (in- 
cluding by  contribution)  after  October  13,  1987. 

(d)  Collection  of  deficiencies,  with  respect  to  partners'  tax  li- 
abilities, would  be  imposed  at  the  partnership  level  for  both 
publicly  traded  parternships  and  publicly  offered  partnerships 
(including  those  required  to  file  a  notice  under  applicable  secu- 
rities rules).  The  provisions  would  be  effective  for  taxable  years 
beginning  after  1987.  Related  measures  for  simplifying  the  ad- 
ministration of  partnership-level  audits  would  also  be  made. 

(e)  The  treatment  of  publicly  traded  limited  partnerships 
(and  other  partnerships  that  significantly  resemble  corpora- 
tions) as  corporations  for  Federal  income  tax  purposes,  would 
be  studied,  including  the  issues  of  disincorporation  and  of  op- 
portunities for  avoidance  of  the  corporate  tax.  The  study  would 
be  completed  by  January  1,  1989. 

(2)  Treatment  of  Tax-Exempt  Partners. — The  exemption  from 
treatment  as  unrelated  business  income  for  debt-financed  real 
property  held  by  a  partnership,  including  tax-exempt  partners, 
would  be  available  only  if  partnership  allocations  to  tax-exempt  or- 
ganizations are  consistently  the  same  for  all  items,  and  have  sub- 
stantial economic  effect.  The  provision  would  be  effective  for  debt- 
financed  property  acquired  after  (and  acquisition  debt  on  such 
property  incurred  after)  October  13,  1987,  unless  such  property  was 
acquired  pursuant  to  a  binding  written  contract  in  effect  on  that 
date. 

J.  PROVISIONS  AFFECTING  CORPORATIONS 

(1)  Corporate  Minimum  Tax. — 100  percent  of  the  excess  of  book 
income  (for  taxable  years  beginning  before  1990),  or  adjusted  cur- 
rent earnings  (for  taxable  years  beginning  after  1989),  over  other 
alternative  minimum  taxable  income,  would  be  a  preference  item 
for  corporate  taxpayers.  The  provision  would  be  effective  for  tax- 
able years  beginning  after  1987. 

(2)  Corporate  Dispositions. — Liquidating  dispositions  to  a  corpo- 
rate 80-percent  distributee  are  to  be  taxed  in  the  same  manner  as 
nonliquidating  distributions  under  present  law.  Similar  rules  would 
apply  to  foreign  corporations.  Gain  would  be  deferred  in  the  case  of 
a  liquidating  distribution  to  a  parent  corporation  filing  a  consoli- 
dated return  with  the  distributing  corporation,  generally  until  trig- 
gered by  a  subsequent  disposition.  Certain  rules  for  dispositions,  in- 
cluding intragroup  divisive  stock  distributions  and  the  deemed  divi- 
dend rules  for  corporations,  would  be  modified  so  that  the  results 
are  not  more  favorable  than  in  the  case  of  an  actual  dividend.  The 
provision  would  be  effective  for  distributions  after  October  13,  1987. 
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(3)  Debt  Financing  of  Corporate  Acquisitions. — The  provision 
would  deny  deductions  for  interest  exceeding  $5  million  a  year  on 
debt  directly,  or  indirectly,  supporting  either  (1)  the  acquisition  of 
50  percent  or  more  of  the  stock  of  another  corporation,  or  (2)  the 
redemption  of  50  percent  or  more  of  the  issuer's  stock.  The  provi- 
sion would  be  effective  for  acquisitions  or  redemptions  after  Octo- 
ber 13,  1987,  unless  pursuant  to  a  binding  written  contract,  board 
action,  shareholder  approval,  letter  of  intent,  tender  offer,  or  public 
announcement  to  shareholders  in  effect  on  that  date  at  all  time 
thereafter.  Such  transactions  would  be  grandfathered  provided  the 
acquisition  or  redemption  is  completed  before  January  1,  1989. 

(4)  Corporate  Takeovers. — The  provision  would  impose  a  50-per- 
cent nondeductible  excise  tax  on  "greenmail"  gain  on  stock  that  is 
held  less  than  2  years  by  a  person  who  has  made,  or  threatened,  a 
hostile  tender  offer,  and  that  is  redeemed  by  the  company.  The  pro- 
vision would  be  effective  with  respect  to  payments  received  after 
date  of  enactment. 

The  acquisition  after  date  of  enactment  of  a  significant  portion  of 
the  stock  of  a  company  would  be  treated  as  if  the  corporation  had 
sold  all  of  its  underlying  assets  in  the  hands  of  the  purchaser,  if 
any  significant  portion  of  the  stock  was  acquired  pursuant  to  a  hos- 
tile offer. 

No  interest  deduction  would  be  allowed  for  indebtedness  incurred 
after  date  of  enactment  to  acquire  stock,  or  assets,  of  a  corporation, 
if  20  percent  or  more  of  the  stock  was  acquired  in  a  hostile  pur- 
chase. 

(5)  Computation  of  Earnings  and  Profits  for  Intercorporate 
Dividends  and  Basis  Adjustments. — The  provision  would  overrule 
the  Woods  Investment  Company  case.  Thus,  in  determining  a 
parent  corporation's  basis  in  the  stock  of  a  subsidiary  with  which  it 
files  a  consolidated  return,  the  earnings  and  profits  of  the  subsidi- 
ary would  be  determined  without  regard  to  the  special  adjustments 
otherwise  required  under  the  Code.  Earnings  and  profits  for  this 
purpose  would  not  include  any  cancellation  of  indebtedness  income 
of  the  subsidiary  not  taken  into  account  in  computing  taxable 
income.  Outside  a  consolidated  return  context,  the  changes  to  the 
definition  of  earnings  and  profits  enacted  in  1984  would  be  expand- 
ed to  include  adjustments  for  accelerated  depreciation.  The  provi- 
sion would  apply  to  dispositions  after  October  13,  1987,  taking  into 
account  the  principles  of  the  amendment  during  the  entire  holding 
period  of  the  stock. 

(6)  Consolidated  Return  Pass-Through. — The  provision  would 
limit  consolidation  of  a  subsidiary's  income,  or  loss,  to  a  percentage 
equal  to  the  percentage  of  stock  owned  by  members  of  the  affiliated 
group.  The  provision  would  be  effective  for  taxable  years  beginning 
after  1987. 

(7)  Tax  Loss  Mergers  and  Acquisitions. — The  provision  would: 

(a)  Subject  built-in  depreciation  to  the  built-in  loss  rules  of 
code  section  382. 

(b)  Reduce  the  loss  carryforwards  of  a  corporation  in  bank- 
ruptcy, by  the  full  amount  of  the  excess  of  the  debt  cancelled 
in  the  proceeding,  over  the  fair  market  value  of  the  stock  given 
to  creditors  in  exchange  for  debt. 
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(c)  Preclude  loss  corporations  from  using  their  losses  to  shel- 
ter built-in  gains  of  an  acquired  company  recognized  within  5 
years  of  the  acquisition. 

Items  (a)  and  (b)  would  apply  to  ownership  changes  after  October 

13,  1987.  Item  (c)  would  apply  to  acquisitions  after  October  13,  1987. 

Transition  relief  would  be  provided  for  transactions  pursuant  to  a 

binding  written  contract  in  effect  on  that  date. 

(8)  Dividends  Received  Deduction. — The  80-percent  dividends 
received  deduction  would  be  reduced  to  75  percent  of  the  amount  of 
the  dividend  for  dividends  paid  after  1987. 

The  provision  also  would  disallow  with  respect  to  stock  issued 
after  October  13,  1987,  the  80  percent  dividends  received  credit  on 
stock  that  has  certain  nonstock  characteristics  including  nonvoting 
preferred  stock,  stock  that  provides  mechanisms  to  recover  princi- 
pal or  maintain  dividend  levels,  or  stock  that  has  certain  redemp- 
tion or  secured  interest  characteristics. 

(9)  Net-Operating-Loss  (NOL)  Carryforwards  Following 
Worthless  Securities  Deduction  by  Shareholder. — The  provision 
would  treat  a  shareholder  as  having  sold  to  an  unrelated  person  for 
purposes  of  applying  the  loss  limitations  of  Code  section  382  if  a 
worthless  securities  deduction  is  claimed  by  the  shareholder,  thus 
limiting  net  operating  loss  carryovers  of  the  subsidiary.  In  general, 
the  provision  applies  to  stock  that  becomes  worthless  in  taxable 
years  beginning  after  December  31,  1987. 

(10)  Personal  Service  Corporations.— The  provision  would  dis- 
allow the  application  of  the  graduated  corporate  rates  to  personal 
service  corporations  effective  for  taxable  years  beginning  after 
1987. 

(11)  Deferral  of  Foreign  Income  for  "Runaway  Plants". — 
The  provision  would  tax  currently  income  from  "runaway  plants," 
U.S.  corporations'  foreign  subsidiary  plants  whose  output  is  des- 
tined for  use  or  consumption  in  the  United  States.  A  separate  for- 
eign tax  credit  limitation  would  apply  to  such  income.  The  provi- 
sions would  be  effective  for  taxable  years  beginning  after  1987. 

(12)  Income  from  Operations  in  South  Africa. — The  provision 
would  add  South  Africa  to  the  list  of  countries  where  foreign  tax 
credits  and  certain  other  benefits  are  denied  with  respect  to  income 
attributable  to  activities  in  those  countries.  The  provision  would 
apply  to  taxable  years  beginning  after  1987  and  would  terminate 
once  the  South  African  Government  had  taken  certain  steps  to  end 
apartheid. 

(13)  Full  Funding  of  Pension  Plans. — A  contribution  to  a  de- 
fined benefit  pension  plan  would  not  be  deductible  to  the  extent 
that  (1)  it  exceeds  the  present-law  full  funding  limitation,  or  (2) 
after  the  contribution,  the  plan's  assets  exceed  150  percent  of  the 
plan's  termination  liability.  The  provision  would  apply  to  taxable 
years  beginning  after  1987.  Under  the  agreement,  Treasury  would 
have  the  authority  to  make  modifications  in  the  allowable  percent- 
age of  termination  liability  in  order  to  reflect  the  age  profile  of  the 
employees  and  retirees  covered  under  the  plan. 


839 


K.  INSURANCE  PROVISIONS 

(1)  Mutual  Life  Insurance  Companies.— For  purposes  of  the 
minimum  tax  an  adjustment  would  be  added  to  the  calculation  of 
book  income  of  mutual  life  insurance  companies  to  include  the  dif- 
ferential earnings  amount.  The  provision  would  be  effective  for  tax- 
able years  beginning  after  1987. 

(2)  Foreign  Insurance  Companies. — The  provision  would  extend 
to  foreign  property  and  casualty  insurance  companies  the  rules  for 
determining  the  amount  of  investment  income  that  is  effectively 
connected  with  the  conduct  of  a  life  insurance  business  in  the 
United  States.  In  addition,  the  imputation  rule  would  be  strength- 
ened to  prevent  foreign  insurance  companies  from  artificially  de- 
creasing the  amount  of  investment  income  subject  to  tax  in  the 
United  States.  The  provisions  would  be  effective  for  taxable  years 
beginning  after  1987. 

(3)  Insurance  Syndicate. — The  provision  would  deny  to  mem- 
bers of  a  United  Kingdom  insurance  organization  3-year  deferral  of 
underwriting  income  or  loss  as  provided  by  a  closing  agreement  be- 
tween the  IRS  and  the  members  of  that  organization.  Rules  gener- 
ally applicable  to  property  and  casualty  insurance  companies 
would  apply  to  such  income  or  loss  for  taxable  years  beginning 
after  1987. 

(4)  Interest  Rate  Used  in  Computing  Reserves.— The  interest 
rate  used  in  determining  reserves  for  life  insurance  and  annuity 
contracts  would  be  the  greater  of  the  prevailing  State  assumed  in- 
terest rate  or  the  applicable  Federal  rate  (AFR).  The  provision 
would  apply  to  life  insurance  and  annuity  contracts  issued  after 
1987. 

L.  OTHER  PROVISIONS 

(1)  Targeted  Jobs  Tax  Credit. — The  targeted  jobs  tax  credit 
would  not  be  available  to  an  employer  for  wages  paid  to  a  worker 
who  performs  the  same  or  substantially  similar  services  as  those  of 
employees  participating  in,  or  affected  by,  a  strike  or  lockout  at  the 
employer's  plant  or  facility.  This  provision  would  apply  to  amounts 
paid  or  incurred  on  or  after  January  1,  1987,  for  services  rendered 
on  or  after  such  date. 

(2)  Tax-Exempt  Bonds  for  Indian  Tribes. — The  authority  of 
Indian  tribes  to  issue  tax-exempt  bonds  would  be  expressly  limited 
to  those  purposes  for  which  tax-exempt  bonds  generally  are  issued 
by  State  or  local  governments.  The  provision  would  apply  to  bonds 
issued  after  October  13,  1987. 

(3)  Tax-Exempt  Bonds  to  Acquire  Existing  Output  Facili- 
ties.— The  use  of  tax-exempt  bonds,  directly  or  indirectly,  to  ac- 
quire the  assets  of,  or  interests  in,  existing  output  facilities,  within 
the  meaning  of  Code  section  141(b)(4),  would  be  subject  to  the  pri- 
vate activity  volume  cap.  The  provision  would  be  effective  for 
bonds  issued  after  October  13,  1987,  with  an  exception  for  an  acqui- 
sition pursuant  to  a  State  law. 

(4)  Unclaimed  IRS  Refunds. — Effective  on  date  of  enactment, 
the  provision  would  require  that  unclaimed  Federal  tax  refunds 
remain  in  the  General  Fund  of  the  Treasury. 
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(5)  IRS  Funding. — The  provision  includes  a  Sense  of  the  Con- 
gress Resolution  regarding  IRS  funding,  and  mandate  a  study  of 
possible  measures  to  decrease  the  tax  gap. 

(6)  Certain  Farm  Water  Subsidies.— The  provision  includes  in 
income  the  value  of  any  water  subsidies  that  are  in  violation  of 
present  Federal  limitations,  or  limitations  that  may  be  adopted  in 
the  future,  on  water  subsidies.  The  provision  would  be  effective  for 
water  delivered  after  1987  to  taxpayers  using  water  for  agricultural 
purposes. 

(7)  Collection  Point  for  Diesel  and  Special  Motor  Fuels 
Excise  Taxes. — The  diesel  fuel  and  special  motor  fuels  excise  taxes 
would  be  collected  by  wholesale  dealers.  The  provision  would  be  ef- 
fective on  January  1,  1988. 

Subtitle  B — Technical  Corrections 

The  committee  agreed  to  include  as  a  part  of  its  reconciliation 
recommendation  Technical  Corrections  to  the  Tax  Reform  Act  of 
1986.  This  part  includes  H.R.  2636  as  introduced  on  June  10,  1987, 
and  modified  by  an  amendment  described  further  in  the  explana- 
tion. 

Subtitle  C — Miscellaneous  Revenue  Provisions 
a.  provisions  relating  to  the  tax  reform  act  of  1986 

(1)  Individual  Income  Tax  Provisions. — 

(a)  A  taxpayer  would  not  be  ineligible  for  the  earned  income 
tax  credit  merely  because  Aid  to  Families  With  Dependent 
Children  (AFDC)  constitutes  more  than  half  the  support  of  the 
taxpayer's  children. 

(b)  The  total  amount  of  qualified  tuition  reduction  granted  to 
a  graduate  student  engaged  in  teaching  or  research  activities 
for  a  college  or  university  would  be  excludible  from  income  (up 
to  the  amount  of  the  student's  tuition  fees),  effective  for  tax- 
able years  beginning  after  December  31,  1986. 

(c)  The  2-percent  floor  under  miscellaneous  itemized  deduc- 
tions would  not  apply  to  indirect  deductions  with  respect  to 
publicly  offered  mutual  funds,  effective  for  taxable  years  begin- 
ning after  December  31,  1986. 

(2)  Capital  Cost  Provisions.— 

(a)  Citrus  trees  would  be  assigned  a  recovery  period  of  7 
years. 

(b)  Single-purpose  agricultural  structures  that  are  used  for 
raising  poultry  would  be  assigned  a  recovery  period  of  8  years 
and  all  other  single-purpose  agricultural  or  horticultural  struc- 
tures would  be  assigned  a  recovery  period  of  12  years. 

(c)  Property  used  in  farming  would  be  recovered  using  a  150- 
percent  declining  balance  method. 

(d)  If  replacement  property  is  placed  in  service  within  2 
years  of  a  fire,  storm,  or  other  casualty,  the  amount  of  the  in- 
vestment tax  credit  (ITC)  recapture  would  be  reduced  by  the 
amount  of  the  ITC  that  would  have  been  available  with  respect 
to  the  replacement  property. 
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(e)  Beginning  after  1987,  railroads  would  be  permitted  to 
deduct  currently  expenses  properly  treated  as  repairs  under 
general  Federal  income  tax  principles. 

(f)  A  number  of  liberalizing  amendments  to  the  low-income 
housing  tax  credit  would  be  enacted. 

(3)  Accounting  Provisions. — 

(a)  The  uniform  capitalization  rules  would  be  made  inappli- 
cable to  costs  incurred  by  freelance  writers  and  photographers. 

(b)  An  election  would  be  provided  for  entities  required  to 
change  their  taxable  years  as  a  result  of  section  806  of  the  Tax 
Reform  Act  of  1986  to  retain  their  taxable  years.  The  election 
would  require  partners  in  an  electing  partnership  and  share- 
holders in  an  electing  S  corporation  to  make  enhanced  estimat- 
ed tax  payments.  Personal  service  corporations  could  not  cur- 
rently deduct  all  payments  made  after  the  close  of  the  calen- 
dar year  to  owner-employees  unless  sufficient  amounts  had 
been  paid  prior  to  the  close  of  the  calendar  year. 

(c)  Installment  sales  by  nondealers  generally  would  not  be 
subject  to  the  proportionate  disallowance  rule.  However,  if  the 
amount  of  installment  debt  arising  from  a  sale  exceeds  $2.8 
million  or  the  amount  of  installment  debt  arising  from  all 
sales  in  a  taxable  year  exceeds  $5  million,  the  proportionate 
disallowance  rule  would  apply.  Gain  on  installment  sales  by 
nondealers  would  be  recognized  if  the  obligation  was  pledged. 
Nondealers  would  be  allowed  to  use  the  installment  method  for 
the  purpose  of  computing  alternative  minimum  taxable 
income. 

(d)  Common  trust  funds  would  be  required  to  adopt  a  calen- 
dar year,  effective  for  taxable  years  beginning  after  1987. 

(e)  Prior  law  rules  would  apply  to  contributions  in-aid-of-con- 
struction  to  water  companies  with  average  gross  receipts  of 
less  than  S10  million. 

(f)  The  preproductive  period  for  any  cattle  or  horse  that  will 
have  more  than  one  yield  will  begin  at  the  time  of  its  acquisi- 
tion or  birth  and  end  when  the  animal  has  its  first  yield.  This 
rule  will  apply  to  active  farmers  only. 

(g)  The  percentage  treated  as  payment  on  outstanding  in- 
stallment indebtedness  of  a  dealer  under  the  proportionate  dis- 
allowance rule  for  a  year  could  not  be  less  than  60  percent  of 
the  installment  obligations  arising  in  that  year.  The  provision 
is  effective  for  installment  sales  made  after  October  15,  1987. 

(h)  The  Secretary  of  the  Treasury  would  be  directed  to  issue 
regulations  implementing  the  directive  of  the  1986  Tax  Reform 
Act  to  provide  a  simplified  method  for  applying  the  uniform 
capitalization  rules  in  the  case  of  taxpayers  that  acquire  prop- 
erty for  resale.  The  allocation  ratio  for  apportioning  storage 
costs  and  related  handling  costs  shall  be  determined  by  divid- 
ing the  amount  of  such  costs  by  beginning  inventory  balances 
and  gross  purchases  during  the  year. 

(4)  Financial  Institution  and  Insurance  Provisions. — 

(a)  The  percentage  of  income  deductible  as  an  addition  to  the 
reserve  for  bad  debts  of  a  thrift  institution  in  1987,  would  be 
adjusted  so  that  all  thrift  institutions  would  have  the  same  ef- 
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fective  tax  rate,  regardless  of  whether  they  use  a  calendar  or 
fiscal  year. 

(b)  Charitable  gift  annuities  generally  would  not  be  treated 
as  commercial-type  insurance.  IRS  annuity  tables  would  be 
modified. 

(5)  Pension,  Employee  Benefit  and  ESOP  Provisions. — 

(a)  With  respect  to  qualified  plans  maintained  by  public  em- 
ployers, distributions  could  be  deferred  until  an  employee  re- 
tires, even  if  after  age  70  Vz. 

(b)  Eligibility  for  401(k)  plans  for  tax-exempt  employers 
would  be  expanded. 

(c)  The  amendment  would  clarify  that  Code  section  457  does 
not  apply  to  nonelective  deferred  compensation. 

(d)  Miscellaneous  modifications  of  the  provisions  applicable 
to  employee  stock  ownership  plans  (ESOPs)  would  be  adopted. 

(6)  Foreign  Tax  Provisions. — 

(a)  The  effective  date  of  the  Tax  Reform  Act  of  1984  rule  re- 
garding the  disregard  of  the  installment  method  of  accounting 
in  computing  earnings  and  profits  would  be  postponed  to  tax- 
able years  beginning  after  1988. 

(b)  The  allocation  and  apportionment  of  expenses  of  U.S. 
R&D  activities  between  U.S.  and  foreign  source  income  would 
be  determined  by  allocating  67  percent  of  such  expenses  to 
U.S.  source  income. 

(7)  Tax-Exempt  Bond  Provisions. — 

(a)  The  definition  of  manufacturing  facility  in  connection 
with  small  issue  IDBs  would  be  clarified. 

(b)  The  exemption  from  rebate  for  governmental  units  issu- 
ing no  more  than  $5  million  in  a  calendar  year  would  be  ex- 
panded to  cover  such  governmental  units  issuing  no  more  than 
$10  million  in  a  calendar  year. 

(8)  Workers'  Compensation  Funds. — In  the  case  of  workers' 
.compensation  funds,  (1)  the  funds  would  be  granted  relief  from  de- 
ficiency assessments  relating  to  the  timing  of  policyholder  dividend 
deductions  for  taxable  years  beginning  before  January  1,  1987;  and 
(2)  the  changes  to  the  taxation  of  property  and  casualty  insurance 
companies  (discounting,  treatment  of  unearned  premiums,  and  pro- 
ration), enacted  by  the  1986  act  would  be  effective  for  taxable  years 
beginning  after  1988. 

B.  OTHER  PROVISIONS 

(1)  Enjebi  Community  Trust  Fund. — The  provision  would 
exempt  the  Enjebi  Community  Trust  Fund,  established  to  rehabili- 
tate Enjebi  Island  of  the  Enewetak  Atoll  from  any  form  of  Federal, 
State,  or  local  taxation. 

(2)  Rollover  of  Gain  on  the  Sale  of  Principal  Residence. — 
The  nonrecognition  rule  for  rollover  of  gain  on  the  sale  of  a  princi- 
pal residence  is  extended  to  apply  where  (1)  one  spouse  dies  after 
the  date  of  selling  the  old  residence  but  before  purchasing  the  new 
residence,  and  (2)  within  the  specified  time  period.  The  provision 
applies  with  respect  to  sales  of  old  residences  after  December  31, 
1984.  In  addition,  the  special  nonrecognition  rule  that  applies  to 
military  service  personnel  serving  overseas  would  be  extended  to 
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ambassadors  and  members  of  the  Foreign  Service.  This  provision 
would  be  effective  January  1,  1987. 

(3)  Oil  Spill  Liability  Tkust  Fund  and  Petroleum  Tax.— The 
commencement  date  of  the  Oil  Spill  Liability  Trust  Fund  and  1.3- 
cent-per-barrel  petroleum  tax  would  be  extended  so  that  the  trust 
fund  and  tax  would  take  effect  if  qualified  legislation  authorizing 
an  oil  spill  liability  program  were  enacted  by  September  1,  1988. 

(4)  Work  Incentive  Jobs  Credit  (WIN). — Certifications  for  the 
work  incentive  jobs  credit  as  in  effect  for  taxable  years  beginning 
before  1982  must  be  made  on  or  before  the  day  the  individual 
begins  work.  This  provision  would  be  effective  for  purpose  of  cred- 
its first  claimed  after  March  11,  1987. 

Subtitle  D — Provisions  Relating  to  Lobbying  and  Political 
Activities  of  Tax-Exempt  Organizations 

Subtitle  D  includes  several  provisions  concerning  the  tax  rules 
applicable  to  lobbying  and  political  activities  of  tax-exempt  organi- 
zations. Disclosure  requirements  would  include  the  following:  (1) 
tax-exempt  organizations  not  eligible  to  receive  tax-deductible  con- 
tributions must  state  on  fundraising  solicitations  that  donations 
made  to  them  are  not  deductible,  and  (2)  all  exempt  organizations, 
where  applicable,  must  state  that  the  information  provided  for  fee 
by  the  organization  is  available  free  of  charge  from  the  U.S.  Gov- 
ernment. In  addition,  tax-exempt  organizations  would  be  required 
to  make  available  to  the  public  their  exemption  applications  and 
annual  returns  filed  with  the  Internal  Revenue  Service  (IRS).  IRS 
would  be  required  to  request  additional  information  on  the  annual 
tax  return  necessary  to  properly  administer  the  present  law.  Penal- 
ties would  apply  to  failure  to  comply  with  the  provisions. 

The  provision  would  clarify  the  present-law  definition  of  political 
activity,  to  impose  a  two-tier  excise  tax  on  charitable  organizations 
and  responsible  managers  for  violating  the  present-law  prohibition 
against  political  activity,  and  to  characterize  certain  expenses  as 
political  expenditures  in  the  case  of  an  exempt  organization  formed 
or  used  substantially  for  promoting  a  candidate  for  public  office. 
Further,  the  provision  would  authorize,  in  limited  circumstances, 
injunctive  relief  for  flagrant  engagement  in  political  activities.  Fi- 
nally, an  excise  tax  would  be  imposed  on  an  organization  and  its 
responsible  managers  where  the  organization  has  lost  its  tax- 
exempt  status  due  to  prohibited  lobbying. 

Summary  of  Deficit  Reductions 

Amount  of  Deficit  Reduction  Achieved 

The  total  amount  of  deficit  reduction  achieved  by  the  committee 
is  $13.9  billion  for  fiscal  year  1988  and  $62.1  billion  for  the  3-year 
period  from  fiscal  year  1988  through  fiscal  year  1990.  These 
amounts  are  summarized  by  major  category  in  the  table  below, 
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BUDGET  RECONCILIATION  RECOMMENDATIONS  OF  THE  COMMITTEE  ON  WAYS  AND  MEANS— TITLES  IX 
AND  X  OF  THE  OMNIBUS  RECONCILIATION  ACT  OF  1987 


Deficit  reduction  achieved  1  (in 
billions  of  dollars) 


Fiscal  year      Fiscal  years 
1988  1988-90 


1.  Outlays: 

Medicare   -1.5  -8.9 

Pension  Benefit  Guaranty  Corporation   —.3  —.7 

Debt  collection   -.3  -1.2 

Social  Security   (2)  .1 

Family  welfare  reform   .1  1.7 

Public  assistance   (2)  .1 


Total  outlays   -1.9  -8.8 


2.  Revenues: 

President's  proposals 3   -2.4  -9.0 

Expiring  tax  provisions   -2.0  -9.2 

Estimated  taxes   —1.8  -2.6 

Provisions  affecting  high-income  taxpayers  and  businesses  reform  provisions   —7.7  —37.4 

Miscellaneous  revenue  items  and  technical  corrections   1.8  4.9 

Total  revenues   -12.0  -53.3 


Total  deficit  reduction   -13.9  -62.1 


1  Sign  indicates  impact  upon  budget  deficit. 

2  Less  than  $50  million. 

3  The  President's  proposals  include  the  Customs  Service  user  fee  provision  and  the  ESOP  estate  tax  deduction  provision. 

III.  Explanation  of  Provisions  in  Title  IX 

TITLE  IX— OUTLAY  AND  REVENUE  PROVISIONS  RELATED 
TO  SPENDING  PROGRAMS  WITHIN  THE  JURISDICTION  OF 
THE  COMMITTEE  ON  WAYS  AND  MEANS 

Subtitle  A — Social  Security  Amendments 

1.  EXTEND  FICA  TAX  TO  INACTIVE  DUTY  EARNINGS  OF  MILITARY  RE- 
SERVISTS AND  CERTAIN  OTHER  EARNINGS  (SECS.  9001,  9002,  9004 
AND  9005  OF  THE  BILL) 

Present  Law 

Under  present  law,  certain  forms  of  earnings  paid  to  employees 
are  exempt  from  FICA  taxes.  These  earnings  include: 

Armed  Forces  Reservists. — Approximately  1.4  million  Armed 
Forces  reservists  do  not  receive  Social  Security  credit  and  are  not 
subject  to  Social  Security  taxes  for  their  inactive  duty  earnings 
paid  for  their  "inactive  duty  training."  Earnings  from  full-time 
active  duty  or  from  "active  duty  for  training"  (training  sessions 
lasting  several  weeks)  constitute  covered  employment  under  cur- 
rent law. 

Agricultural  Workers. — Cash  remuneration  paid  to  an  employee 
in  any  taxable  year  for  agricultural  labor  is  excluded  from  the  defi- 
nition of  wages  unless  the  employee  receives  more  than  $150 
during  the  year  for  such  labor  or  the  employee  works  for  the  em- 
ployer more  than  20  days  during  the  year. 
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Individual  Aged  18-21. — Services  performed  by  individuals  under 
age  21  who  are  employed  by  their  parents,  even  if  employed  in  the 
parent's  trade  or  business,  do  not  currently  constitute  covered  em- 
ployment. 

Spouses. — Services  performed  by  an  individual  in  the  employ  of  a 
spouse  do  not  constitute  covered  employment. 

Explanation  of  Provision 

The  provision  extends  coverage  under  social  security  to  services 
performed  by  reservists  in  "inactive  duty  training;"  to  services  per- 
formed by  individuals  aged  18-21  working  for  their  parents  in  a 
trade  or  business;  and  to  services  performed  by  an  individual  in  the 
employ  of  his  or  her  spouse's  trade  or  business.  The  provision  also 
requires,  with  respect  to  agricultural  labor,  that:  (a)  any  remunera- 
tion for  agricultural  labor  paid  by  an  employer  to  an  employee  con- 
stitutes wages  if  the  employer  pays  more  than  $2,500  to  all  employ- 
ees for  such  labor  during  the  taxable  year,  (b)  the  $150  annual  cash 
pay  test  is  to  be  applied  if  the  $2,500  annual  payroll  test  is  not  met, 
and  (c)  that  the  20-day  test  be  eliminated. 

Effective  Date 

These  provisions  are  effective  January  1,  1988. 

2.  TREATMENT  OF  GROUP-TERM  LIFE  INSURANCE  WAGES  UNDER  FICA 
(SEC.  9003  OF  THE  BILL) 

Present  Law 

The  cost  of  group-term  life  insurance  provided  by  an  employer  to 
an  employee  is  excluded  from  the  definition  of  wages  for  purposes 
of  the  FICA  tax.  For  income  tax  purposes,  the  cost  of  employer-pro- 
vided group-term  life  insurance  is  includible  in  an  employee's  gross 
income  to  the  extent  that  the  coverage  exceeds  $50,000.  Additional- 
ly, the  total  amount  of  employer-provided  group-term  life  insurance 
is  included  in  an  employee's  gross  income  if  the  coverage  is  provid- 
ed on  a  discriminatory  basis. 

Explanation  of  Provision 

The  provision  includes  the  cost  of  employer-provided  group  term 
life  insurance  in  wages  for  FICA  tax  purposes  if  such  insurance  is 
includible  in  gross  income  for  income  tax  purposes. 

Effective  Date 

The  provision  is  effective  January  1,  1988. 

3.  RAILROAD  RETIREMENT  TIER  II  TAX  INCREASE  (SECS.  9031,  9032,  AND 

9033  OF  THE  BILL) 

Present  Law 

The  primary  source  of  income  to  the  railroad  retirement  account 
is  payroll  taxes  levied  on  covered  employers  and  their  employees. 
Currently,  both  employers  and  employees  pay  a  Tier  I  tax  which  is 
equivalent  to  the  Social  Security  tax  rate.  In  addition,  a  Tier  II  tax 
is  paid  by  both  rail  employers  and  employees.  These  taxes  are  ap- 
plied to  compensation  paid  to  employees,  up  to  the  maximum 
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annual  amount.  Under  present  law,  the  Tier  II  tax  rate  is  14.75 
percent  for  employers  and  4.25  percent  for  employees.  The  Tier  II 
wage  base  in  1987  is  $32,700. 

Explanation  of  Provision 

The  provision  increases  the  railroad  retirement  Tier  II  tax  by  2.0 
percentage  points,  effective  January  1,  1988.  The  2.0  percentage 
point  increase  is  divided  between  employer  and  employee  so  as  to 
increase  employer  contributions  by  1.35  percentage  points  and  em- 
ployee contributions  by  0.65  percentage  point,  respectively. 

Additionally,  the  provision  establishes  a  seven  member  Commis- 
sion on  Railroad  Retirement  Reform  to  study  alternative  methods 
of  financing  the  railroad  retirement  system.  The  President  would 
appoint  three  members,  one  of  whom  would  represent  rail  labor, 
one  of  whom  would  represent  rail  management,  and  one  of  whom 
would  represent  the  general  public.  The  President  pro  tempore  of 
the  Senate  would  appoint  two  public  members  after  consultation 
with  the  Chairman  of  the  Senate  Committee  on  Labor  and  Human 
Resources  and  the  Chairman  of  the  Senate  Committee  on  Finance. 
The  Speaker  of  the  House  of  Representatives  would  appoint  two 
public  members  after  consultation  with  the  Chairman  of  the  House 
Committee  on  Ways  and  Means  and  the  Chairman  of  the  House 
Committee  on  Energy  and  Commerce.  The  Commission  would 
submit  its  findings  to  Congress  by  October  1,  1989. 

Effective  Date 

The  provision  is  effective  January  1,  1988. 

4.  ATTORNEYS'  FEES  (SEC.  9021  OF  THE  BILL) 

Present  Law 

Attorneys  representing  Social  Security  claimants  may  petition 
for  a  fee  of  up  to  25  percent  of  the  past-due  benefits  to  which  the 
claimant  is  entitled.  Under  current  procedures,  the  attorney  must 
petition  for  this  amount;  the  ALJ  deciding  the  case  reviews  the  fee 
petition,  and,  if  the  amount  is  under  $1,500,  may  award  the  fee  at 
that  point.  If  the  amount  of  the  fee  is  over  $1,500,  the  petition  must 
be  sent  to  the  regional  ALJ  office  for  review.  In  cases  where  the 
beneficiary's  back  award  is  subject  to  offset  for  repayment  of  SSI 
benefits  or  to  the  worker's  compensation  offset,  SSA's  current 
policy  is  to  apply  the  offset  before  paying  the  attorney  fee,  so  that 
in  most  cases  there  are  no  funds  left  to  pay  the  attorney. 

Explanation  of  Provision 

The  provision  eliminates  the  fee  petition  process  for  most  cases, 
and  establishes  in  its  place  an  automatic  fee  payment  procedure 
under  which  the  attorneys  will  automatically  be  paid  25  percent  of 
the  back  award  due  the  claimant,  up  to  a  cap  of  $4,000,  indexed  to 
the  Social  Security  COLA.  This  amount  will  be  paid  by  SSA  at  the 
time  the  back  award  is  paid  to  the  beneficiary,  if  no  challenge  to 
the  size  of  the  fee  is  filed  by  then  by  the  ALJ  or  other  agency  deci- 
sionmaker in  the  case,  or  by  the  claimant.  The  payment  would  be 
be  made  in  the  form  of  a  two-party  check  payable  to  the  attorney 
and  the  claimant  for  the  full  amount  of  the  back  award,  accompa- 
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nied  by  a  notice  from  SSA  setting  forth  the  amount  due  the  attor- 
ney and  the  claimant  and  an  affidavit  as  to  the  proper  division  of 
the  back  award  to  be  sworn  to  by  the  attorney  and  the  claimant 
and  returned  to  SSA.  The  attorney  may  waive  the  fee  altogether, 
in  which  case  the  claimant  would  receive  the  full  back  award 
check.  The  attorney  may  also  arrange  with  the  claimant  to  receive 
less  than  the  automatic  process  would  provide.  Payment  of  benefits 
is  to  begin  within  60  days  of  the  determination  decision. 

The  decisionmaker  in  the  case,  usually  the  ALJ,  must  be  notified 
by  SSA  by  the  time  of  the  hearing  as  to  the  approximate  amount  of 
the  beneficiary's  back  award  and  of  the  attorney  fee  to  be  paid. 
The  decisionmaker  must  relay  this  information  to  the  claimant  and 
the  attorney  at  the  time  of  the  hearing.  The  ALJ  (or  other  decision- 
maker), the  claimant  or  the  attorney  in  the  case  may  file  a  protest 
against  the  size  of  the  fee  during  a  period  of  up  to  20  days  after  the 
preliminary  estimate  is  provided  at  the  hearing. 

In  cases  of  a  protest  by  the  client  or  the  ALJ,  or  where  the  attor- 
ney wishes  to  be  paid  more  than  the  $4,000  cap  amount,  the  attor- 
ney must  file  a  petition  supporting  the  fee  request.  This  petition  is 
to  be  reviewed  by  the  individual  ALJ  hearing  the  case  when  the 
claimant  is  protesting  or  when  the  attorney  is  requesting  a  higher 
fee,  and  by  the  regional  office  where  the  ALJ  or  other  decision- 
maker is  protesting  (through  notice  to  the  regional  ALJ  office  or  tg^ 
an  office  designated  by  the  Secretary  in  cases  of  a  non-ALJ  deci^ 
sionmaker.)  It  is  the  committee's  intent  that  the  estimate  of  the 
back  award  and  fee  provided  at  the  hearing  be  considered  prelimi- 
nary, and  that  if  the  actual  fee  is  substantially  greater  or  less  than 
the  estimate  (for  example,  more  than  50  percent  higher  or  lower), 
the  claimant  and  the  attorney  may  each  protest  at  the  time  the 
two-party  check  is  received  by  the  attorney. 

The  committee  wishes  to  emphasize  that  protest  of  a  fee  amount 
by  the  ALJ  or  other  agency  decisionmaker  is  to  be  made  only  in 
exceptional  cases,  where  the  ALJ  or  hearing  examiner  has  direct 
evidence  of  extraordinary  circumstances  making  the  automatic  fee 
amount  extremely  inappropirate,  such  as  an  attorney  failing  to 
represent  a  claimant  in  any  way  at  the  hearing  or  in  the  filing  of 
the  claim.  This  process  is  not  to  be  used  to  establish  regular  re- 
views of  fees  at  the  ALJ  level.  In  addition,  when  the  petition  for  a 
fee  is  presented,  either  in  protest  cases  or  in  cases  where  the  auto- 
matic procedure  is  not  used,  the  agency  is  to  adhere  as  closely  as 
possible  to  the  principles  set  out  in  the  automatic  procedure.  The 
committee  believes  that  the  contingent  nature  of  the  great  majori- 
ty of  agreements  between  lawyers  and  applicants  makes  reimburse- 
ment according  to  an  hourly  rate  inappropriate. 

In  cases  of  continuing  entitlement  to  benefits,  where  payments 
have  continued  through  the  appeal  process  and  either  no  back 
award,  or  one  covering  only  the  period  after  the  ALJ  hearing,  is 
due,  the  attorney  would  be  granted  an  award  of  25  percent  of  the 
total  amount  of  benefits  paid  through  the  period  of  appeal.  This 
amount  would  constitute  an  '  'overpayment' '  on  the  beneficiary's  ac- 
count, which  would  then  be  repaid  by  the  beneficiary  at  a  rate  of 
10  percent  of  the  benefit  each  month.  Where  no  benefits  accrue  per 
se  (e.g.,  representative  payee  disputes,  Medicare  eligibility,  disputes 
over  the  existence  of  overpayments,  etc.),  the  fee  would  be  set  at  an 
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amount  not  to  exceed  three  times  the  basic  monthly  benefit 
amount  (PIA),  or  if  less,  three  times  the  monthly  benefit  amount 
(in  cases  of  reduced  PIA  benefits  such  as  disabled  widows  or  dis- 
abled adult  children).  This  amount  will  be  paid  through  the  over- 
payment procedure  described  above,  and  may  be  disputed  by  either 
the  ALJ  or  the  claimant.  In  all  cases  where  Title  II  Social  Security 
benefits  are  due,  the  25  percent  attorney's  fee  would  be  calculated 
based  on  the  gross  amount  of  the  back  award  before  applying  any 
offsets  to  the  back  award. 

In  cases  where  several  attorneys  are  involved,  the  check  must  be 
sent  to  the  latest  attorney  of  record,  who  will  be  charged  with  re- 
solving the  shares  of  the  fee  with  the  other  attorneys  involved.  In 
any  case  where  the  attorney  improperly  handles  the  two-party 
check,  particularly  where  the  affidavit  is  not  properly  signed  and 
returned,  the  attorney's  privilege  to  represent  Social  Security 
claimants  must  be  suspended.  In  any  case  where  the  attorney  ap- 
peals for  and  wins  a  higher  fee  than  that  provided  under  the  auto- 
matic process,  and  the  back  benefit  is  insufficient  to  pay  the  higher 
amount,  the  attorney  must  deal  directly  with  the  claimant  for  the 
excess  amount. 

In  cases  where  a  fee  will  be  determined  by  a  district  court  for 
time  spent  before  that  court,  the  committee  intends  no  change  in 
the  current  law  insofar  as  the  Federal  court's  fee  decision  is  con- 
cerned. However,  where  that  attorney  is  also  entitled  to  a  fee  for 
services  performed  before  SSA,  the  automatic  fee  amount  and  proc- 
ess (i.e.,  25  percent  of  the  back  award  up  to  $4,000  for  the  time 
spent  before  the  agency)  should  apply. 

Effective  Date 

The  provision  is  effective  for  decisions  rendered  on  or  after  Janu- 
ary 1,  1988. 

5.  GOVERNMENT  PENSION  OFFSET  CORRECTION  (SEC.  9006  OF  THE  BILL) 

Present  Law 

Under  the  government  pension  offset,  spouse's  and  surviving 
spouse's  benefits  received  by  a  worker  based  on  his  or  her  spouse's 
Social  Security  covered  work  are  reduced  by  two-thirds  of  the 
amount  of  any  government  pension  to  which  a  person  is  entitled 
based  on  his  or  her  own  work  in  a  Federal,  State  or  local  govern- 
ment job  not  covered  under  Social  Security. 

The  treatment  of  government  workers  under  the  government 
pension  offset  is  similar  to  the  treatment  of  workers  in  Social  Secu- 
rity covered  employment.  In  Social  Security  covered  employment, 
the  total  amount  of  benefits  which  can  be  received  by  a  worker 
who  is  eligible  to  receive  both  a  spouse's  benefit  or  a  surviving 
spouse's  benefit  and  a  worker's  benefit  based  on  his  or  her  own 
Social  Security  covered  work  is  limited  to  the  greater  of  the  two 
benefits.  In  effect,  the  spouse's  benefit  is  offset  by  the  worker's  ben- 
efit and  only  the  excess,  if  any,  is  paid  in  addition  to  the  worker's 
benefit. 

Those  pensions  based  on  government  employment  which  is  cov- 
ered by  Social  Security  are  exempt  from  the  government  pension 
offset,  since  workers  covered  by  Social  Security  are  already  subject 
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to  the  offset  of  Social  Security  spouse's  and  survivors  spouse's  bene- 
fits described  above.  The  Social  Security  Act  therefore  provides 
that  the  offset  does  not  apply  to  pensions  based  on  government  em- 
ployment which  is  covered  under  Social  Security  on  the  last  day  of 
the  person's  employment.  The  purpose  of  this  "last  day"  rule  is  to 
relieve  from  the  government  pension  offset  employees  in  those 
State  and  local  governments  which  voluntarily  agree  to  cover  a 
group  of  or  all  of  their  employees  under  Social  Security. 

The  Federal  Employees'  Retirement  System  Act  of  1986  (FERA) 
established  a  new  retirement  system  which  includes  Social  Security 
coverage  for  Federal  employees.  Under  this  new  system,  those  em- 
ployees currently  covered  by  the  Civil  Service  Retirement  System 
(CSRS)  will  ge  given  the  opportunity  from  July  1,  1987,  to  Decem- 
ber 31,  1987,  to  make  a  one-time  election  to  join  FERS  and  obtain 
Social  Security  coverage. 

The  unintended  interaction  of  the  new  FERS  program  and  the 
"last  day"  rule  permit  an  individual  to  avoid  the  government  pen- 
sion offset  and  receive  both  a  full  government  pension  and  a  full 
spouse's  or  surviving  spouse's  benefit.  By  switching  to  FERS  for 
just  one  day  prior  to  retirement,  the  individual  is  able  to  meet  the 
last  day  rule  and  escape  the  pension  offset. 

Explanation  of  Provision 

A  Federal  employee  will  be  exempt  from  the  government  pension 
offset  if  he  or  she  has  5  years  of  Federal  employment  covered  by 
Social  Security  after  June  30,  1987. 

A  transition  is  provided  for  those  who  are  near  retirement:  Per- 
sons who  are  65  or  over  during  calendar  year  1987  will  be  exempt 
from  the  government  pension  offset  if  they  have  6  months  of  Social 
Security  covered  Federal  employment;  those  turning  65  in  calendar 
year  1988  will  be  exempt  with  1  year  of  Social  Security  covered 
Federal  employment;  those  turning  65  in  calendar  year  1989  will 
be  exempt  with  2  years;  those  turning  65  in  calendar  year  1990  will 
be  exempt  with  3  years;  those  turning  65  in  calendar  year  1991  will 
be  exempt  with  4  years;  and  those  turning  65  in  calendar  year  1992 
and  thereafter  will  be  exempt  with  5  years. 

Effective  Date 

The  provision  is  effective  for  Federal  employees  who  join  FERS 
on  or  after  June  30,  1987. 

6.  TREAT  CORPORATE  DIRECTORS  AS  EMPLOYEES  FOR  FICA  TAX  PURPOSES 
(SEC.  9022  OF  THE  BILL) 

Present  Law 

At  present,  fees  paid  to  directors  of  corporations  for  their  serv- 
ices are  taxable  under  Social  Security  as  self-employment  income. 
Corporate  directors  are  not  considered  employees  of  the  corpora- 
tion for  Social  Security  employment  tax  purposes.  This  treatment 
allows  directors  of  corporations  to  defer  receipt  of  a  substantial 
fraction  of  their  director  fees  until  after  they  attain  the  age  of  70 
as  a  way  of  avoiding  the  retirement  test  under  Social  Security  and 
delaying  the  payment  of  taxes  on  fee  income. 
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Explanation  of  Provision 

The  provision  amends  the  Social  Security  Act  to  treat  directors 
of  corporations  as  employees  solely  for  FICA  tax  and  Social  Securi- 
ty earnings  test  purposes.  This  change  is  intended  to  be  narrowly 
construed,  and  is  not  to  be  applied  for  other  purposes. 

Effective  Date 

This  proposal  is  effective  for  services  performed  on  or  after  Janu- 
ary 1,  1988. 

7.  MODIFY  THE  EARNINGS  TEST  FOR  THE  YEAR  IN  WHICH  A  WORKER 
DIES  (SEC.  9023  OF  THE  BILL) 

Present  Law 

Under  current  law,  any  beneficiary  under  age  70  with  earnings 
in  excess  of  certain  thresholds  (in  1987,  $6,000  annually  for  those 
under  65,  $8,160  for  those  over  65)  receives  a  $1  reduction  in  bene- 
fits for  every  $2  earned  over  the  annual  threshold.  If  an  individual 
dies  in  the  middle  of  the  year,  the  annual  exempt  amount  is  pro- 
rated accordingly.  Further,  in  the  case  of  a  beneficiary  who  dies  in 
the  month  prior  to  the  month  he  or  she  attains  age  65,  the  lower 
threshold  level  applies.  This  may  cause  a  beneficiary  who  reason- 
ably expects  to  live  until  the  end  of  the  year,  or  reach  65  during 
the  year,  to  be  subject  to  either  the  prorated  threshold  or  the  lower 
threshold. 

Explanation  of  Provision 

The  provision  allows  beneficiaries  to  earn  the  full  annual  exempt 
amount  in  the  year  of  death  and  to  be  subject  to  the  higher  annual 
exempt  amount  if  they  die  before  they  reach  age  65  in  the  year 
they  would  otherwise  have  attained  age  65. 

Effective  Date 

The  provision  is  effective  upon  enactment. 

8.  DENIAL  OF  BENEFITS  TO  INDIVIDUALS  DEPORTED  OR  ORDERED  DEPORT- 
ED ON  THE  BASIS  OF  ASSOCIATION  WITH  THE  NAZI  GOVERNMENT  OF 
GERMANY  DURING  WORLD  WAR  II  (SEC.  9024  OF  THE  BILL) 

Present  Law 

Section  202(n)(l)  of  the  Social  Security  Act  provides  for  the  sus- 
pension of  benefits  due  to  the  deportation  of  a  worker  beginning 
with  the  month  after  the  month  in  which  the  Secretary  of  Health 
and  Human  Services  is  notified  by  the  Attorney  General  that  the 
individual  has  been  deported  under  various  paragraphs  of  section 
241(a)  of  the  Immigration  and  Nationality  Act.  However,  section 
202(n)(l)  does  not  apply  to  individuals  who  have  been  deported  on 
account  of  certain  activities  under  the  direction  of  or  in  association 
with  the  Nazi  Government  of  Germany  during  World  War  II  (para- 
graph (19)  of  section  241(a)).  Paragraph  19,  pertaining  to  Nazi  war 
criminals,  was  added  to  the  Immigration  and  Nationality  Act  in 
1978.  The  Social  Security  Act  was  not  amended  to  reflect  this 
change  at  that  time. 
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Explanation  of  Provision 

The  provision  suspends  benefits  for  an  individual  against  whom 
a  final  order  of  deportation  has  been  ordered  on  the  basis  of  being 
a  Nazi  war  criminal. 

Effective  Date 

The  provision  is  effective  upon  enactment. 

9.  CLARIFY  TERMS  OF  APPOINTMENT  AND  SUCCESSION  FOR  PUBLIC 
MEMBERS  OF  THE  BOARD  OF  TRUSTEES  (SEC.  9025  OF  THE  BILL) 

Present  Law 

Under  current  law,  the  Board  of  Trustees  of  the  OASDI  trust 
funds  is  composed  of  the  Secretary  of  Treasury,  the  Secretary  of 
Labor,  the  Secretary  of  Health  and  Human  Services,  and  two  mem- 
bers of  the  public  (both  of  whom  may  not  be  from  the  same  politi- 
cal party),  nominated  by  the  President  for  a  term  of  4  years  and 
subject  to  confirmation  by  the  Senate. 

Explanation  of  Provision 

The  provision  clarifies  that  a  public  member  appointed  to  fill  a 
vacancy  occurring  before  the  end  of  a  term  shall  be  appointed  only 
for  the  remainder  of  such  term,  and  specifies  that  a  public  member 
may  serve  after  the  expiration  of  his  term  until  his  successor  has 
taken  office. 

Effective  Date 

This  provision  is  effective  upon  enactment. 

10.  MODIFICATION  OF  VOLUNTARY  COVERAGE  BETWEEN  THE  STATE  OF 
IOWA  AND  THE  SECRETARY  OF  HEALTH  AND  HUMAN  SERVICES  (SEC. 
9008  OF  THE  BILL) 

Present  Law 

Under  current  law,  a  State  may  enter  into  an  agreement  with 
the  Secretary  of  Health  and  Human  Services  to  voluntarily  cover 
State  and  local  employees  under  Social  Security.  The  coverage  may 
extend  to  those  groups  of  employees  designated  by  the  State. 

In  1986,  the  Iowa  State  Supreme  Court  held  that  certain  paid 
police  and  firefighter  departments  in  a  number  of  Iowa  communi- 
ties were  not  covered  under  Social  Security,  although  Social  Securi- 
ty contributions  had  in  fact  been  deposited  with  the  Treasury.  Ac- 
cording to  the  Iowa  Public  Employees  Retirement  System,  as  many 
as  18  communities  are  continuing  to  make  contributions  to  Social 
Security  which  are  invalid  and  which  build  no  protection  for  the 
employee. 

Explanation  of  Provision 

The  provision  allows  the  State  of  Iowa  to  modify  retroactively  its 
voluntary  agreement  with  the  Secretary  of  Health  and  Human 
Services  to  validate  coverage  for  certain  police  and  firefighter  posi- 
tions. The  agreement  must  be  modified  prior  to  January  2,  1989. 
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Effective  Date 

This  provision  is  effective  upon  enactment. 

11.  MODIFICATION  OF  THE  ALTERNATE  BENEFIT  FORMULA  FOR  PERSONS 
WITH  PENSIONS  FROM  NONCOVERED  EMPLOYMENT  (SEC.  9007  OF  THE 
BILL) 

Present  Law 

A  modified  Social  Security  benefit  formula  affecting  persons  with 
pensions  from  employment  not  covered  by  Social  Security  was  en- 
acted in  the  Social  Security  Amendments  of  1983  (P.L.  98-21). 

The  normal  Social  Security  benefit  formula  is  weighted  so  as  to 
give  proportionately  higher  benefits  to  low-earning  workers.  This  is 
done  by  calculating  the  benefit  according  to  a  three-tiered  benefit 
formula:  90  percent  of  the  first  $310  of  average  indexed  monthly 
earnings,  32  percent  of  earnings  between  $310  and  $1,866,  and  15 
percent  of  earnings  above  $1,866.  These  amounts  are  indexed  and 
updated  annually.  Because  this  monthly  earnings  figure  is  arrived 
at  by  averaging  the  worker's  lifetime  covered  earnings  over  a  35- 
year  period,  a  worker  with  only  10  or  15  years  of  covered  employ- 
ment (even  highly  paid  employment)  is  treated  under  the  benefit 
formula  like  a  low-earning  worker  when  those  years  are  averaged 
over  35  years.  Thus,  prior  to  the  Social  Security  Amendments  of 
1983,  relatively  high-paid  government  workers  received  the  benefit 
of  the  weighted  formula,  even  though  their  pensions  from  nonco- 
vered  employment  were  designed  to  pay  the  equivalent  of  Social 
Security  plus  a  private  pension. 

In  order  to  address  this  situation,  Congress  provided  a  special 
formula  for  persons  with  pensions  from  noncovered  employment. 
This  formula  changes  the  first  bracket  of  the  three-bracket  formu- 
la: instead  of  90  percent  of  the  first  $310  of  average  monthly  earn- 
ings, it  gives  40  percent  of  that  amount,  plus  32  percent  of  $310 
through  $1,866,  plus  15  percent  of  earnings  above  $1,866.  (These 
dollar  figures  are  for  1987  and  increase  each  year  according  to  the 
increase  in  wages.)  There  is  a  limit  on  the  reduction  in  any  work- 
er's Social  Security  benefits  of  one-half  the  amount  of  the  non- 
covered  pension.  Workers  with  30  years  or  more  of  Social  Security 
covered  work  are  exempt  from  the  alternate  benefit  computation, 
and  those  with  29  to  26  years  are  subject  to  a  phase-in  of  the  40- 
percent  factor  (from  80  percent  for  29  years  down  to  50  percent  for 
26  years).  This  provision  became  effective  for  workers  first  eligible 
for  either  government  pensions  or  Social  Security  benefits  in  1986 
and  later,  under  a  phase-in  transition  period  lasting  from  1986  to 
1990. 

Explanation  of  Provision 

The  provision  liberalizes  the  covered  work  requirement  for  ex- 
emption from  the  formula  as  follows:  those  with  25  years  or  more 
of  covered  work  are  exempt;  those  with  24  years  receive  80  percent 
of  the  first  bracket;  those  with  23  years,  70  percent;  those  with  22 
years,  60  percent;  those  with  21  years,  50  percent;  and  those  with 
20  or  fewer  years  receive  the  regular  40  percent. 
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Effective  Date 

The  provision  is  effective  upon  enactment  for  benefits  paid  after 
1987. 

12.  CONTINUATION  OF  DISABILITY  BENEFITS  DURING  APPEAL  (SEC.  9010 

OF  THE  BILL) 

Present  Law 

Under  a  provision  that  expires  on  December  31,  1987,  a  disability 
beneficiary  who  has  been  determined  to  be  no  longer  disabled  at 
the  initial  stage  of  administrative  review  may  elect  to  continue  to 
receive  disability  benefits  throughout  the  administrative  appeals 
process.  Extended  benefits  provided  with  respect  to  determinations 
made  on  or  before  December  31,  1987,  are  last  payable  for  June 
1988  (i.e.,  the  July  1988  benefit  check).  These  benefits  are  subject  to 
recovery  as  an  overpayment  in  the  event  that  the  initial  termina- 
tion decision  is  upheld  by  an  administrative  law  judge.  The  provi- 
sion authorizing  benefits  pending  appeal  was  first  enacted  as  part 
of  Public  Law  97-455,  and  has  been  extended  twice  (most  recently 
as  part  of  the  Social  Security  Disability  Benefits  Reform  Act  of 
1984). 

Explanation  of  Provision 

The  provision  extends  for  1  year  the  continued  payment  of  dis- 
ability benefits  during  appeal.  The  last  month  of  payment  would  be 
for  June  1989  (i.e.,  the  July  1989  check). 

Effective  Date 

The  provision  is  effective  January  1,  1988. 

13.  LENGTHEN  THE  EXTENDED  PERIOD  OF  ELIGIBILITY  FOR  DISABILITY 
BENEFITS  (SEC.  9011  OF  THE  BILL) 

Present  Law 

Under  current  law,  a  Social  Security  disability  beneficiary  who 
returns  to  the  work  force  may  become  automatically  reentitled  to 
benefits  within  a  15-month  extended  period  of  eligibility,  if  the 
work  effort  fails  and  the  person  continues  to  suffer  from  a  dis- 
abling impairment.  The  extended  period  of  eligibility  begins  in  the 
first  month  following  the  9-month  trial  work  period,  and  allows  an 
individual  to  have  benefits  reinstated  without  filing  a  new  applica- 
tion for  any  month  in  which  the  person  does  not  engage  in  substan- 
tial gainful  activity  (receipt  of  earnings  of  $300  a  month).  The  ex- 
tended period  of  eligibility  is  intended  to  encourage  disability  bene- 
ficiaries to  attempt  to  return  to  work  without  the  fear  that  eligibil- 
ity will  be  terminated  and  benefits  will  only  be  reinstated  after  a 
new  application. 

Explanation  of  Provision 

The  provision  lengthens  the  extended  period  of  eligibility  from  15 
to  60  months. 

Effective  Date 

This  provision  is  effective  January  1,  1988. 
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14.  INTERIM  BENEFITS  IN  CASES  OF  DELAYED  FINAL  DECISIONS  (SEC. 
9009  OF  THE  BILL) 

Present  Law 

Presently,  there  is  an  administrative  appeals  system  for  disabil- 
ity claimants  and  beneficiaries  whose  claims  are  under  review  com- 
posed of  four  levels:  (1)  an  initial  decision  by  a  State  agency;  (2) 
State  agency  reconsideration;  (3)  a  hearing  before  an  administra- 
tive law  judge  (ALJ);  and  (4)  Appeals  Council  review.  If  an  individ- 
ual receives  a  favorable  decision  from  an  ALJ,  the  Appeals  Council 
may  on  its  own  motion  review  the  ALJ  determination,  and  act  to 
affirm,  revise,  reverse,  or  remand  the  ALJ  decision. 

Explanation  of  Provision 

The  provision  requires  that  in  any  case  in  which  an  ALJ  has  de- 
termined that  an  individual  is  eligible  for  disability  benefits  and 
the  Secretary  has  not  acted  within  90  days  to  issue  a  final  decision, 
interim  benefits  will  be  provided  to  the  individual  pending  the  issu- 
ance of  a  final  decision.  The  individual's  benefits  will  commence 
with  the  month  preceding  the  month  in  which  the  90-day  period 
expires  and  will  not  be  considered  overpayments  if  eligibility  is  fi- 
nally denied,  unless  the  benefits  were  fraudulently  obtained. 
Claimants  whose  own  action  resulted  in  delays  without  good  cause 
would  not  be  permitted  to  toll  more  than  20  such  days  toward  the 
90-day  limit. 

Effective  Date 

The  provision  applies  with  respect  to  ALJ  determinations  occur- 
ring 180  days  after  the  date  of  enactment. 

15.  EXPAND  EMPLOYER  SHARE  OF  FICA  TAX  TO  INCLUDE  ALL  CASH  TIPS 
(SEC.  9012  OF  THE  BILL) 

Present  Law 

The  FICA  taxes  imposed  on  the  employee  and  the  employer  gen- 
erally are  equal.  The  employer  is  responsible  for  withholding  the 
employee's  share  of  the  tax  from  the  employee's  wages  and  remit- 
ting the  tax,  together  with  the  employer's  share  of  the  tax,  to  the 
Internal  Revenue  Service.  Special  rules  apply  to  tips,  however.  For 
purposes  of  the  employee  FICA  tax,  all  tips  received  by  employees 
are  considered  remuneration  for  services  and  are  subject  to  the  tax. 
The  tips  are  generally  deemed  to  be  received  at  the  time  the  em- 
ployee files  a  written  statement  with  the  employer  reporting  the 
receipt  of  the  tips. 

The  full  amount  of  tips  received  by  an  employee  is  not,  however, 
usually  subject  to  the  FICA  tax  imposed  on  the  employer.  The  em- 
ployee is  deemed  to  receive  wages  for  purposes  of  the  employer's 
share  of  FICA  taxes  only  to  the  extent  of  the  excess  of  the  Federal 
minimum  wage  rate  over  the  actual  wage  rate  paid  by  the  employ- 
er. Any  tips  received  in  excess  of  the  difference  between  the  wages 
paid  and  the  minimum  wage  are  not  subject  to  the  employer's  por- 
tion of  the  tax. 
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Explanation  of  Provision 

Under  this  provision,  all  cash  tips  would  be  included  within  the 
definition  of  wages  for  purposes  of  the  employer's  share  of  FICA 
taxes.  Thus,  employers  would  be  required  to  pay  FICA  taxes  on  the 
total  amount  of  cash  tips  up  to  the  Social  Security  wage  base. 

Effective  Date 

This  provision  is  effective  for  remuneration  received  on  or  after 
January  1,  1988. 

Subtitle  B— Family  Welfare  Reform 

Introduction 

1.  Purpose 

The  Family  Welfare  Reform  Act  of  1987,  (H.R.  1720  as  reported 
by  the  Committee  on  Ways  and  Means),  makes  significant  changes 
in  the  nation's  basic  welfare  program,  Aid  to  Families  with  De- 
pendent Children  (AFDC).  The  legislation  is  designed  to  promote 
family  stability,  self-support  through  work,  the  payment  of  child 
support,  and  improvements  in  need-based  cash  support  for  families. 

President  Reagan,  in  his  State  of  the  Union  Message  on  Jan- 
uary 27,  1987,  called  on  the  Congress  to  enact  welfare  reform.  The 
President's  welfare  reform  program  includes  a  new  work,  educa- 
tion, and  training  program  for  welfare  recipients  and  large  scale 
demonstration  projects  to  test  State  and  local  welfare  reform  ideas. 

Reducing  welfare  dependency  by  creating  significant  work,  edu- 
cation and  training  opportunities  for  AFDC  recipients  is  the  cor- 
nerstone of  the  bill.  The  National  Education,  Training  and  Work 
program,  or  NETWork,  is  devoted  exclusively  to  helping  AFDC 
families  become  self-supporting.  It  targets  Federal  resources  on  the 
families  who  are  most  in  need  of  assistance — those  who  can  be  ex- 
pected to  become  long-term  welfare  dependent. 

NETWork  is  an  individualized  program,  tailored  to  the  family's 
needs  and  the  State's  resources.  It  will  offer  the  chance  to  return 
to  school  for  welfare  recipients  who  are  without  a  high  school  edu- 
cation. Training,  job  search  and  other  work  activities  are  also  an 
integral  part  of  the  NETWork  program.  States  could  continue 
"workfare"  programs  so  long  as  training  is  provided  also  and  long- 
term  workfare  assignments  are  avoided.  This  is  because  NET- 
Work's  first  priority  is  to  prepare  welfare  recipients  for  real  jobs  in 
their  communities.  The  program  is  directed  not  only  to  the  adults 
in  the  family,  but  also  to  the  children,  so  that  any  cycle  of  welfare 
dependency  can  be  broken. 

The  emphasis  in  this  program  is  on  independence  and  mutual  ob- 
ligation. The  respective  obligations  of  the  recipient  and  the  welfare 
department  are  spelled  out  in  a  mutually  negotiated  agreement 
and  carried  out  through  a  case  management  system  designed  to 
assure  that  the  services  are  provided  and  barriers  to  employment 
are  removed. 

To  ease  the  transition  to  work,  the  bill  creates  modest  financial 
incentives  so  that  families  who  work  are  better  off  than  those  that 
do  not.  Day  care  subsidies  and  Medicaid  would  also  be  available  for 
families  who  go  to  work  and  earn  their  way  off  AFDC.  These  are 
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the  "tickets  to  success"  and  independence  for  welfare  families 
which  assure  that  parents  won't  be  asked  to  put  their  children's 
health  or  safety  in  jeopardy  if  they  go  to  work. 

Helping  families  to  support  themselves  often  requires  child  sup- 
port enforcement.  The  bill  is  designed  to  improve  efforts  to  estab- 
lish paternity  of  children,  assure  that  child  support  orders  are 
fairly  set  and  regularly  updated,  and  give  States  incentives  to  use 
effective  enforcement  techniques. 

Our  welfare  system  must  also  become  pro-family.  If  we  want 
families  to  stay  together  and  support  themselves,  as  the  President 
suggests,  then  we  can't  deny  them  AFDC  when  they  face  tough 
times.  The  bill  mandates  AFDC  for  unemployed  two-parent  fami- 
lies. It  also  creates  incentives  to  improve  AFDC  benefits,  a  step 
that  is  needed  to  reduce  the  decline  in  real  benefits  that  has  oc- 
curred since  1970. 

Finally,  in  response  to  President  Reagan's  request,  the  bill  in- 
cludes a  series  of  carefully  targeted  demonstration  projects  de- 
signed to  test,  on  a  limited  basis,  innovative  approaches  to  encour- 
aging work,  reducing  welfare  dependency,  streamlining  administra- 
tion, and  improving  the  quality  of  life  of  AFDC  families.  A  total  of 
10  demonstration  projects  would  be  authorized. 

This  legislation  does  not  solve  all  of  the  problems  of  the  current 
welfare  system.  It  does,  however,  lay  the  foundation  for  systematic 
change  by  making  an  investment  in  America's  poor  families.  Al- 
though that  investment  will  cost  money  now,  it  can  be  expected  to 
save  money  in  the  long  run  as  it  creates  a  future  of  hope  and  eco- 
nomic independence  for  many  of  America's  poor  children. 

2.  Background  and  Need  for  Legislation 

It  has  been  said  that  "A  decent  provision  for  the  poor  is  the  test 
of  civilization."  The  American  people  have  been  tested  continuous- 
ly by  the  specter  of  poverty.  For  some  groups,  such  as  the  elderly, 
we  have  received  passing  grades.  For  other  groups,  such  as  chil- 
dren in  poor  families,  we  are  on  the  brink  of  failure.  In  the  past  20 
years,  we  have  seen  an  alarming  increase  in  the  rate  of  child  pov- 
erty, an  erosion  of  parental  responsibility  and  initiative,  and  per- 
sistent welfare  dependence  among  a  small  but  troubling  segment  of 
the  population. 

Rise  in  Child  Poverty. — Children  displaced  the  elderly  as  the 
poorest  group  of  American  citizens  in  1974.  Since  that  time,  child 
poverty  has  grown  deeper  and  more  widespread.  Today,  20  percent 
of  all  American  children  are  poor.  Half  of  these  children  live  in 
female-headed  families.  Poverty  is  also  a  function  of  race.  Almost 
half  of  all  Black  children  and  more  than  one-third  of  all  Hispanic 
children  are  poor. 

Without  a  working  parent,  a  child  is  almost  sure  to  be  poor.  But 
having  a  working  parent  is  no  guarantee  against  poverty.  Many 
children  need  two  earners  or  cash  supplements  to  one  earner's  full 
time  wages  if  they  are  to  escape  poverty. 

Whether  poverty  is  measured  before  or  after  Government  trans- 
fer payments  and  whether  the  income  counted  includes  or  excludes 
noncash  benefits  and  money  paid  as  taxes,  child  poverty  rates  rose 
especially  sharply  from  1979  to  1983.  Although  the  official  count  of 
the  poor  disregards  noncash  benefits,  which  account  for  most  wel- 
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fare  spending,  counting  these  items  does  not  reverse  the  trend.  If 
food  stamps,  school  meals,  subsidized  housing,  Medicaid,  and  Medi- 
care are  treated  as  income,  the  poverty  rate  is  lower,  but  the 
steady  increase  in  poverty  which  began  in  1979  continued  until 
1983. 

Erosion  of  Benefits. — A  significant  contributor  to  the  rise  in  child 
poverty  has  been  the  steady  decline  in  the  value  of  welfare  bene- 
fits. The  main  cash  assistance  program  for  poor  children  is  the  Aid 
to  Families  with  Dependent  Children  (AFDC)  program.  Yet  only  7 
million  of  the  Nation's  12  million  poor  children  receive  AFDC  ben- 
efits and  average  AFDC  benefits  have  declined,  in  real  terms,  by  33 
percent  since  1970. 

Most  AFDC  recipients  also  receive  food  stamps  and  while  the 
value  of  food  stamps  has  increased  in  recent  years  to  reflect  infla- 
tion in  food  prices,  the  combined  value  of  AFDC  and  food  stamps 
has  declined  by  18  percent  since  1970.  AFDC  families  also  receive 
Medicaid.  Like  food  stamps,  Medicaid  expenditures  have  increased 
since  1970,  a  reflection  of  increased  health  prices.  But  the  purchas- 
ing power  of  Medicaid  benefits  has  not  increased.  Not  all  AFDC 
families  receive  other  in-kind  benefits  nor  do  in-kind  benefits 
always  contribute  to  disposable  income.  Clearly,  the  safety  net  on 
which  these  children  must  rely  is  tattered. 

The  need  to  address  child  poverty  and  stem  the  decrease  in  bene- 
fits transcends  humanitarian  concern.  As  our  nation  ages,  the  need 
for  skilled  workers  increases.  Today's  children,  including  those  that 
are  poor,  are  tomorrow's  work  force.  Yet  their  numbers  are  declin- 
ing. In  1995,  there  will  be  4  million  fewer  youth  16  to  24  years  old 
available  for  work.  This  is  a  16  percent  drop  from  1986.  We  can't 
afford  to  let  them  grow  up  in  poverty,  without  an  adequate  educa- 
tion and  lacking  job  skills. 

Welfare  Dependency. — The  welfare  system  works  remarkably 
well  for  most  families  who  rely  on  it  as  a  short-term  source  of  sup- 
port during  hard  times.  Between  1970  and  1979,  for  example,  less 
than  one  percent  of  all  Americans  were  long-term  (8-10  years)  wel- 
fare dependent. 

Nearly  half  (45  percent)  of  the  families  on  AFDC  turned  to  the 
program  after  a  divorce  or  separation.  Thirty  percent  resorted  to 
AFDC  as  an  unmarried  single,  parent.  Only  12  percent  of  AFDC 
families  became  eligible  when  the  mother's  earnings  fell,  indicating 
that  for  most  families,  earnings  were  not  a  significant  source  of 
support.  Just  as  divorce  is  the  most  common  way  on  to  AFDC,  mar- 
riage is  the  most  common  way  out.  Thirty-five  percent  of  AFDC 
-  families  leave  AFDC  because  of  a  marriage,  only  21  percent  do  so 
because  of  increased  earnings. 

For  some  families,  however,  the  welfare  system  has  become  a 
dead-end,  offering  little  hope  and  almost  no  opportunity.  While 
nearly  half  of  those  families  who  today  begin  to  receive  AFDC  for 
the  first  time  will  leave  the  program  within  2  years,  the  remainder 
of  these  families  will  rely  on  AFDC  for  3  or  more  years.  A  trou- 
bling 17  percent  will  be  on  AFDC  for  8  or  more  years.  Long-term 
AFDC  recipients  account  for  the  bulk  of  AFDC  expenditures. 

Teenage  parent  families  present  special  problems.  Roughly  one- 
quarter  of  all  teenage  mothers  rely  on  AFDC  during  the  year  fol- 
lowing the  birth  of  their  first  child.  Families  with  a  teen  parent 
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are  at  great  risk  of  becoming  long-term  dependent.  Many  of  these 
parents  do  not  complete  high  school,  suffer  low  self-esteem,  and 
lack  the  job  skills  and  experience  needed  to  support  their  families 
on  their  own.  Little  is  done  today  to  help  them  avoid  this  prospect. 

Lack  of  Child  Support. — Child  support  is  one  potential  source  of 
support  for  AFDC  families,  yet  the  track  record  on  support  pay- 
ments by  noncustodial  parents  is  poor.  In  1983,  of  the  8.7  million 
women  who  had  children  present  under  the  age  of  21  from  an 
absent  father,  42  percent  never  were  awarded  child  support  rights 
(nor  had  an  agreement  to  receive  child  support  payments)  and, 
thus,  were  dependent  for  income  on  sources  other  than  the  father. 
For  poor  mothers,  the  proportion  without  child  support  awards  was 
even  higher,  58  percent. 

Even  those  women  awarded  child  support  are  not  guaranteed  of 
receiving  payment.  In  1983,  only  one-half  of  the  4  million  women 
owed  child  support  payments  received  the  full  amount,  about  26 
percent  of  the  women  received  less  than  they  were  owed  and  24 
percent  received  no  payment  at  all. 

The  Child  Support  Enforcement  Amendments  of  1984  have  con- 
tributed to  improving  this  situation  but  more  remains  to  be  done. 
Paternity  establishments — the  first  step  in  the  child  support  en- 
forcement process — must  be  increased  and  more  effective  tech- 
niques must  be  found  for  establishing  and  enforcing  support  orders. 
Inequities  exist  within  States  and  especially  between  States  that 
make  it  difficult  to  establish  and  enforce  support  obligations. 

Barriers  to  Self -Sufficiency. — The  most  important  way  to  de- 
crease welfare  dependence  is  to  help  families  increase  work  effort. 
Many  studies  of  welfare  families  have  indicated  that  these  parents 
want  to  work  and  when  given  the  opportunity,  will  choose  work 
over  welfare.  Instead  of  encouraging  work  by  parents  on  AFDC, 
however,  the  current  system  discourages  it.  Parents  who  go  to 
work  often  watch  their  income  decline  rather  than  increase. 

Some  argue  that  this  is  because  welfare  benefits  are  too  high. 
Given  that  combined  AFDC  and  food  stamp  benefits  today  on  aver- 
age equal  74  percent  of  the  poverty  level,  and  have  declined  in 
recent  years,  excessive  welfare  benefits  are  hardly  the  problem. 
The  problem  is  the  lack  of  real  work  incentives. 

The  current  lack  of  financial  work  incentives  is  in  part  the  result 
of  the  enactment  of  the  Reagan  administration  proposals  in  the 
Omnibus  Budget  Reconciliation  Act  of  1981.  This  act  repealed  the 
continuing  availability  of  the  so-called  "$30  and  one-third"  earned 
income  disregard,  which  allowed  AFDC  mothers  to  work  at  low- 
wage  jobs  without  losing  their  AFDC  benefits  dollar-for-dollar  with 
additional  earnings.  The  result  is  a  nearly  100  percent  "tax"  on 
earnings  of  poor  families.  This  is  more  than  three  times  higher 
than  the  tax  rate  applied  to  wealthy  individuals  under  the  Tax 
Code. 

Without  reasonable  earned  income  disregards,  it  is  hard  for  an 
AFDC  mother  with  two  children — the  average  family  on  AFDC — to 
improve  her  family's  standard  of  living  by  working  at  a  minimum 
wage  job.  AFDC  benefits  are  competitive  with  minimum  wage  jobs 
not  because  AFDC  benefits  are  too  high,  but  because  the  wages 
these  parents  can  earn — less  expenses  and  taxes — are  too  low  to 
support  the  family. 
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For  example,  in  1976.  the  minimum  wage  of  S2.10  per  hour 
would  have  supported  a  family  of  three  at  a  little  above  the  pover- 
ty level.  Today,  the  minimum  wage  of  S3. 35  per  hour  would  provide 
a  gross  income  equal  to  only  80  percent  of  the  poverty  level. 

Creating  financial  incentives — through  earned  income  disregards 
or  otherwise- — only  increases  welfare  dependence,  if  you  assume 
that  whenever  AFDC  benefits  are  received,  even  as  a  supplement 
to  wages,  the  family  is  "welfare  dependent."  Taken  to  the  extreme, 
this  means  that  a  family  receiving  S10  per  month  from  AFDC  is 
welfare  dependent  even  though  that  family  is  earning  several  hun- 
dred dollars  each  month.  These  families  are  not  welfare  dependent. 
It  makes  sense  for  AFDC  to  provide  a  supplement  when  their  earn- 
ings are  insufficient  to  support  the  family. 

It  is  important  to  encourage  parents  of  young  children  to  partici- 
pate in  work,  education,  and  training  activities  so  that  they  may 
avoid  long-term  welfare  dependence.  The  care  and  nurturing  of 
their  young  children  is  even  more  important,  however.  Arbitrary- 
work  requirements  for  these  parents  may  be  counterproductive  for 
the  children.  A  better  approach  is  to  encourage  voluntary  partici- 
pation by  parents  with  very  young  children.  A  parent  who  is  moti- 
vated to  participate  and  confident  about  her  child  care  arrange- 
ments will  make  a  better  student,  a  better  trainee,  and  ultimately 
a  better  employee. 

Most  American  mothers  with  children  under  three  who  work 
have  a  husband  to  help  in  the  care  and  nurturing  of  the  children 
and  can  afford  adequate  day  care.  Unfortunately,  single  mothers 
on  AFDC  cannot  rely  on  someone  else  to  help  them  care  for  their 
children.  As  a  consequence,  only  about  one-third  of  all  never-mar- 
ried mothers  with  young  children  (under  6)  work.  For  them  to  do 
so,  day  care  and  other  support  services  are  necessary. 

Studies  have  shown  that  the  potential  loss  of  health  benefits  for 
the  children  often  discourages  AFDC  parents  from  working  and 
that  the  staggering  cost  of  child  care  deters  many  parents  who  are 
otherwise  eager  to  return  to  the  workforce.  True  welfare  reform 
will  eliminate  the  barriers  to  work  by  creating  work  incentives  and 
easing  the  transition  from  welfare  to  work  by  providing  support 
services  these  families  need. 

Critics  of  this  legislation  have  suggested  that  it  will  make  wel- 
fare more  attractive  than  work.  They  are  wrong.  The  bill  estab- 
lishes tougher  work  requirements  than  under  current  law  and-cou- 
ples  these  requirements  with  meaningful  education  and  training 
opportunities.  The  goal,  as  the  President  has  stated  so  well,  is  re- 
ducing welfare  dependence.  This  will  be  accomplished  through  the 
mandatory  XETWork  program,  by  restoring  financial  incentives 
and  offering  the  transition  services  that  families  need  in  order  to 
go  to  work,  and  through  better  child  support  enforcement.  What 
this  bill  also  does,  however,  is  make  good  on  our  commitment  to 
poor  children.  It  recognizes  that  poverty  among  children  is  a  na- 
tional problem  and  lays  the  foundation  for  steadily  improving  the 
quality  of  their  lives.  To  do  otherwise  would  be  to  sell  short  our 
own  future. 
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Provisions 

1.  SHORT  TITLE  AND  TABLE  OF  CONTENTS  (SEC.  9100  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  provision  establishes  the  short  title  to  be  the  "Family  Wel- 
fare Reform  Act  of  1987"  and  provides  a  table  of  contents. 

2.  AFDC  REPLACED  BY  FAMILY  SUPPORT  PROGRAM  (SEC.  9 100 A  OF  THE 

BILL) 

Present  Law 

Title  IV-A  of  the  Social  Security  Act  provides  for  payment  of  Aid 
to  Families  with  Dependent  Children  (AFDC)  in  accordance  with 
approved  State  plans. 

Explanation  of  Provision 

The  bill  would  replace  AFDC  with  a  new  Family  Support  Pro- 
gram as  described  in  the  following  sections.  The  requirement  for  an 
approved  State  plan  would  be  retained. 

Part  1 — National  Education,  Training,  and  Work  (NETWork) 

Program 

Under  present  law,  authority  for  AFDC  work  activities  is  includ- 
ed in  two  titles  of  the  Social  Security  Act:  Title  IV-A,  which  au- 
thorizes the  Aid  to  Families  with  Dependent  Children  (AFDC)  pro- 
gram and  Title  IV-C,  which  authorizes  the  Work  Incentive  (WIN) 
program.  Title  IV-A  identifies  the  AFDC  recipients  who  are  re- 
quired to  register  for  WIN  and  includes  authority  for  several  work 
and  training  activities,  including  job  search,  work  supplementation, 
and  community  work  experience  programs.  Title  IV-C  authorizes 
the  WIN  program,  which  can  provide  assessment,  training,  employ- 
ment and  other  employment-related  activities,  including  job  search 
for  AFDC  recipients.  In  fiscal  year  1987,  WIN  funding  totals  $110 
million  and  is  scheduled  to  expire  on  June  30,  1987 ;  the  House  sup- 
plemental appropriations  bill  includes  additional  WIN  funds  for 
the  remainder  of  fiscal  year  1987. 

The  bill  does  not  make  substantive  amendments  to  Title  IV-C.  It 
does,  however,  sever  the  connection  between  AFDC  and  WIN  and 
proposes  a  new  work,  education,  and  training  program  for  eligible 
AFDC  applicants  and  recipients  within  Title  IV-A  of  the  Social  Se- 
curity Act.  A  detailed  description  of  this  new  program  follows. 

1.  ESTABLISHMENT  OF  NETWORK  PROGRAM  (SEC.  9101  OF  THE  BILL) 
(A)  STATE  PLAN  REQUIREMENT 

Present  Law 

No  Title  IV-A  requirement. 
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Explanation  of  Provision 

The  bill  would  require  each  State,  as  a  condition  of  receiving 
Title  IV-A  funds,  to  establish  an  education,  training,  and  work  pro- 
gram. 

(B)  ESTABLISHMENT  AND  OPERATION  OF  STATE  PROGRAMS 

Present  Law 

No  Title  IV-A  requirement. 
Explanation  of  Provision 

The  bill  would  require  each  State  Title  IV-A  agency  to  submit  a 
plan,  subject  to  the  approval  of  the  Secretary,  providing  that  the 
NETWork  program  be  available  in  each  political  subdivision  of  the 
State  where  it  is  feasible. 

The  NETWork  program  would  be  administered  by  the  Title  IV-A 
agency.  Federal  funds  available  under  the  NETWork  program 
would  augment  and  expand  existing  services  and  could  not  replace 
or  supplant  State  or  local  funds. 

Private  sector  and  local  government  participation  would  be  re- 
quired in  planning  and  program  design.  In  addition  to  assuring  co- 
ordination and  consultation,  this  requirement  is  intended  to  assure 
that  the  State  program  is  responsive  to  the  needs  of  the  local  com- 
munities, that  participants  are  trained  for  jobs  that  will  actually  be 
available  in  the  community,  and  that,  when  appropriate,  the  capac- 
ity of  local  governments  to  deliver  the  services  be  considered  and 
accommodated  in  planning  the  program. 

The  committee  recognizes  that  the  basic  AFDC/FSP  program  is 
not  locally  administered  in  many  States.  However,  the  need  for  pri- 
vate sector  and  local  government  involvement  in  NETWork  plan- 
ning and  design  transcends  the  State  administrative  arrangement. 
Further,  the  committee  expects  that  private  sector  participation 
will  be  coordinated  through  and,  when  the  State  Title  IV-A  agency 
determines  it  appropriate,  provided  by  the  private  industry  coun- 
cils authorized  under  the  Job  Training  Partnership  Act.  Local  gov- 
ernment participation  should  include  local  welfare  agencies,  local 
public  schools,  community  colleges  and  local  vocational  training  in- 
stitutions, and  local  employment  and  training  agencies. 

(C)  PARTICIPATION  REQUIREMENTS  AND  EXEMPTIONS 

Present  Law 

Present  law  requires  nonexempt  individuals  to  register  with  the 
Department  of  Labor  for  manpower  services,  training,  employment, 
and  other  employment-related  activities,  including  job  search. 

The  following  individuals  are  exempt  from  participation:  (a)  a 
child  under  age  16  who  is  attending  school;  (b)  a  person  who  is  ill, 
incapacitated  or  of  advanced  age;  (c)  a  person  who  lives  in  a  remote 
area;  (d)  a  person  needed  in  the  home  because  of  family  illness  or 
incapacity  of  a  family  member;  (e)  the  parent  or  other  relative  of  a 
child  under  the  age  of  6  who  is  personally  providing  care  for  the 
child  with  only  very  brief  and  infrequent  absences;  (f)  a  person  who 
is  working  at  least  30  hours  per  week;  and  (g)  a  pregnant  woman  if 
the  child  is  expected  to  be  born  within  3  months. 
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States  are  required  to  inform  the  parent  or  other  relative  caring 
for  a  child  under  6  of  the  option  to  register  and  of  the  child  care 
services  (if  any)  that  will  be  available.  In  addition,  HHS  has  used 
the  demonstration  authority  in  section  1115  of  the  act  to  permit 
States  to  require  registration  by  parents  of  children  under  the  age 
of  6.  Current  law  exempts  one  parent  in  a  two-parent  family  from 
participation. 

Explanation  of  Provision 

The  bill  would  require  participation  by  nonexempt  adults  if  the 
program  is  available  and  resources  otherwise  permit.  It  also  would 
require  the  State  to  inform  all  Title  IV-A  recipients  of  the  pro- 
gram. States  would  be  required  to  ensure  participation  of  volun- 
teers to  the  maximum  extent  possible. 

States  also  would  be  required  to  designate  three  target  popula- 
tions: (a)  families  with  teenage  parents  and  families  with  parents 
who  were  under  age  18  when  their  first  child  was  born;  (b)  families 
that  have  been  receiving  Title  IV-A  benefits  continuously  for  2  or 
more  years;  and  (c)  families  with  children  under  6  years  of  age. 

The  bill  would  exempt  from  participation:  (a)  an  individual  who 
is  ill,  incapacitated,  or  60  years  or  older;  (b)  an  individual  needed  in 
the  home  because  of  the  illness  or  incapacity  of  a  family  member; 
(c)  an  individual  who  is  working  20  or  more  hours  per  week;  (d)  a 
woman  who  is  pregnant;  (e)  an  individual  who  resides  in  an  area  of 
the  State  where  the  program  is  not  available;  and  (f)  an  individual 
under  age  16,  except  for  minor  parents  required  to  participate  by  a 
State. 

The  bill  would  exempt  from  participation  the  parent  or  other  rel- 
ative of  a  child  under  3.  Parents  of  children  between  the  ages  of  3 
and  6  would  be  required  to  participate,  as  State  resources  permit. 
Such  participation  must  be  part-time  with  day  care  guaranteed. 
The  Secretary  could  permit  a  State  to  require  participation  by  par- 
ents of  children  under  the  age  of  3  and  over  the  age  of  1  if  partici- 
pation is  part-time  and  the  State  can  demonstrate  appropriate 
infant  care  can  be  guaranteed  within  the  dollar  limitation  ($200 
per  month  per  child  under  2  and  $175  per  month  per  child  2  and 
over)  established  by  the  act. 

Also,  the  bill  would  establish  that,  in  a  two-parent  family,  the  ex- 
emptions would  apply  to  one  parent  only.  States  would  be  permit- 
ted to  require  participation  by  both  parents  if  appropriate  child 
care  is  guaranteed. 

(D)  COORDINATION  WITH  EXISTING  RECIPIENT  ACTIVITIES 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  provides  that  if  the  adult  caretaker  or  a  dependent  child 
is  already  attending  school  or  training  designed  to  lead  to  employ- 
ment, such  attendance  may  constitute  satisfactory  participation  in 
the  program,  but  the  costs  of  such  school  or  training  would  not  be 
federally  reimbursable  expenses  under  Title  IV-A.  Also,  the  bill 
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would  provide  for  support  services  in  these  cases,  as  long  as  the  ac- 
tivities are  a  part  of  the  family  support  plan. 

(E)  SERVICE  PRIORITIES 

Present  Law 

No  Title  IV-A  requirement. 
Explanation  of  Provision 

To  the  extent  that  State  resources  do  not  permit  the  inclusion  in 
the  program  of  all  mandatory  participants  and  volunteers,  services 
are  to  be  provided  according  to  the  following  priorities:  (a)  first  pri- 
ority to  volunteers  in  the  target  populations  (see  item  (c)  above);  Ob) 
second  priority  to  mandatory  participants  in  the  target  popula- 
tions; (c)  third  priority  to  mandatory  participants  in  a  family  in 
which  the  youngest  child  is  within  2  years  of  becoming  ineligible 
for  benefits  because  of  age;  (d)  fourth  priority  to  all  other  volun 
teers;  and  (e)  fifth  priority  to  all  other  mandatory  participants. 
Within  priority  groups,  States  must  give  preference  to  individuals 
who  actively  seek  to  participate.  (See  Flow  Chart  of  NETWork  Par- 
ticipation Rules.) 

However,  some  States  may  plan  to  serve  all  mandatory  partici- 
pants and  volunteers,  but  will  find  it  necessary  to  phase  in  the  pro- 
gram over  several  years  in  order  to  meet  that  goal.  As  a  result,  the 
bill  provides  that  these  priorities  would  not  apply  to  States  that 
provide  satisfactory  assurances  that  they  will  serve  all  mandatory 
participants  and  volunteers  within  3  years  after  the  effective  date 
of  the  State's  NETWork  program.  This  will  give  States  added  flexi- 
bility to  achieve  the  goals  of  the  bill  without  disrupting  State  plans 
for  implementing  comprehensive  education,  employment  and  train- 
ing programs  for  AFDC/FSP  recipients. 

(F)  ORIENTATION 

Present  Law 

No  orientation  to  work  activities  is  required.  States  are  required 
to  describe  the  day  care  services  (if  any)  that  will  be  available  to 
the  parent  or  other  relative  caring  for  a  child  under  6.  The  mother 
is  permitted  to  choose  the  type  of  day  care  when  more  than  one 
kind  is  available. 

Explanation  of  Provision 

The  bill  would  require  that  the  State  provide  eligible  applicants 
and  recipients  of  Title  IV-A  benefits  with  orientation  to  NETWork, 
including  descriptions  of  day  care  services  and  available  health  cov- 
erage transition  options.  The  orientation  must  be  designed  to  pro- 
vide full  information  about  the  opportunities  offered  by  the  NET- 
Work program  and  must  also  describe  the  obligations  of  partici- 
pants. The  orientation  would  be  provided  to  all  AFDC  applicants 
and  recipients. 

(G)  ASSESSMENT  AND  FAMILY  SUPPORT  PLAN 

Present  Law 

No  Title  IV-A  requirement. 
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Explanation  of  Provision 

The  bill  would  require  the  States  to  assess  the  educational  needs, 
skills  and  employability  of  each  participant  in  the  program,  and  to 
review  family  circumstances  and  the  needs  of  the  children.  It 
would  require  that  a  family  support  plan  be  negotiated  by  the 
adult  caretaker  and  the  State  agency.  The  plan  must  be  based  on 
the  assessment.  The  family  support  plan  must  detail  all  of  the  ac- 
tivities which  will  be  undertaken  and,  to  the  maximum  extent  pos- 
sible, should  reflect  the  preferences  of  the  family  members  in- 
volved. 
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FLOW  CHART  OF  NETWork   PARTICIPATION  RULES 


FSP(AFDC)  Recipients 


Not  Exempt | 


Exempt  if: 

o     111,   incapacitated  or  60+  years; 

o     Needed  at  home  (illness/incapa- 
city of  a  family  member)  ; 

o     Parent/relative  of  child  under  3 
except  for: 

State  option  to  require  parent 
of  children  between  3  and  1 
to  participate  if  appropriate 
infant  care  is  guaranteed  within 
dollar  limits. 

o    Working  20+  hours  per  week; 

o     Pregnant  woman; 

o     Residing  in  an  area  where  program 

is  not  available:  or 
o     Under  age  16,  except  for  minor 

parents  required  to  participate. 


Mandatory  NETWork 
Participants 


NETWork 
Volunteers 


Target  Populations.- 

Families  with  teenage  parents  and  those  with  parents 
who  were  under  age  18  at  birth  of  first  child; 
Families  receiving  FSP/AFDC  continuously  for  2 
or  more  years; 

Families  with  children  under  6  years  of  age. 


Second  Priority  a/ 
Mandatory  Participants 
in  Target  Populations 


Third  Priority  a/ 
Mandatory  participants "in 
family  in  which  youngest 
child  is  within  2  years  of 
FSP  ineligibility  because 
of  age. 


Fifth  Priority  a/ 
Al 1  otner  mandatory 
participants 


First  Priority 
Volunteers 
in  Target  Populations 


Fourth  Priority 
Volunteers  who  are  not 
in  first  priority  group 


Priorities  would  not  apply  to  States  that 
provide  satisfactory  assurances  that  they 
will  serve  all  volunteers  and  mandatory 
participants  within  3  years  after  the 
effective  date  of   NETWork  in  the  State. 

a/  First  consideration  would  be  given  to  tnose 
actively  seeking  to  participate. 
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(H)  AGENCY-CLIENT  AGREEMENT  AND  CASE  MANAGEMENT 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  the  State  agency  and  the  participant  to 
negotiate  an  agreement  detailing  the  responsibilities  of  both  par- 
ties under  the  NETWork  program.  The  participant  would  have  to 
be  given  an  opportunity  for  a  fair  hearing  in  the  event  of  a  dispute 
involving  the  contents  of  the  family  support  plan,  the  contents  or 
signing  of  the  agency-client  agreement,  the  nature  or  extent  of  the 
participation  in  the  program,  or  any  other  aspect  of  participation, 
including  a  dispute  involving  the  imposition  of  sanctions  and  the 
participant's  right  to  conciliation  before  a  sanction  is  imposed.  In 
addition,  the  State  would  be  required  to  provide  case  management 
services  to  each  family  participating  in  NETWork.  If  the  terms  of 
the  agreement  are  not  observed  by  any  party,  this  would  not  be  a 
cause  of  action  against  the  Federal  government. 

(I)  RANGE  OF  SERVICES  AND  ACTIVITIES 

Present  Law 

States  are  permitted  to  require:  (a)  applicant  and  recipient  job 
search;  and  to  operate  (b)  community  work  experience  programs 
(CWEP);  and  (c)  work  supplementation  programs.  Additional  work- 
related  activities  are  authorized  under  Title  IV-C.  Children  over 
the  age  of  16  who  are  not  in  school  are  required  to  register  for 
WIN. 

Explanation  of  Provision 

The  bill  would  require  that  States  provide  a  broad  range  of  serv- 
ices including  9  of  the  following:  (a)  high  school  or  equivalent  edu- 
cation; (b)  remedial  education,  English  as  a  Second  Language  (ESL) 
and  advanced  education  as  appropriate;  (c)  group  and  individual  job 
search;  (d)  on-the-job  training;  (e)  skills  training;  (f)  work  supple- 
mentation programs;  (g)  community  work  experience  programs;  (h) 
job  readiness  activities;  (i)  counseling,  information  and  referral;  (j) 
job  development,  job  placement  and  follow-up  services;  and  (k) 
other  education  and  training  activities  as  determined  by  the  State 
and  allowed  by  the  Secretary.  (See  Flow  Chart  of  NETWork  Serv- 
ices) 

The  bill  would  require  States  to  make  items  (a),  (b),  (c),  (e),  (h),  (i), 
and  (j)  available  plus  at  least  two  of  the  other  activities  described. 
States  must  encourage  children  not  otherwise  in  participating  fam- 
ilies to  take  part  in  any  of  the  program  activities  and  provide  addi- 
tional services  designed  to  help  children  stay  in  school  and  obtain 
marketable  job  skills.  Training  activities  could  not  interfere  with 
school  attendance. 
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FLOW  CHART  OF  NETWork  SERVICES 
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NETWork  is  a  comprehensive  program  designed  to  provide  edu- 
cation, training,  day  care  subsidies  and  transportation  reimburse- 
ment to  AFDC  families.  These  are  services  to  AFDC  families,  not 
cash  income.  Therefore,  the  committee  expects  that  the  value  of 
these  services  shall  not  be  counted  in  determining  eligibility  for 
other  Federal  programs  such  as  subsidized  housing  and  food 
stamps  or  the  amount  of  such  benefits. 

(J)  WORKING  CONDITIONS,  WAGE  RATES,  AND  DISPLACEMENT 

Present  Law 

Under  current  law,  community  work  experience  programs 
(CWEP)  must  provide  appropriate  standards  for  health,  safety,  and 
other  relevant  conditions.  Community  work  experience  programs 
may  not  result  in  the  displacement  of  persons  currently  employed, 
or  the  filling  of  established  unfilled  vacancies.  Hours  of  CWEP  par- 
ticipation are  determined  by  dividing  the  Title  IV-A  benefit  by  the 
minimum  wage.  The  State  agency  is  required  to  provide  appropri- 
ate worker's  compensation. 

Explanation  of  Provision 

The  bill  establishes  rules  for  working  conditions,  wage  rates  and 
a  prohibition  on  displacement  that  would  apply  to  all  activities 
under  NETWork.  Specifically,  it  would  require  work  assignments 
to  be  consistent  with  the  physical  capacity,  skills,  experience, 
health,  family  responsibilities  and  place  of  residence  of  the  partici- 
pant. The  State  also  would  have  to  assure  appropriate  standards 
for  health,  safety,  and  working  conditions. 

The  bill  would  prohibit  displacement  of  currently  employed 
workers  and  would  prescribe  a  two-tired  procedure  for  determining 
whether  displacement  has  occurred.  A  State  level  grievance  proce- 
dure would  be  used  for  complaints  about  the  NETWork  program 
and  its  activities  from  participants,  subgrantees,  subcontractors, 
and  other  interested  persons.  State  decisions  on  displacement  and 
promotion  infringement  complaints  could  be  appealed  to  the  Secre- 
tary of  Health  and  Human  Services.  The  bill  also  provides  that  the 
existence  of  the  grievance  procedure  does  not  preclude  civil  action 
or  the  pursuit  of  other  remedies  authorized  under  Federal,  State  or 
local  law. 

Participants  could  not  be  assigned  to  employers  who  have  termi- 
nated employment  or  laid  off  employees  with  the  intention  of  fill- 
ing the  vacancies  with  NETWork  participants.  NETWork  partici- 
pants could  not  be  assigned  to  jobs  that  infringe  on  promotional  op-  . 
portunities  of  current  employees  and  CWEP  participants  could  not 
fill  established  unfilled  vacancies. 

Wage  rates  for  positions  to  which  participants  are  assigned 
would  have  to  meet  certain  standards.  In  the  case  of  work  subsi- 
dized with  Federal  Title  IV-A  funds — such  as  the  community  work 
experience  program  (CWEP),  and  work  supplementation — the 
wages  must  equal  the  current  pay  scale  for  that  job  for  that  em- 
ployer. The  pay  scale  is  established  employer  by  employer.  It  is  not 
established  on  an  area-wide  basis  combining  many  employers  as 
Davis-Bacon  Act  wage  rates  are.  In  the  absence  of  a  current  pay 
scale  for  that  job,  wages  must  equal  the  applicable  Federal  or  State 
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minium  wage.  Unsubsidized  jobs  in  which  recipients  may  work 
would  not  be  affected  by  the  pay  scale  language.  The  effect  of  this 
language  is  simply  to  provide  that  two  workers  with  similar  skills 
and  experience  who  are  performing  the  same  job  for  a  particular 
organization  should  be  paid  the  same  wage  level  if  the  Federal  gov- 
ernment is  in  part  subsidizing  the  wages.  In  addition,  appropriate 
worker's  compensation  would  have  to  be  provided. 

States  would  be  prohibited  from  requiring  a  participant  to  accept 
a  job  if  it  would  result  in  a  net  loss  of  income  (including  the  insur- 
ance value  of  any  health  benefits)  to  the  participant  or  family. 

(K)  COORDINATION 

Present  Law 

No  Title  IV-A  requirement. 
Explanation  of  Provision 

The  bill  would  require  coordination  of  NETWork  with  JTPA  and 
other  relevant  employment,  training,  and  education  programs  in 
the  State.  States  would  be  encouraged  to  establish  an  advisory  com- 
mittee. In  addition,  the  State's  NETWork  plan  would  be  submitted 
to  the  State  Job  Training  Coordinating  Council  for  review  and  com- 
ment 90  days  prior  to  submission  to  the  Department  of  Health  and 
Human  Services.  Those  components  of  the  State  plan  for  NETWork 
which  relate  to  job  training  and  work  place  preparation  must  be 
consistent  with  the  coordination  criteria  specified  in  the  Governor's 
coordination  and  special  services  plan  required  under  section  121  of 
the  Job  Training  Partnership  Act. 

The  bill  also  would  require  coordination  of  NETWork  with  exist- 
ing early  childhood  education  programs  within  the  State. 

(L)  STATE  SERVICE  CONTRACTS 

Present  Law 

No  provision. 

Explanation  of  Provision 

Permits  the  State  to  contract  with  public  or  private  agencies  for 
any  of  the  services  or  activities  made  available  under  the  program. 
The  NETWork  program  does  not  replace  or  supplant  existing  edu- 
cation and  training  programs  in  the  States.  Instead,  it  is  designed 
to  provide  additional  resources  to  the  States  and  to  target  those  re- 
sources to  serve  the  needs  of  AFDC/FSP  families.  The  committee 
expects  that,  whenever  appropriate,  the  funds  authorized  under 
this  bill  will  be  combined  with  other  State  resources  and  that  the 
Title  IV-A  agency  will  contract  with  existing  providers  of  educa- 
tion and  training  services  whenever  the  title  IV-A  agency  deter- 
mines it  would  be  appropriate  to  do  so. 

(M)  WORK  SUPPLEMENTATION  PROGRAM 

Present  Law 

Present  law  permits  States  to  operate  a  work  supplementation 
program  for  volunteers  in  which  all  or  a  portion  of  the  Title  IV-A 
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benefit  is  used  to  subsidize  a  job.  The  subsidy  may  last  for  up  to  9 
months.  States  may  continue  Medicaid  eligibility  for  participants. 

Explanation  of  Provision 

The  bill  keeps  current  law,  with  certain  technical,  clarifying,  and 
conforming  amendments.  In  addition,  it  would  require  States  to 
continue  Medicaid  eligibility  for  participants. 

(N)  COMMUNITY  WORK  EXPERIENCE  PROGRAM  (CWEP) 

Present  Law 

States  may,  at  their  option,  operate  community  work  experience 
programs  in  which  participants  perform  unpaid  work  in  exchange 
for  Title  IV-A  benefits.  The  maximum  number  of  hours  of  work  is 
equal  to  the  Title  IV-A  benefit  divided  by  the  minimum  wage. 

Community  work  experience  programs  must  be  designed  to  im- 
prove the  employability  of  participants  through  actual  work  experi- 
ence and  training  and  to  enable  participants  to  move  promptly  into 
regular  public  or  private  employment.  CWEP  is  limited  to  projects 
which  serve  a  useful  public  purpose  in  fields  such  as  health,  social 
services,  environmental  protection,  education,  urban  and  rural  de- 
velopment and  redevelopment,  welfare,  recreation,  public  facilities, 
public  safety,  and  day  care.  To  the  extent  possible,  the  prior  train- 
ing, experience  and  skills  of  a  recipient  must  be  used  in  making 
work  experience  assignments. 

Explanation  of  Provision 

The  bill  would  permit  States  to  operate  two  forms  of  community 
work  experience  programs  in  which  participants  perform  unpaid 
work  and  receive  training  in  exchange  for  Title  IV-A  benefits.  Re- 
assignment to  CWEP  would  be  prohibited. 

The  first  program  option  would  require  participants  to  work  and 
to  receive  training  for  a  period  not  exceeding  6  months,  with  the 
maximum  number  of  hours  required  to  work  equal  to  the  IV-A 
benefit  divided  by  the  current  hourly  pay  scale  for  the  position  in 
which  the  participant  works  or,  if  there  is  no  current  pay  scale  for 
that  position,  by  the  appropriate  minimum  wage.  In  States  electing 
this  option,  the  portion  of  an  individual's  benefit  for  which  the 
State  is  reimbursed  by  a  child  support  payment  shall  not  be  taken 
into  account  in  determining  the  number  of  hours  to  be  worked. 

Under  the  second  option,  participants  would  be  required  to  per- 
form unpaid  work  experience  and  to  receive  training  for  not  more 
than  a  combined  total  of  30  hours  per  week  for  a  period  not  exceed- 
ing 3  months. 

(O)  JOB  SEARCH 

Present  Law 

Under  current  law,  States  may  operate  a  job  search  program  for 
applicants  and  recipients. 

Explanation  of  Provision 

The  bill  would  require  States  to  establish  and  implement  a  job 
search  program.  Any  job  search  requirement  must  be  part  of  the 
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family  support  plan.  States  would  have  flexibility  with  respect  to 
the  timing  of  the  job  search  activity.  Job  search  could  occur  while 
the  application  is  being  processed,  after  assessment,  after  education 
and  training,  and  at  other  appropriate  times  during  NETWork  par- 
ticipation. The  bill  stipulates  that  participation  in  job  search  alone 
shall  not  be  sufficient  to  qualify  as  participation  if  the  job  search 
does  not  result  in  employment.  Further,  a  job  search  requirement 
may  not  delay  an  applicant's  eligibility  determination  or  payments. 

(P)  SANCTIONS  FOR  FAILURE  TO  PARTICIPATE 

Present  Law 

Mandatory  WIN  registrants  are  penalized  for  failure  without 
good  cause  to  participate  in  WIN  by  reducing  or  eliminating  Title 
IV-A  benefits.  In  a  single-parent  family,  the  noncooperating  indi- 
vidual is  removed  from  the  grant.  In  a  two-parent  family,  the 
entire  family  is  ineligible.  Regulations  require  sanctions  to  contin- 
ue for  3  months  in  the  first  instance  of  failure  to  cooperate  and  for 
6  months  in  the  second  or  subsequent  instance. 

Explanation  of  Provision 

The  bill  would  require  conciliation  before  sanctions  are  imposed. 
It  would  sanction  mandatory  participants  by  reducing  Title  IV-A 
benefits  for  failure  without  good  cause  to  participate  in  NETWork, 
as  follows.  In  a  single-parent  family,  the  needs  of  the  individual 
who  fails  to  participate  would  not  be  taken  into  account  in  deter- 
mining the  AFDC/FSP  grant.  This  is  the  same  as  current  law.  In  a 
two-parent  family  in  which  both  parents  have  been  required  to  par- 
ticipate, the  needs  of  the  individual  who  fails  to  participate  would 
not  be  taken  into  account  in  determining  the  AFDC/FSP  grant.  In 
a  two-parent  family  in  which  only  one  parent  is  required  to  partici- 
pate, the  needs  of  both  parents  would  not  be  taken  into  account  in 
determining  the  AFDC/FSP  grant. 

In  the  first  instance  of  failure  to  cooperate  without  good  cause, 
the  bill  would  continue  sanctions  until  the  failure  to  comply  ceases. 
In  the  second  instance,  the  sanction  would  continue  for  a  minimum 
of  3  months.  In  either  case,  after  3  months,  the  State  would  be  re- 
quired to  remind  the  individual  of  his  or  her  option  to  end  the 
sanction.  Also,  the  bill  stipulates  that  volunteers  who  drop  out  of 
the  program  thereafter  are  to  be  given  no  priority  for  service,  de- 
pendent children  who  drop  out  of  NETWork  would  be  treated  the 
same  as  volunteers. 

The  sanction  cannot  be  imposed  until  efforts  toward  conciliation 
have  been  made  and  the  participant  has  been  given  prior  notice 
and  the  opportunity  for  a  hearing  to  contest  the  sanction.  The  con- 
ciliation process  could  work  as  follows: 

Upon  finding  that  a  mandatory  registrant  is  not  participating,  a 
notice  of  that  finding  would  be  mailed  to  the  individual.  That 
notice  would  inform  the  recipient  of  the  penalties  for  failure  to  par- 
ticipate without  good  cause  and  request  that  the  recipient  contact 
the  assigned  case  manager  so  that  a  determination  can  be  made  of 
whether  there  was  good  cause  for  nonparticipation. 

When  the  mandatory  participant  or  an  authorized  representative 
contacts  the  case  manager  to  discuss  the  issue  of  nonparticipation, 
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the  case  manager  would  explore  with  the  registrant  or  authorized 
representative  the  reasons  for  nonparticipation  and  determine  if 
the  reason(s)  are  acceptable  under  the  agency's  criteria  for  good 
cause.  "Good  cause"  criteria  for  nonparticipation  might  include:  Ill- 
ness or  incapacity;  court-required  appearances;  family  crisis  or 
sudden  change  of  individual  or  family  circumstances;  breakdown  in 
transportation  arrangements  with  no  readily  accessible  alternative 
means  of  transportation;  inclement  weather  which  prevented  the 
recipient  and  other  persons  similarly  situated  from  traveling  to  or 
participating  in  the  prescribed  activity;  breakdown  in  child  care  ar- 
rangements; lack  of  other  supportive  services  necessary  for  partici- 
pation; and  other  substantial  and  compelling  reasons  under  guide- 
lines developed  by  the  agency. 

(Q)  REGULATIONS 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  the  Secretary  to  publish  proposed  regula- 
tions implementing  the  program  within  6  months  after  the  date  of 
enactment  and  final  regulations  within  9  months  after  the  date  of 
enactment.  The  Secretary  would  be  required  to  consult  with  the 
States  in  developing  regulations. 

(R)  PERFORMANCE  STANDARDS 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  would  require  the  Secretary  of  Health  and  Human  Serv- 
ices to  issue  performance  standards  within  one  year  after  the  date 
of  enactment.  The  Secretary  would  be  required  to  consult  with  the 
Congress,  the  Secretary  of  Labor,  States,  localities,  educators  and 
other  interested  persons. 

At  a  minimum,  such  standards  would:  (a)  provide  methods  for 
measuring  the  degree  to  which  States  serve  those  in  the  target  pop- 
ulation who  will  have  the  most  difficulty  finding  employment;  (b) 
provide  methods  for  determining  whether  States  deliver  intensive 
services,  tailored  to  the  individual;  (c)  provide  methods  for  measur- 
ing the  degree  to  which  States  place  emphasis  on  volunteers;  (d) 
measure  the  cost  effectiveness  of  the  employment  portion  of  the 
program  and  the  welfare  savings  that  result;  (e)  establish  expecta- 
tions for  placement  rates,  including  the  minimum  rate  at  which 
participants  within  each  priority  group  are  to  be  placed  in  jobs, 
complete  school  or  both;  (f)  give  appropriate  recognition  to  the  like- 
lihood that  unemployment  and  other  economic  factors  will  influ- 
ence the  success  of  the  program;  (g)  take  into  account  the  extent  to 
which  the  program  results  in  job  retention,  case  closures,  educa- 
tional improvements,  and  the  degree  to  which  recipients  are  placed 
in  jobs  with  employer-sponsored  health  benefits;  and  (h)  any  other 
factors  deemed  to  be  important. 
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The  committee  expects  that  the  performance  measurement 
system  will,  in  conjunction  with  any  evaluation  studies,  monitor 
employed  families  who  have  become  ineligible  for  AFDC/FSP  bene- 
fits. Such  monitoring  may  be  done  on  a  sampling  basis  but  shall  be 
of  sufficient  duration,  well  in  excess  of  30  days,  to  reasonably  deter- 
mine the  long-term  success  of  the  program. 

The  performance  standards  would  be  periodically  reviewed  by 
the  Secretary  and  modified  as  necessary.  The  Secretary  would  also 
be  required  to  develop  and  transmit  to  Congress  a  proposal  for 
modifying  the  rate  of  Federal  payments  to  States  to  reflect  the  rel- 
ative effectiveness  of  States  in  carrying  out  the  program. 

(S)  EVALUATION,  RESEARCH,  AND  TECHNICAL  ASSISTANCE 

Present  Law 

No  Title  IV-A  requirement. 

Explanation  of  Provision 

The  bill  would  require  the  Secretary  of  Health  and  Human  Serv- 
ices to  provide  for  continuing  evaluation  of  the  activities  estab- 
lished under  NETWork.  The  committee  intends  that  such  evalua- 
tions include  the  use  of  control  groups,  random  assignment  and 
such  other  techniques  as  are  useful  in  determining  the  success  of 
the  program  in  helping  families  avoid  long-term  welfare  depend- 
ence. 

In  addition,  research  would  be  required  to  examine:  the  effective- 
ness of  giving  priority  to  volunteers;  appropriate  strategies  for  as- 
sisting two-parent  families;  the  wage  rates  of  individuals  placed  in 
jobs;  the  approaches  that  are  most  effective  in  meeting  the  needs  of 
specific  groups,  and  types  of  participants;  and  the  effect  of  target- 
ing on  families  that  include  children  below  age  6.  The  Secretary 
would  be  required  to  provide  technical  assistance  to  States,  local- 
ities, schools,  and  employers  who  participate  in  the  program  and 
who  request  or  require  it. 

(T)  REPORTING  REQUIREMENTS 

Present  Law 

No  Title  IV-A  requirement. 

Explanation  of  Provision 

The  bill  would  require  the  Secretary  to  establish  uniform  report- 
ing requirements,  which  at  a  minimum  include:  average  monthly 
number  of  families  assisted,  types  of  families,  amounts  expended 
per  family,  and  length  of  participation.  This  information  would  be 
required  to  be  provided  for  each  of  the  services  under  NETWork. 

2.  RELATED  SUBSTANTIVE  AMENDMENTS  (SEC.  9102  OF  THE  BILL) 
(A)  FEDERAL  FINANCIAL  PARTICIPATION 

Present  Law 

States  receive,  under  current  law,  a  50  percent  Federal  match  for 
AFDC  administraiton,  including  the  costs  of  job  search,  CWEP  and 
work  supplementation  as  part  of  the  Title  IV-A  entitlement.  States 
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also  receive  funding  under  Title  IV-C  of  the  act,  the  WIN  program. 
WIN  funds  are  limited  to  90  percent  of  a  capped  amount. 

Explanation  of  Provision 

The  bill  would  provide  a  65  percent  Federal  match  for  NETWork 
education  and  training  costs  as  part  of  the  Title  IV-A  entitlement. 
The  State  match  would  be  35  percent.  The  basic  Federal  AFDC  ad- 
ministrative match  would  remain  at  50  percent.  NETWork  admin- 
istrative costs  also  would  be  reimbursed  with  50  percent  Federal 
funds.  The  costs  of  case  management  would  be  considered  adminis- 
trative costs. 

(B)  100-HOUR  RULE  DEMONSTRATION  PROJECTS 

Present  Law 

Current  regulations  define  "unemployment'*  as  working  less 
than  100  hours  per  month  under  the  AFDC-UP  program.  Two- 
parent  families  in  which  the  principal  earner  works  more  than  100 
hours  per  month  are  ineligible  for  AFDC,  regardless  of  the  level  of 
earnings. 

Explanation  of  Provision 

The  bill  would  authorize  5  State  and  local  demonstration  projects 
to  test  the  elimination  of  the  100  hour  rule  for  recipients  of  AFDC- 
UP. 

(C)  EARLY  CHILDHOOD  DEVELOPMENT  DEMONSTRATIONS 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  authorize  10  demonstration  projects  to  test  the 
effect  of  in-home  early  childhood  development  programs,  including 
academic  credit  for  student  volunteers,  and  pre-school  center-based 
development  programs.  The  projects  would  be  designed  to  enhance 
the  cognitive  skills  and  linguistic  ability  of  children  under  the  age 
of  5  in  programs  emphasizing  the  use  of  volunteers.  A  special  em- 
phasis would  be  placed  on  improving  communications  skills  and  de- 
veloping the  ability  to  read,  write  and  speak  the  English  language 
effectively.  The  demonstrations  would  extend  for  up  to  3  years  with 
an  evaluation  submitted  to  the  Congress  by  HHS  after  year  1  and 
before  the  end  of  year  3.  There  would  be  authorized  to  be  appropri- 
ated such  sums  as  are  necessary. 

(D)  GENERAL  DEMONSTRATION  AUTHORITY 

Present  Law 

Under  Section  1115  of  the  Social  Security  Act,  States  are  permit- 
ted to  operate  demonstrations  likely  to  assist  in  promoting  the  ob- 
jectives of  Title  IV-A. 

Explanation  of  Provision 

The  bill  would  authorize  general  work,  education  and  training 
demonstration  projects  under  Section  1115  of  the  Social  Security 
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Act.  It  would  also  permit  State  demonstration  projects,  targeted  to 
Title  IV-A  children,  that  would  be  designed  to  test  financial  incen- 
tives and  inter-disciplinary  approaches  to  reducing  school  dropouts, 
encouraging  skill  development  and  avoiding  welfare  dependence. 
Demonstrations  would  be  required  to  be  conducted  for  at  least  1 
year  but  no  more  than  5  years. 

(E)  EFFECTIVE  DATE  (SEC.  9104  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  States  to  implement  the  NETWork  pro- 
gram by  October  1,  1989.  With  the  approval  of  the  Secretary, 
States  may  elect  to  participate  in  the  program  at  any  time  after 
the  proposed  regulations  have  been  published.  The  provisions  re- 
quiring the  Department  of  Health  and  Human  Services  to  publish 
regulations,  develop  performance  standards,  conduct  evaluations 
and  establish  uniform  reporting  requirements  are  effective  on  en- 
actment. 

Part  2 — Day  Care,  Transportation,  and  Other  Work-Related 

Expenses 

1.  payment  of  day  care,  transportation  and  other  work- 
related  expenses  (sec.  9111  of  the  bill) 

Present  Law 

(a)  Payment  of  Day  Care  Expenses.— States  are  required  to  dis- 
regard certain  earned  income  when  determining  the  amount  of 
benefits  to  which  a  recipient  family  is  entitled.  For  child  care, 
States  must  disregard  actual  expenses  up  to  $160  per  month  per 
child.  Child  care  expenses  are  disregarded  at  application  and  when 
calculating  benefits.  The  disregard  is  available  only  to  working 
families.  The  Federal  share  of  these  expenditures  for  a  State  is 
equal  to  its  Title  IV-A  benefit  match. 

(b)  Reimbursement  of  NETWork  Transportation  and  Other 
Work-Related  Expenses.— No  current  Title  IV-A  requirement. 

(c)  Limitations  on  Treatment  of  Day  Care  Expenses. — No  pro- 
vision. 

(d)  Day  Care  Transition.— No  provision. 
Explanation  of  Provision 

(a)  Payment  of  Day  Care  Expenses.— The  bill  would  require 
States  to  pay  the  day  care  expenses,  under  Title  IV-A,  of  eligible 
individuals  who  have  a  need  for  such  services  and  who  are  work- 
ing, in  school  or  training,  or  participating  in  NETWork.  The  State 
would  be  required  to  provide  day  care  either  through  contracts, 
certificates,  or  disregards.  In  the  case  of  disregards,  child  care  ex- 
penses could  not  exceed  the  dollar  limit  in  the  bill  and  would  oth- 
erwise be  treated  as  under  current  law,  but  would  be  deducted  last. 

The  bill  would  limit  reimbursement  to  $175  per  month  per  child 
age  2  and  over  and  $200  per  month  per  child  under  age  2.  The  Fed- 
eral share  of  these  expenses  for  a  State  would  be  equal  to  its  Title 
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IV-A  benefit  match.  States  could  reimburse  more  than  these  limits 
using  State  funds,  but  there  would  be  no  Federal  match. 

The  bill  would  require  day  care  services  to  meet  applicable 
standards  of  State  and  local  law  and  would  also  require  child  care 
services  involving  more  than  2  children  to  meet  standards  set  by 
the  State  that  ensure  basic  health  and  safety  protections. 

(b)  Reimbursement  of  NETWork  Transportation  and  Other 
Work-Related  Expenses. — The  bill  would  require  Title  IV-A  agen- 
cies to  reimburse  NETWork  participants  up  to  $100  per  month  (ad- 
justed for  inflation)  for  transportation  and  other  work-related  ex- 
penses. If  the  participant  must  travel  100  miles  or  more  to  the 
NETWork  assignment,  reimbursement  could  be  as  much  as  $200 
per  month.  The  Federal  share  of  these  expenditures  for  a  State  is 
equal  to  its  Title  IV-A  benefit  match. 

(c)  Limitations  on  Treatment  of  Day  Care  Expenses. — The  bill 
stipulates  that  the  value  of  any  day  care  provided  or  reimbursed 
shall  not  be  treated  as  income  for  any  Federal  needs-based  pro- 
gram and  may  not  be  claimed  as  an  employment-related  expense 
for  purposes  of  the  dependent  care  credit. 

(d)  Day  Care  Transition. — The  bill  would  provide  for  the  exten- 
sion of  day  care  assistance  for  6  months  to  Title  IV-A  families  who 
become  ineligible  and  have  earnings.  Assistance  would  be  limited 
to  actual  expenses  up  to  $200  per  child  per  month  for  children 
under  2  and  $175  per  month  for  children  2  and  older. 

States  would  be  required  to  establish  a  sliding  scale  formula  for 
calculating  the  individual's  contribution  to  the  day  care  expense. 

2.  DEVELOPMENT  OF  CHILD  CARE  RESOURCES  (SEC.  9112  OF  THE  BILL) 

Present  Law 

(a)  Evaluation  of  Child  Care  Resources. — No  provision. 

(b)  Demonstration  Projects. — Regulations  limit  the  equity 
value  of  a  vehicle  that  States  can  exclude  from  the  counted  re- 
source limit  to  at  most  $1,500.  States  may  set  a  lower  limit. 

Explanation  of  Provision 

(a)  Evaluation  of  Child  Care  Resources. — The  bill  would  re- 
quire States  to  assess  the  availability  and  reliability  of  child  care 
services  regularly  and  to  develop  new  child  care  resources  as 
needed.  Coordination  with  other  child  care  resources  in  the  State 
would  be  required. 

(b)  Demonstration  Projects. — A  five-State,  five-year  test  of  ap- 
plying the  Food  Stamp  program  automobile  value  limits  would  be 
authorized.  At  least  one  rural  and  one  urban  State  must  be  select- 
ed. If  the  State  of  North  Dakota  chooses  to  apply  for  the  demon- 
stration, it  would  be  one  of  the  rural  State  participants. 

In  addition,  5  State  demonstrations  to  encourage  States  to 
employ  AFDC/FSP  mothers  as  paid  day  care  providers  would  be 
authorized.  The  demonstrations  would  be  designed  to  test  whether 
such  a  training  program  can  make  additional  day  care  services 
available  while  also  creating  employment  opportunities  for  AFDC/ 
FSP  families. 
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3.  EFFECTIVE  DATE  OF  WORK-RELATED  EXPENSES  PROVISIONS  (SEC.  9113 

OF  THE  BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

(a)  Payment  of  Day  Care  Expenses. — The  effective  date  would 
be  October  1,  1987,  unless  the  State  legislature  is  not  in  a  regular 
session  on  the  date  of  enactment  of  this  bill  and  State  legislation  is 
required  to  provide  the  funds  needed  to  carry  out  the  amendments 
made  by  this  title  (or  otherwise  to  implement  the  amendments).  In 
such  case,  the  effective  date  for  the  State  would  be  the  first  day  of 
the  next  Federal  fiscal  year  that  begins  after  the  State  legislature 
has  convened  for  a  regular  session  during  which  a  budget  is  (or  is 
scheduled  to  be)  adopted  by  the  State. 

(b)  Reimbursement  of  NETWork  Transportation  and  Other 
Work-Related  Expenses. — This  provision  would  be  effective  on  the 
date  a  State  implements  its  NETWork  program.  The  bill  requires 
States  to  implement  the  NETWork  program  by  October  1,  1989. 
With  the  approval  of  the  Secretary,  however,  States  may  elect  to 
participate  in  the  program  at  any  time  after  the  proposed  regula- 
tions have  been  published. 

(c)  Limitations  on  Treatment  of  Day  Care  Expenses. — The  ef- 
fective date  would  be  October  1,  1987,  unless  the  State  legislature 
is  not  in  a  regular  session  on  the  date  of  enactment  of  this  bill  and 
State  legislation  is  required  to  provide  the  funds  needed  to  carry 
out  the  amendments  made  by  this  title  (or  otherwise  to  implement 
the  amendments).  In  such  case,  the  effective  date  for  the  State 
would  be  the  first  day  of  the  next  Federal  fiscal  year  that  begins 
after  the  State  legislature  has  convened  for  a  regular  session 
during  which  a  budget  is  (or  is  scheduled  to  be)  adopted  by  the 
State. 

(d)  Day  Care  Transitions. — The  effective  date  would  be  October 
1,  1987,  unless  the  State  legislature  is  not  in  a  regular  session  on 
the  date  of  enactment  of  this  bill  and  State  legislation  is  required 
to  provide  the  funds  needed  to  carry  out  the  amendments  made  by 
this  title  (or  otherwise  to  implement  the  amendments).  In  such 
case,  the  effective  date  for  the  State  would  be  the  first  day  of  the 
next  Federal  fiscal  year  that  begins  after  the  State  legislature  has 
convened  for  a  regular  session  during  which  a  budget  is  (or  is 

j   scheduled  to  be)  adopted  by  the  State. 

(e)  Evaluation  of  Day  Care  Resources. — The  effective  date 
would  be  October  1,  1987,  unless  the  State  legislature  is  not  in  a 
regular  session  on  the  date  of  enactment  of  this  bill  and  State  legis- 
lation is  required  to  provide  the  funds  needed  to  carry  out  the 
amendments  made  by  this  title  (or  otherwise  to  implement  the 
amendments).  In  such  case,  the  effective  date  for  the  State  would 
be  the  first  day  of  the  next  Federal  fiscal  year  that  begins  after  the 
State  legislature  has  convened  for  a  regular  session  during  which  a 
budget  is  (or  is  scheduled  to  be)  adopted  by  the  State. 

(f)  Demonstration  Projects. — The  provision  would  be  effective 
I    October  1,  1987. 
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Part  3 — Real  Work  Incentives 
1.  earned  income  disregards  (sec.  9121  of  the  bill) 
(a)  earned  income  tax  credit 
Present  Law 

For  AFDC  purposes,  the  earned  income  tax  credit  (EITC)  is  treat- 
ed as  earned  income  only  when  it  is  actually  received,  either  as  an 
advance  payment  or  as  a  refund  after  the  tax  year  has  ended. 

Explanation  of  Provision 

The  bill  would  require  States  to  disregard  any  advance  payments 
or  refund  of  the  EITC  when  calculating  AFDC  eligibility  or  bene- 
fits. 

(B)  CHANGES  IN  EARNED  INCOME  DISREGARDS 

Present  Law 

At  application,  a  State  is  required  to  disregard  the  following:  (a) 
the  first  $75  of  earned  income  to  cover  work  expenses;  (b)  actual 
expenses  up  to  $160  per  month  per  child  for  day  care;  and  (c)  the 
first  $50  of  any  monthly  child  support  payments. 

The  State  may  also  disregard  the  dependent  child's  JTPA  earn- 
ings for  6  months  and  student  earnings  if  these  are  also  disregard- 
ed for  purposes  of  gross  income  limit. 

To  calculate  benefits  of  individuals  determined  to  be  eligible  at 
application,  the  State  must  disregard  the  following:  (a)  all  of  the 
earned  income  of  a  dependent  child  who  is  a  student  and  not  work- 
ing full-time;  (b)  the  first  $75  of  earned  income  to  cover  work  ex- 
penses; (c)  actual  expenses  up  to  $160  per  month  per  child  for  day 
care;  (d)  $30  of  earned  income  for  12  months;  (3)  Vs  of  the  remain- 
ing earned  income  for  4  months;  and  (f)  the  first  $50  of  any  month- 
ly child  support  payments. 

The  State  may  also  disregard  the  dependent  child's  JTPA  earn- 
ings for  6  months  and  student  earnings  if  those  earnings  are  also 
disregarded  for  purposes  of  the  gross  income  limit. 

Explanation  of  Provision 

The  bill  would  require  States  to  disregard,  at  application  the  fol- 
lowing: (a)  the  first  $100  of  earned  income  to  cover  work  expenses; 
(b)  in  States  choosing  the  disregard  approach,  actual  day  care  ex- 
penses up  to  $175  per  month  per  child  age  2  or  more,  $200  per 
month  per  child  under  age  2;  and  (c)  the  first  $50  of  any  monthly 
child  support  payments.  The  State  also  would  be  allowed  to  disre- 
gard JTPA  earnings  for  6  months. 

To  calculate  benefits,  the  State  would  be  required  to  disregard 
the  following  items  in  the  following  order:  (a)  all  of  the  earned 
income  of  a  dependent  child  who  is  a  student  and  not  working  full 
time;  (b)  the  first  $100  of  an  individual's  earned  income;  (c)  25  per- 
cent of  an  individual's  remaining  earnings;  (d)  the  first  $50  of  any 
monthly  child  support  payments;  and  (e)  in  States  choosing  the  dis- 
regard approach,  actual  day  care  expenses  up  to  $200  per  child  per 
month  for  children  under  2  and  $175  per  child  per  month  for  chil- 
dren 2  and  over. 
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(C)  OPTIONAL  STATE  DISREGARD  INCREASES 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  permit  the  State  to  increase  the  disregards  so  long 
as  the  family's  gross  income  is  under  185  percent  of  the  State 
standard  of  need. 

(D>  ADJUSTMENT  OF  STANDARD  DEDUCTION 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  that  the  $100  standard  deduction  be  ad- 
justed annually  for  changes  in  the  cost  of  living. 

2.  EFFECTIVE  DATE  (SEC.  9122  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  effective  date  for  the  provisions  would  be  on  October  1,  1988, 
unless  the  State  legislature  is  not  in  a  regular  session  on  the  date 
of  enactment  of  this  bill  and  State  legislation  is  required  to  provide 
the  funds  needed  to  carry  out  the  amendments  made  by  this  title 
(or  otherwise  to  implement  the  amendments).  In  such  case,  the  ef- 
fective date  for  the  State  would  be  the  first  day  of  the  next  Federal 
fiscal  year  that  begins  after  the  State  legislature  has  convened  for 
a  regular  session  during  which  a  budget  is  (or  is  scheduled  to  be) 
adopted  by  the  State. 

Part  4 — Transitional  Health  Care 
1.  medicaid  eligibility  (sec.  9131  of  the  bill) 
Present  Law 

Title  VI-A  receipients  are  automatically  eligible  for  Medicaid.  In 
addition,  Medicaid  coverage  has  been  extended  to  certain  families 
who  lose  Title  IV- A  eligibility.  This  health  coverage  is  available 
under  three  circumstances:  (a)  families  who  become  ineligible  for 
Title  IV-A  benefits  due  to  an  increase  in  earnings  are  eligible  for  4 
months  of  Medicaid;  (b)  families  who  become  ineligible  for  Title 
VI-A  benefits  due  to  the  termination  of  the  1/3  of  remaining  earn- 
ings disregard  after  4  months,  receive  9  months  of  Medicaid  with 
State  option  for  an  additional  6  months;  and  (c)  families  who 
become  ineligible  for  Title  IV-A  benefits  due  to  increased  collection 
of  child  support  are  eligible  for  4  months  of  Medicaid.  In  the  case 
of  families  with  private  health  insurance,  Medicaid  pays  for  only 
those  health  services  not  covered  by  the  private  insurance. 
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Explanation  of  Provision 

The  bill  would  require  families  who  become  ineligible  for  Title 
IV-A  benefits  and  have  earnings  to  be  deemed  to  be  Title  IV-A  re- 
cipients for  the  purpose  of  Title  XIX  (Medicaid)  eligibility.  Medic- 
aid would  be  extended  for  6  months.  The  bill  prohibits  the  Medic- 
aid extension  for  families  that  cease  to  include  a  dependent  child 
and  those  who  have  been  sanctioned. 

2.  EFFECTIVE  DATE  (SEC.  9132  OF  THE  BILL) 

This  Title  would  be  effective  on  and  after  October  1,  1988,  unless 
the  State  legislature  is  not  in  a  regular  session  on  the  date  of  en- 
actment of  this  bill  and  State  legislation  is  required  to  provide  the 
funds  needed  to  carry  out  the  amendments  made  by  this  Title  (or 
otherwise  to  implement  the  amendments).  In  such  case,  the  effec- 
tive date  for  the  State  would  be  the  first  day  of  the  next  Federal 
fiscal  year  that  begins  after  the  State  legislature  has  convened  for 
a  regular  session  during  which  a  budget  is  (or  is  scheduled  to  be) 
adopted  by  the  State. 

Part  5 — Child  Support  Enforcement  Amendments 

1.  state  guidelines  for  child  support  award  amounts  (sec.  9141 

of  the  bill) 

Present  Law 

P.L.  98-378  requires  that  each  State  develop  guidelines  for  child 
support  award  amounts  within  the  State,  The  guidelines  must  be 
made  available  to  all  judges  and  other  officials  who  have  the  power 
to  determine  child  support  awards  within  the  State,  but  need  not 
be  binding  on  them. 

Explanation  of  Provision 

The  bill  would  require  the  guidelines  to  be  a  rebuttable  presump- 
tion for  determining  and  updating  awards  under  all  child  support 
orders  issued  or  modified  in  a  State.  The  guidelines  would  be  re- 
quired to  be  reviewed  fully  every  3  years  to  reflect  cost-of  living 
changes.  Child  support  orders  would  be  required  to  be  reviewed  pe- 
riodically and  updated  at  least  every  two  years. 

The  bill  provides  that  when  the  guidelines  are  first  applied  to  de- 
termine support,  they  constitute  a  presumption  about  the  appropri- 
ate level  of  support.  This  presumption  is  rebuttable:  the  decision- 
maker can  make  a  different  support  award  if  he  or  she  makes  a 
written  finding  that  application  of  the  guidelines  would  be  unjust 
or  inappropriate  in  a  particular  case.  The  presumption  is  also  re- 
buttable when  awards  are  updated. 

The  bill  also  requires  that  orders  be  updated  to  reflect  changes  in 
the  absent  parent's  financial  situation  and  in  other  circumstances. 
In  order  to  effectively  make  such  a  determination,  the  State  must 
require  that  both  parties  make  available  relevant  financial  infor- 
mation. 

Either  parent  would  be  permitted  to  contest  the  amount  of  an 
updated  award;  a  time-limited  period  would  be  provided  for  a  deci- 
sion by  a  State  official  on  a  request  for  review.  This  review  would 
include  the  opportunity  for  a  hearing  if  either  party  requests  one. 
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A  hearing  provides  both  sides  with  the  opportunity  to  subpoena 
and  present  documents,  be  assured  that  all  testimony  is  under 
oath,  and  to  cross-examine  the  opposing  party — important  protec- 
tions in  factual  disputes  about  the  parties'  financial  situation. 

2.  ESTABLISHMENT  OF  PATERNITY  (SEC.  9142  OF  THE  BILL) 

Present  Law 

All  applicants  for  and  recipients  of  Title  IV-A  benefits  are  re- 
quired to  cooperate  with  the  State  in  establishing  the  paternity  of 
any  child  born  out  of  wedlock.  In  addition,  P.L.  98-378  mandates 
that  each  State  have  in  effect  laws  requiring  the  use  of  procedures 
that  permit  the  establishment  of  the  paternity  of  any  child  at  any 
time  prior  to  such  child's  18th  birthday.  Laboratory  costs  incurred 
in  determining  paternity  in  a  fiscal  year  may,  at  the  option  of  the 
State,  be  excluded  from  the  incentive  grant  calculation. 

Explanation  of  Provision 

The  bill  reiterates  that  current  law  requires  States  to  establish 
the  paternity  of  Title  IV-A  children  within  the  State.  States  would 
be  encouraged  to  establish  simple  civil  procedures  for  voluntarily 
acknowledging  paternity  and  a  civil  procedure  for  contested  pater- 
nities. Use  of  a  95  percent  probability  index  from  blood  tests  as  a 
rebuttable  presumption  of  paternity  would  be  required. 

The  bill  would  clarify  that  the  authority  to  establish  paternity 
until  the  child  is  18,  included  in  the  1984  amendments,  applies  to 
every  child  under  the  age  of  18  on  the  date  of  enactment  of  the 
1984  amendments,  including  those  for  whom  a  paternity  action  was 
brought  but  dismissed  because  a  statute  of  limitations  of  less  than 
18  years  was  then  in  effect  in  the  State. 

Also,  States  would  be  permitted,  in  calculating  cost  effectiveness 
ratios,  to  impute  $100  per  month  for  12  months  in  all  cases  in 
which  they  have  established  paternity.  Further,  performance 
standards  for  paternity  establishment  would  be  set.  In  FY  89  the 
number  of  paternity  establishments  must  be  50  percent  higher 
than  in  FY  86.  In  each  of  the  subsequent  4  years,  paternity  estab- 
lishments would  be  required  to  increase  by  15  percent. 

The  Committee  wishes  to  emphasize  the  importance  of  paternity 
establishment  and  intends  for  these  provisions  to  encourage  pater- 
nity establishments  even  in  cases  where  child  support  cannot  be 
immediately  collected. 

3.  VISITATION  DEMONSTRATIONS  (SEC.  9143  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  authorize  demonstration  grants,  totaling  no  more 
than  $5  million  per  year,  to  determine  the  magnitude  of  absent 
parent  visitation  problems  and  to  test  possible  solutions.  Demon- 
strations may  address  custody  issues,  but  could  not  allow  child  sup- 
port to  be  withheld  pending  visitation. 
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4.  CHILD  SUPPORT  DISREGARD  CLARIFICATION  (SEC.  9144  OF  THE  BILL) 

Present  Law 

States  are  required  to  pay  to  the  AFDC/FSP  family  the  first  $50 
of  such  amounts  as  are  collected  periodically  which  represent 
monthly  support  payments  without  affecting  Title  IV-A  eligibility 
and  benefits. 

Explanation  of  Provision 

The  bill  would  clarify  that  the  family  is  to  receive  the  disregard 
whenever  the  absent  parent  makes  a  timely  payment  and  without 
regard  to  the  time  it  takes  State  agencies  to  process  the  payment. 

5.  TIMEFRAMES  FOR  STATE  CSE  RESPONSES  (SECS.  9145  AND  9152  OF  THE 

BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  would  require  the  establishment  of  standards  for  the 
period  of  time  within  which  a  State  must  respond  to  requests  for 
assistance  in  locating  absent  parents  or  establishing  paternity  and 
begin  proceedings  to  establish  or  enforce  support  awards. 

Also,  the  Department  would  be  required  to  collect  from  the 
States  data  on  the  number  of  requests  for  the  various  child  support 
enforcement  services. 

The  following  additional  statistics  would  be  reported,  by  State,  to 
Congress  as  part  of  the  annual  report:  (1)  the  number  of  IV-D 
cases,  with  AFDC  and  non-AFDC  cases  listed  separately,  that  have 
requested  or  require  the  identified  service;  (2)  the  number  of  IV-D 
cases,  again  displayed  separately  for  AFDC  and  non-AFDC,  that  re- 
ceived the  service;  and  (3)  the  number  of  cases  needing  the  service 
as  a  percentage  of  those  that  actually  received  it.  The  identified 
services  are:  paternity  establishment;  location  of  an  absent  parent 
for  purposes  of  establishing  a  support  order;  establishment  of  a 
child  support  order;  and  location  of  an  absent  parent  for  purposes 
of  enforcing  a  support  order. 

6.  MANDATORY  AUTOMATED  TRACKING  AND  MONITORING  (SEC.  9146  OF 

THE  BILL) 

Present  Law 

States  are  permitted  to  develop  and  implement  automated  data 
processing  systems  which  control,  account  for,  and  monitor  all  of 
the  factors  in  the  support  enforcement  collection  and  paternity  de- 
termination process.  The  Federal  share  of  the  planning  and  devel- 
opment costs  is  90  percent. 

Explanation  of  Provision 

The  bill  would  require  States  to  develop  and  to  implement  auto- 
mated tracking  and  monitoring  systems  according  to  a  time  sched- 
ule. All  States  would  be  required  to  have  an  operational  automated 
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system  by  October  1,  1992.  Special  Federal  matching  of  90  percent 
would  expire  on  October  1,  1992. 

7.  TREATMENT  OF  INTERSTATE  FUNDS  (SEC.  9147  OF  THE  BILL) 

Present  Law 

States  receiving  interstate  child  support  enforcement  demonstra- 
tion funds  must  include  these  funds  as  part  of  the  State's  total  IV- 
D  administrative  costs,  and  thereby  in  the  calculation  of  the  State 
incentive  payments. 

Explanation  of  Provision 

The  bill  would  exclude  the  costs  of  interstate  enforcement  dem- 
onstrations in  computing  a  State's  incentive  payments. 

8.  CHILD  SUPPORT  ADMINISTRATIVE  MATCH  AND  PRESUMPTIVE  WAGE 
WITHHOLDING  (SEC.  9148  OF  THE  BILL) 

Present  Law 

For  fiscal  year  1987,  the  Federal  matching  rate  is  70  percent.  It 
is  scheduled  to  decline  to  66  percent  by  fiscal  year  1990.  In  addi- 
tion, States  found  not  to  be  in  compliance  with  the  act  are  subject 
to  a  loss  of  AFDC  administrative  funds.  As  part  of  the  Child  Sup- 
port Enforcement  program,  States  are  required  to  enact  State  laws 
that  institute  wage  withholding  after  a  30  day  arrearage  has  oc- 
curred. 

Explanation  of  Provision 

The  bill  would  lower  the  Federal  matching  rate  to  66  percent  for 
States  not  in  compliance  with  the  1984  amendments  within  6 
months  after  the  date  of  enactment.  This  penalty  is  in  addition  to 
current  law  penalties.  A  permanent  match  of  70  percent  would  be 
provided  to  States  that  are  in  compliance  with  the  1984  amend- 
ments and  implement  a  presumptive  wage  withholding  law.  Under 
such  a  law,  wage  withholding  is  immediate  and  does  not  await  the 
accrual  of  a  30  day  arrearage.  However,  State  laws  must  permit  ex- 
ceptions if:  (1)  one  parent  demonstrates,  and  the  judge  finds,  good 
cause  not  to  apply  wage  withholding;  or  (2)  a  written  agreement  is 
reached  between  both  parties  that  provides  for  an  alternative  ar- 
rangement. 

9.  COMMISSION  ON  INTERSTATE  ENFORCEMENT  (SEC.  9149  OF  THE  BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  would  establish  a  commission  to  study  interstate  child 
support  establishment  and  enforcement,  and  to  develop  a  new 
model  interstate  law.  The  commission  would  be  required  to  report 
not  later  than  one  year  after  the  date  of  enactment. 

The  committee  expects  the  commission  to  carefully  consider  all 
possible  remedies  to  the  problems  of  interstate  child  support  estab- 
lishment and  enforcement  including  the  appropriateness,  useful- 
ness and  feasibility  of  by  law:  (1)  establishing  a  Federal  child  sup- 
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port  establishment  and  enforcement  system  that  removes  this  func- 
tion from  the  State  level;  and  (2)  establishing  the  Federal  right  of 
every  unemancipated  child  to  be  supported  by  such  child's  parent 
or  parents  and  conferring  on  certain  local  courts  of  the  District  of 
Columbia  and  every  State  jurisdiction  to  enforce  the  right  to  sup- 
port regardless  of  such  child's  residence. 

10.  STUDY  OF  CHILD  RAISING  COSTS  (SEC.  9150  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  direct  the  Secretary  to  conduct  a  study  of  the  pat- 
terns of  expenditures  on  children  in  two-parent  families,  in  single- 
parent  families  following  divorce,  and  in  single-parent  families  in 
which  the  parents  were  never  married.  Particular  attention  must 
be  given  to  the  relative  standards  of  living  in  households  in  which 
both  parents  and  all  of  the  children  do  not  live  together. 

11.  DEMONSTRATION  PROJECTS  TO  TEST  VOLUNTARY  WORK,  EDUCATION, 
AND  TRAINING  FOR  FATHERS  WHO  ARE  UNABLE  TO  PAY  CHILD  SUP- 
PORT (SEC.  9151  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  permit  States  to  test  methods  of  improving  child 
support  enforcement  in  cases  where  the  noncustodial  parent  is 
unable  to  meet  the  support  obligation.  Under  the  demonstrations, 
such  parents  would  be  encouraged  to  participate  in  work,  education 
and  training  activities  available  in  the  State. 

12.  COLLECTION  AND  REPORTING  OF  CHILD  SUPPORT  ENFORCEMENT 
DATA  (SEC.  9152  OF  THE  BILL) 

Present  Law 

States  are  required  to  report,  to  the  Secretary  of  Health  and 
Human  Services,  information  on  the  number  of  cases  in  which  a 
support  obligation  was  established  and  the  amount  of  the  support 
obligation  as  well  as  the  number  of  cases  in  which  support  was  col- 
lected. The  reporting  requirements  result  in  information  on  the 
number  of  cases  for  which  action  was  taken  during  a  year;  States 
are  not  required  to  report  on  the  number  of  cases  which  have  re- 
quested or  require  the  various  child  support  enforcement  services. 

Explanation  of  Provision 

The  provision  would  require  the  Secretary  of  Health  and  Human 
Services  to  collect  and  maintain  up-to-date  statistics  on  the  number 
of  cases  which:  (1)  need  child  support  enforcement  services  (paterni- 
ty determination,  location  of  an  absent  parent,  establishment  of  a 
child  support  obligation,  enforcement  of  a  support  obligation);  and 
(2)  the  number  of  cases  for  which  such  services  have  been  provided. 
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The  Secretary  would  also  calculate  the  percent  of  total  cases  which 
have  received  each  service. 

13.  ACCESS  TO  DOL-FUNDED  QUARTERLY  CROSS  MATCH  SYSTEM  (SEC. 
9153  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  Federal  Parent  Locator  Service  (FPLS)  and  the  State  child 
support  agencies  would  be  given  access  to  the  quarterly  cross 
match  system  funded  by  the  Department  of  Labor  and  accessed 
through  an  electronic  mail  system  call  INTERNET.  The  system 
contains  information  on  places  of  employment,  social  security 
number,  and  addresses  of  employees  that  is  currently  used  in  the 
unemployment  compensation  program.  The  costs  of  the  computer 
match  would  be  paid  by  the  requesting  agency.  In  the  case  of  State 
child  support  agencies,  such  costs  would  be  Federally  reimbursable 
CSE  expenses. 

14.  EFFECTIVE  DATE  (SEC.  9154  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

Except  as  otherwise  noted,  the  amendments  in  Title  V  are  effec- 
tive on  the  first  day  of  the  first  calendar  quarter  that  begins  one 
year  or  more  after  the  date  of  enactment. 

Part  6 — Pro-Family  Welfare  Policies 
1.  mandatory  afdc-up  (sec.  9161  of  the  bill) 
Present  Law 

States  may,  at  their  option,  provide  Title  IV-A  benefits  to  finan- 
cially-eligible two-parent  families  in  which  the  principal  earner  is 
"unemployed",  defined  in  regulations  as  working  fewer  than  100 
hours  per  month.  For  eligibility,  the  law  requires  that  the  unem- 
ployed parent  have  worked  six  or  more  quarters  in  any  13  calendar 
quarter  period  ending  within  1  year  before  applying  for  AFDC-UP. 

Explanation  of  Provision 

The  bill  would  mandate  Title  IV-A  benefits  to  financially-eligible 
two-parent  families  in  which  the  principal  earner  is  "unemployed", 
defined  as  working  fewer  than  100  hours  per  month. 

States  would  be  permitted  to  substitute  for  4  of  the  6  quarters  of 
work,  quarters  of  full-time  attendance  in  elementary  or  secondary 
school,  full-time  participation  in  vocational  training,  or  participa- 
tion in  a  JTPA  education  or  training  program,  but  the  bill  would 
set  a  lifetime  limit  of  4  quarters  creditable  to  vocational  training. 
The  bill  would  require  a  study  by  the  General  Accounting  Office  of 
the  policies  and  regulations  regarding  administration  of  the  AFDC- 
UP  program  within  6  months  after  the  date  of  enactment. 
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Effective  Date 

The  effective  date  would  be  January  1,  1990,  except  for  the  GAO 
study. 

2.  SPECIAL  PROVISIONS  FOR  FAMILIES  HEADED  BY  MINOR  PARENTS  (SEC. 

9162  OF  THE  BILL) 

(A)  CASE    MANAGEMENT    FOR    FAMILIES    HEADED    BY  MINOR 
PARENT  FAMILIES 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  that  case  management  services  be  provid- 
ed to  Title  IV-A  families  in  which  at  least  one  parent  is  a  minor. 
Federal  reimbursement  for  these  services  would  equal  50  percent. 

Effective  Date 
The  effective  date  would  be  October  1,  1987. 

(B)  MINOR    PARENT    FAMILY    LIVING    ARRANGEMENTS  AND 
GRANDPARENT  DEEMING 

Present  Law 

Minor  parents  with  dependent  children  eligible  under  Title  IV-A 
may  live  at  home  with  their  parents  (the  grandparents  of  the  de- 
pendent child)  or  may  elect  to  leave  home  and  establish  a  separate 
Title  IV-A  unit  for  themselves  and  the  child.  If  the  minor  parent 
and  child  choose  to  live  with  the  grandparent  of  the  dependent 
child,  a  portion  of  the  income  of  the  grandparent(s)  is  considered  in 
determining  Title  IV-A  eligibility  and  benefits. 

Explanation  of  Provision 

The  bill  would  require  unmarried  minor  (under  age  18)  parent 
families  to  live  with  a  parent,  legal  guardian  or  other  adult  rela- 
tive or  in  a  foster  home,  maternity  home  or  other  supportive  living 
arrangement  in  order  to  qualify  for  Title  IV-A  benefits  unless  the 
State  determines  it  is  impossible  or  inappropriate  to  do  so.  The 
State  agency  would  be  permitted  to  waive  this  requirement  if:  (a) 
the  minor  has  no  living  parent  or  legal  guardian  whose  where- 
abouts are  known;  (b)  the  health  or  safety  of  the  minor  parent  or 
the  child  would  be  jeopardized  or  the  living  conditions  are  over- 
crowded; (c)  the  parent  or  guardian  refuses  to  allow  the  minor 
parent  and  child  to  live  in  his  or  her  home;  or  (d)  the  minor  parent 
has  lived  apart  from  the  parent  or  guardian  for  at  least  a  year 
before  the  birth  of  the  child  or  prior  to  making  application  for  title 
IV-A  benefits. 

The  committee  intends  that  State  IV-A  agencies  implement  this 
provision  flexibly  and  that  the  State  agency  demonstrate  beyond  a 
reasonable  doubt  that  a  minor  parent  may  safely  and  appropriately 
live  at  home.  The  responsibility  of  proving  this  should  not  be  left  to 
the  minor  parent  although  the  minor  parent's  full  cooperation  in 
this  regard  may  certainly  be  required.  The  committee  is  concerned 
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that  while  it  is  generally  in  the  minor  parent's  best  interest  to  live 
in  a  supportive  home  with  adult  supervision,  it  is  also  important  to 
protect  against  any  unintended  adverse  consequences  that  may 
result. 

In  determining  the  minor  parent  family's  eligibility,  if  the  parent 
of  the  minor  parent  is  also  eligible  for  Title  IV-A  benefits,  the 
minor  parent  and  her  child(ren)  would  constitute  a  separate  unit. 

The  requirement  that  part  of  the  income  of  the  parent  of  a 
minor  parent  be  attributed  to  the  dependent  child  in  a  minor 
parent  family  would  be  repealed. 

Effective  Date 

The  effective  date  would  be  October  1,  1987. 

(C)  OPTIONAL  STATE  REQUIREMENTS  FOR  MINOR  PARENTS 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  permit  the  State  to  require  school  attendance  or 
participation  in  training  in  parenting  and  family  living  skills,  in- 
cluding nutrition  and  health  education,  as  a  condition  of  Title  IV- 
A  eligibility  if  appropriate  day  care  is  guaranteed. 

Effective  Date 

The  effective  date  would  be  October  1,  1987. 

Part  7— Benefit  Improvements 

1.  annual  evaluation  of  need  and  payment  standards  (sec.  9171 

of  the  bill) 

Present  Law 

By  July  1,  1969,  States  were  required  to  make  a  one-time  adjust- 
ment in  their  Title  IV-A  need  and  payment  standards  to  reflect 
fully  changes  in  living  costs.  No  further  adjustments  have  been  re- 
quired. 

Explanation  of  Provision 

The  bill  would  require  an  annual  evaluation  of  the  Title  IV-A 
need  and  payment  standards,  with  particular  attention  to  deter- 
mining whether  the  amount  assumed  for  shelter  is  adequate. 

Effective  Date 

The  effective  date  would  be  October  1,  1987. 

2.  ENHANCED  FEDERAL  MATCH  FOR  BENEFIT  IMPROVEMENTS  (SEC.  9172 

OF  THE  BILL) 

Present  Law 
No  provision. 
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Explanation  of  Provision 

The  bill  would  increase  by  25  percent  the  Federal  share  of  bene- 
fit payments  that  represent  an  increase  over  the  September  30, 
1988  level  of  payments.  This  provision  is  intended  to  encourage 
States  to  increase  benefits.  The  committee  expects  that  the  Secre- 
tary, in  prescribing  regulations  for  this  provision,  will  endeavor  to 
implement  the  provision  efficiently  and  effectively  and  without  un- 
necessary administrative  burdens.  Its  implementation  is  purely  an 
administrative  function,  separate  and  unrelated  to  the  determina- 
tion of  eligibility  and  the  calculation  of  benefits.  In  fact,  the  only 
impact  on  recipients  and  caseworkers  should  be  the  final  result:  in- 
creased benefits. 

The  provision  would  work  as  follows:  The  normal  Federal  match- 
ing rate  would  apply  to  the  level  of  benefits  as  of  September  30, 
1988.  For  any  increases  above  this  level,  the  Federal  government 
would  pay  a  matching  rate  that  is  25  percent  higher  than  that  for 
1988.  Enhanced  matching  rates  would  be  calculated  for  a  State  for 
each  family  size.  Each  family  size  matching  rate  would  be  weighted 
by  the  proportion  of  all  AFDC  families  in  the  State  of  that  size. 
Such  weighted  matching  rates  for  each  family  size  would  be 
summed  to  obtain  a  total  enhanced  matching  rate  for  the  State. 

Consider  an  example  of  a  State  with  a  benefit  level  of  $300  per 
month  for  a  family  of  3  and  a  50  percent  Federal  matching  rate. 
Suppose  this  State  increases  its  benefits  by  3  percent.  The  new  ben- 
efit for  a  family  of  3  would  be  $309  per  month.  The  State's  en- 
hanced matching  rate  for  a  family  of  three  would  be  calculated  as 
follows: 


Current  benefit  level  times  current  matching  rate  $300.00 x. 50  =  $150.00 

Plus  enhanced  matching  rate  for  3  percent  increase   9x.625  =  5.63 


Total   $155.63 

Divide  by  new  benefit  level  $155.63/309  =  .5037 


The  new  enhanced  Federal  matching  rate  for  a  family  of  3  is 
.5037.  The  same  calculation  would  be  made  for  other  family  sizes 
and  the  weighted  sum  would  yield  the  new  enhanced  Federal 
matching  rate  for  the  State. 

The  following  table  illustrates  how  the  enhanced  match  is  calcu- 
lated. 

EXAMPLE  OF  THE  CALCULATION  OF  THE  ENHANCED  FEDERAL  MATCHING  RATE  FOR  A  STATE 

[Assumes  a  3-percent  benefit  increase] 


Assumed 

Current        Current        R    fjt       Enhanced  proportion  Federal 

monthly  Federal  Saw  Federal  New  benefit  of  families  share  of 
benefit      match  rate     mcrease     match  rate  in  each  cost 

family  size 


Family  size: 


2  

  $250 

0.50 

$8 

0.625 

$258 

0.20 

0.1008 

3  

  300 

.50 

9 

.625 

309 

.40 

.2015 

4  

  350 

.50 

11 

.625 

361 

.20 

.1008 

5  

  400 

.50 

12 

.625 

412 

.10 

.0504 
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EXAMPLE  OF  THE  CALCULATION  OF  THE  ENHANCED  FEDERAL  MATCHING  RATE  FOR  A  STATE— 

Continued 

[Assumes  a  3-percent  benefit  increase] 


Assumed 

Current       Current       R    ft       Enhanced  proportion  Federal 

monthly       Federal       increase       Federal      New  benefit    of       s     share  1 


benefit      match  rate     "'l"co~     match  rate  in  each  cost 

family  size 


450  .50  14        .625         464  .10  .0504 


New  enhanced  Federal  matching 
rate  for  State  5039 


The  enhanced  match  is  calculated  using  the  benefit  payment  for 
families  with  no  other  income.  This  simplifies  the  calculation  and 
targets  the  enhanced  match  to  actual  changes  in  payments.  The 
enhanced  match  is  not  to  be  calculated  on  the  basis  of  total  pay- 
ments relative  to  a  base  period.  Changes  in  total  payments  are  a 
function  of  population  growth,  unemployment,  per  capita  income, 
changes  in  the  payment  standard,  and  many  other  factors.  A 
change  in  total  payments  does  not  necessarily  indicate  an  increase 
in  benefits. 

The  committee  recognizes  that  States  use  a  variety  of  formulas 
to  calculate  payments  to  families  with  no  other  income.  The  en- 
hanced match  would  apply  to  actual  increases  in  payments  to  fami- 
lies. So,  for  example,  it  would  not  apply  to  an  increase  in  the  need 
standard  that  does  not  result  in  actual  payment  increases.  Similar- 
ly, in  those  States  paying  shelter  costs  to  a  maximum,  the  en- 
hanced match  would  apply  only  to  increases  in  the  non-shelter  por- 
tion of  the  payment  standard  since  an  increase  in  the  shelter  por- 
tion does  not  always  result  in  a  benefit  increase. 

Some  States  establish  different  need  and  payment  standards  for 
regions  within  the  State.  The  implementing  regulations  should 
take  this  into  account.  If  a  State  increases  payments  by  different 
amounts  in  the  different  regions,  an  average — weighted  by  the 
number  of  families  in  each  jurisdiction — will  achieve  the  desired 
result  mathematically. 

Finally,  the  committee  intends  that  the  additional  payments  to 
States  that  result  from  the  enhanced  match  provision  be  made  at 
the  same  time  and  on  the  same  basis  as  the  regular  Federal  share 
of  payments  is  paid  to  the  States.  The  family  size  weighting  factor 
would  be  calculated  annually.  In  addition,  if  a  State  increases  bene- 
fits on  the  first  day  of  a  quarter,  the  enhanced  match  would  be 
paid  from  that  date;  any  increases  which  take  effect  during  a  quar- 
ter, would  receive  the  enhanced  match  on  the  first  day  of  the  fol- 
lowing quarter. 

In  addition  to  the  enhanced  match  provision,  States  would  be 
prohibited  from  lowering  AFDC  benefits  below  the  nominal  level  in 
effect  on  June  10,  1987.  This  will  ensure  that  States  do  not  gain 
financially  by  lowering  benfit  levels  and  later  taking  advantage  of 
the  enhanced  match  provisions.  Benefit  increases  which  result 
from  any  law  enacted  on  or  before  June  10,  1987  which  take  effect 
on  or  before  September  30,  1988  could  not  be  lowered.  The  en- 
hanced match  would  apply,  however,  to  any  increases  which  take 
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effect  after  September  30,  1988,  regardless  of  when  the  increase 
was  or  is  legislated. 

A  study  and  report  of  the  implementation  and  effect  of  the  en- 
hanced match  would  be  required  three  and  five  years  after  the  date 
of  enactment.  The  study  would  be  conducted  by  the  Department  of 
Health  and  Human  Services. 

Effective  Date 

The  effective  date  would  be  October  1,  1988. 

3.  STUDY  OF  MINIMUM  BENEFIT  PROPOSALS  (SEC.  9173  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  a  study  by  the  National  Academy  of  Sci- 
ences of  alternative  minimum  benefit  proposals  for  low-income 
families  with  children,  giving  particular  attention  to  what  an  ap- 
propriate national  minimum  benefit  might  be  and  how  it  should  be 
calculated. 

The  study  would  give  consideration  to  alternative  minimum  ben- 
efit proposals,  including  those  that  would  link  benefit  levels  to  a 
family  living  standard,  national  median  income,  State  median 
income,  and  the  poverty  level.  The  study  would  also  take  into  ac- 
count the  probable  impact  of  a  national  minimum  benefit  on  indiv- 
duals  and  on  States  and  local  governments.  A  report  would  be  due 
24  months  after  the  date  of  enactment. 

Effective  Date 
The  effective  date  would  be  October  1,  1987. 

Part  8 — Miscellaneous  Provisions 
1.  afdc-food  stamp  coordination  (sec.  9181  of  the  bill) 
Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  would  establish  a  commission  to  study  and  make  recom- 
mendations on  AFDC-Food  Stamp  coordination.  A  report  would  be 
required  within  one  year  after  enactment  with  recommendations 
for  legislative,  administrative  and  other  actions. 

The  committee  expects  that  the  commission  will  make  an  ex- 
haustive review  of  the  existing  AFDC  and  food  stamp  rules  and 
that  it  will,  at  a  minimum,  review  and  make  recommendations  on 
the  following  areas:  the  definition  and  amount  of  allowable  re- 
sources; treatment  of  lump  sum  benefits;  treatment  of  student 
earnings;  value  of  the  exempt  vehicle;  treatment  of  strikers;  treat- 
ment of  child  support;  frequency  of  work  registrations  and  exemp- 
tions; circumstances  and  procedures  for  recouping  overpayments; 
monthly  reporting  and  retrospective  budgeting  policies;  time 
frames  for  fair  hearings;  verification  requirements;  requirements 
for  recipient  notice;  application  requirements;  recertification  and 
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redetermination  requirements;  rules  for  reporting  changes  in  cir- 
cumstances; treatment  of  aliens;  treatment  of  life  insurance  and 
burial  plans;  treatment  of  assets  policies;  treatment  of  student 
grants,  scholarships  and  loans;  treatment  of  training  allowances; 
treatment  of  self-employment  income;  fraud  control  policies;  and 
penalties  for  non-compliance. 

Effective  Date 
The  effective  date  would  be  October  1,  1987. 

2.  UNIFORM  REPORTING  REQUIREMENTS  (SEC.  9182  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  require  the  Secretary  to  establish  uniform  report- 
ing requirements  needed  to  ensure  that  sections  402(a)(37),  402(h) 
and  417  of  the  Social  Security  Act  are  being  effectively  implement- 
ed. These  sections  deal  with  the  Medicaid  transition,  child  care  ar- 
rangements and  dollar  limits,  increases  in  the  earned  income  disre- 
gards, and  special  provisions  for  families  headed  by  minor  parents. 

Effective  Date 

The  provisions  would  be  effective  on  enactment. 

3.  STATE  REPORTS  ON  EXPENDITURE  AND  USE  OF  SOCIAL  SERVICE  FUNDS 
(SEC.  9183  OF  THE  BILL) 

Present  Law 

Each  State  is  required  to  prepare  reports  on  the  activities  carried 
out  with  funds  available  under  Title  XX  of  the  Act.  Reports  are  to 
be  in  such  form,  contain  such  information,  and  be  of  such  frequen- 
cy (but  not  less  than  every  2  years)  as  the  State  finds  necessary  to 
provide  an  accurate  description  of  such  activities,  to  secure  a  com- 
plete record  of  the  purposes  for  which  funds  were  spent,  and  to  de- 
termine whether  funds  were  expended  in  a  manner  that  is  consist- 
ent with  the  State  plan. 

Explanation  of  Provision 

The  bill  would  establish  uniform  reporting  requirements  for  the 
social  services  block  grant  authorized  under  Title  XX  of  the  Act. 

Effective  Date 

The  provision  is  effective  on  the  date  of  a  enactment. 

4.  EVALUATION  OF  EMPLOYMENT,  TRAINING,  AND  WORK  PROGRAMS 
(SEC.  9184  OF  THE  BILL) 

Present  Law 

The  Secretary  has  general  evaluation  authority. 

Explanation  of  Provision 

The  bill  establishes  an  interagency  panel  to  design,  implement 
and  monitor  a  series  of  implementation  and  evaluation  studies  to 
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assess  the  methods  and  effects  of  the  work,  education  and  training 
programs  established  by  the  bill.  The  panel  is  required  to  report 
annually  for  five  years. 

Effective  Date 

The  interagency  panel  would  be  established  within  3  months 
after  the  date  of  enactment. 

5.  DEMONSTRATION  PROJECTS  ON  HOUSING  THE  HOMELESS  (SEC.  9185 

OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  authorize  3  State  demonstration  projects  testing 
whether  emergency  assistance  payments  to  homeless  AFDC/FSP 
families  would  be  reduced  through  construction  and  renovation  of 
permanent  housing.  It  would  authorize  $15  million  for  each  of  5 
fiscal  years. 

Federal  funds  spent  on  construction  and  renovation  per  unit 
would  be  limited  to  the  cost  of  housing  a  family  in  a  temporary 
shelter  for  one  year.  The  State  matching  rate  would  be  10  percent- 
age points  above  the  current  State  AFDC  matching  rate.  Over  10 
years,  the  Federal  cost  of  the  grants  for  renovation  and  construc- 
tion would  be  required  to  be  less  than  the  cost  of  temporary  shel- 
ters over  the  same  time  period. 

Effective  Date 

The  effective  date  would  be  October  1,  1987. 

6.  NEW  YORK  STATE  CHILD  SUPPORT  DEMONSTRATION  PROJECT  (SEC. 

9186  OF  THE  BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  permits  the  Secretary  to  approve  a  demonstration 
project  in  New  York  for  the  purpose  of  testing  its  child  support 
supplement  program  as  an  alternative  to  the  existing  AFDC/FSP 
program.  The  demonstration  project  would  continue  for  5  years. 

Specifically,  the  Child  Support  Supplement  Program  (CSSP), 
would  test  alternative  approaches  to  enhancing  parental  responsi- 
bility for  child  support  and  providing  economic  incentives  to  custo- 
dial parents  to  obtain  child  support  orders  and  employment. 

CSSP  would  be  designed  so  that  modest  wages  from  a  less  than 
full-time  job,  combined  with  child  support  payments  or  CSSP  bene- 
fits, will  raise  a  custodial  parent's  income  to  a  level  equal  to  or 
greater  than  the  comparable  AFDC/FSP  benefit.  CSSP  would  pro- 
vide stronger  work  incentives  than  AFDC,  because  publicly  provid- 
ed benefits  would  be  reduced  or  "taxed  away"  at  a  lower  rate. 

Eligibility  for  the  program  would  be  open  to  AFDC  recipients 
with  support  orders  and  some  other  custodial  parents,  also  with 
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support  orders,  who  will  be  defined  by  the  State  as  part  of  the  dem- 
onstration. This  will  allow  the  State  to  test  various  combinations  of 
benefit  levels  and  benefit  reduction  rates  to  see  how  people  actual- 
ly respond  to  the  program  in  terms  of  going  to  work  or  increasing 
their  earnings.  Federal  reimbursement  to  the  State,  which  would 
be  in  an  amount  at  least  equal  to  what  the  State  would  have  re- 
ceived if  the  family  were  instead  receiving  AFDC,  will  be  paid  for 
AFDC  recipients  who  opt  into  the  demonstration  program  and  for 
CSSP  participants  who  would  otherwise  be  eligible  for  AFDC/FSP 
benefits. 

Effective  Date 

The  provision  would  be  effective  on  enactment. 

7.  DEMONSTRATION  OF  FAMILY  INDEPENDENCE  PROGRAM  IN  STATE  OF 
WASHINGTON  (SEC.  9187  OF  THE  BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  would  authorize  a  demonstration  of  the  Family  Inde- 
pendence Program  (FIP)  in  the  State  of  Washington  for  a  period 
not  to  exceed  5  years. 

The  FIP  would  maintain  the  entitlement  nature  of  the  AFDC 
program.  Under  FIP,  no  family  would  receive  less  than  would  be 
available  under  current  AFDC  rules.  FIP  would  apply  to  new  appli- 
cants; current  AFDC  recipients  could  switch  to  FIP.  The  initial  eli- 
gibility criteria  would  be  similar  to  AFDC.  FIP  participants  could 
enroll  in:  (a)  a  high  school  or  a  GED  program;  (b)  a  community  or 
4-year  college;  (c)  classroom  or  on-the-job  training;  or  (d)  part-or 
full-time  employment.  Current  due  process  protections  would  be 
maintained. 

The  "benchmark  standard"  for  the  benefits  under  FIP  would  be 
equal  to  the  current  AFDC  benefit  plus  the  cash  equivalent  value 
of  food  stamps.  The  current  level  in  Washington  is  approximately 
85  percent  of  the  poverty  level.  FIP  enrollees  in  education  and 
training  would  receive  cash  assistance  equal  to  105  percent  of  the 
benchmark  standard.  Those  working  part-time  would  receive  at 
least  115  percent  of  the  benchmark  standard.  Those  working  full- 
time  would  receive  at  least  135  percent  of  the  benchmark  standard. 
Also,  FIP  would  provide  full  child  care  and  medical  assistance  for 
enrollees  and  would  pay  75  percent  of  these  costs  for  one  year  after 
family  income  exceeded  135  of  the  benchmark  standard. 

Effective  Date 
The  effective  date  would  be  October  1,  1987. 

8.  SANCTION  FOR  FAILURE  TO  COMPLETE  TREATMENT  FOR  DRUG  OR 
ALCOHOL  ABUSE  (SEC.  9189  OF  THE  BILL) 

Present  Law 
Provision. 
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Explanation  of  Provision 

Upon  notice  from  a  treatment  program,  Title  IV-A  benefits  for 
any  AFDC/FSP  recipient  who  has  been  medically  determined  to  be 
a  drug  addict  or  alcoholic  and  who  refuses  to  participate  in  and 
complete  a  drug  or  alcohol  abuse  program  would  be  terminated. 

Effective  Date 
October  1,  1987. 

9.  STUDY  OF  HOUSING  PROBLEMS  (SEC.  9188  OF  THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

An  interagency  working  group  staffed  by  the  Department  of 
Health  and  Human  Services  and  the  Department  of  Housing  and 
Urban  Development  would  report  to  Congress  the  results  of  a  study 
of  housing  problems  experienced  by  AFDC  recipients,  particularly 
transient  families.  Data  on  the  number  of  evictions,  the  available 
housing  stock  and  successful  innovative  programs  would  be  includ- 
ed. The  study  would  be  due  within  six  months  after  the  date  of  en- 
actment and  would  include  recommendations  for  action. 

Effective  Date 
On  enactment. 

10.  INCLUDE  AMERICAN  SAMOA  IN  AFDC/FSP  PROGRAM  (SEC.  9190  OF 

THE  BILL) 

Present  Law 

No  provision. 

Explanation  of  Provision 

The  bill  would  add  American  Samoa  to  the  AFDC/FSP  program, 
subject  to  the  approval  of  a  State  plan  by  the  Secretary  and  under 
the  same  terms  and  conditions  as  other  territories. 

Effective  Date 

The  effective  date  would  be  October  1,  1987. 

11.  INCREASED  FUNDS  FOR  THE  TERRITORIES  (SEC.  9191  OF  THE  BILL) 

Present  Law 

Under  current  law,  welfare  funds  for  the  territories  are  limited 
to  the  following  annual  amounts:  Commonwealth  of  Puerto  Rico: 
$72  million;  Virgin  Islands:  $2.4  million;  Guam  $3.3  million.  These 
funds  are  used  to  provide  aid  to  families  with  dependent  children 
and  to  the  aged,  blind  and  disabled.  The  Federal  government  pays 
75  percent  of  these  costs  up  to  the  maximums  specified  above.  The 
ceilings  were  last  increased  in  1979. 
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Explanation  of  Provision 

Under  the  bill,  the  ceiling  on  funds  to  the  Commonwealth  of 
Puerto  Rico,  Guam  and  the  Virgin  Islands  would  be  increased  and 
distributed  as  follows:  Commonwealth  of  Puerto  Rico,  $9.27  million; 
Guam,  $425,000:  and  Virgin  Islands  $309,000.  In  addition,  a  study 
would  be  conducted  to  identify  ways  to  correct  the  obvious  imbal- 
ances that  exist  among  the  territories,  and  between  the  territories 
and  the  States. 

Effective  Date 

The  provision  is  effective  on  October  1,  1987. 

Subtitle  C — Provisions  Relating  to  Public  Assistance  and 
Unemployment  Compensation 

Part  1 — Miscellaneous  SSI  and  AFDC  Amendments 

1.  PERMANENT  EXTENSION  OF  DISREGARD  OF  NONPROFIT  ORGANIZA- 
TION'S IN-KIND  ASSISTANCE  TO  AFDC  AND  SSI  RECIPIENTS  (SEC.  9201 
OF  THE  BILL) 

Present  Law 

In-kind  assistance  provided  by  a  private  non-profit  organization 
to  SSI  recipients  must  be  disregarded  if  the  State  has  determined 
that  the  assistance  is  provided  on  the  basis  of  need.  States  may,  at 
their  option,  disregard  in-kind  assistance  provided  to  AFDC  recipi- 
ents. The  authority  for  these  disregards  was  originally  provided  by 
the  Social  Security  Amendments  of  1983  and  extended  until  Sep- 
tember 30,  1989  by  the  Deficit  Reduction  Act  of  1984.  The  authority 
expires  on  September  30,  1987. 

Explanation  of  Provision 

Permanently  extend  the  optional  AFDC  disregard  and  the  man- 
datory SSI  disregard  of  such  in-kind  assistance. 

Effective  Date 
October  1,  1987. 

2.  FRAUD  CONTROL  UNDER  AFDC  PROGRAM  (SEC.  9202  OF  THE  BILL) 

Present  Law 

States  are  reimbursed  with  50  percent  Federal  funds  for  the 
proper  and  efficient  administration  of  the  AFDC  program.  This  in- 
cludes the  cost  of  any  fraud  control  activities. 

Explanation  of  Provision 

Authorize  Federal  funding  of  75  percent  for  the  costs  of  a  fraud 
control  program.  States  electing  to  use  these  funds  could  apply 
them  to  the  costs  of  investigation,  prosecution,  enforcement,  or  ad- 
ministrative hearing  of  violations  of  AFDC  rules,  plans,  or  law. 

Recipients  found  to  have  committed  an  intentional  program  vio- 
lation would  be  ineligible  to  participate  in  the  AFDC  program  for  a 
period  of  six  months  for  the  first  offense  and  twelve  months  for  the 
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second  offense.  The  third  offense  would  result  in  permanent  ineligi- 
bility. 

The  determination  of  an  intentional  violation  would  be  based  on 
proof  of  intentionally:  (a)  making  a  false  or  misleading  statement; 
(b)  misrepresenting,  concealing,  or  withholding  facts;  or  (c)  commit- 
ting any  act  that  is  a  violation  of  the  AFDC  program,  the  State's 
AFDC  plan,  or  any  other  provision  of  Federal  or  State  law  or  regu- 
lations relating  to  the  AFDC  program. 

The  determination  of  an  intentional  program  violation  could  be 
made  either  through  an  administrative  hearing  or  by  a  court.  Any 
action  by  the  State  agency  to  terminate  or  reduce  benefits  would 
follow  the  established  notice  and  fair  hearing  process  within  the 
AFDC  program.  The  State  agency  could  combine  hearings  for  viola- 
tions that  have  occurred  in  the  AFDC  and  food  stamp  programs 
when  the  factual  issues  arise  from  the  same  or  related  circum- 
stances. 

Effective  Date 
October  1,  1987. 

3.  EXCLUSION  OF  REAL  PROPERTY  WHEN  IT  CANNOT  BE  SOLD  (SEC.  9203 

OF  THE  BILL) 

Present  Law 

Under  current  law  the  Secretary  of  HHS  must  count  toward  the 
SSI  asset  limit  real  property  that  is  not  specifically  excluded.  If  an 
SSI  applicant  or  recipient  has  real  property  that  is  not  excluded 
from  the  asset  limit,  and  the  excess  resources  make  the  individual 
ineligible  for  SSI,  "conditional  SSI  benefits"  can  be  provided  to  the 
individual  while  an  effort  is  made  to  sell  the  property.  The  condi- 
tional SSI  benefits  paid  out  during  this  period  are  considered  over- 
payments and  the  SSI  recipient  is  required  to  repay  these  benefits 
after  the  resource  has  been  sold.  Under  current  regulations,  condi- 
tional payments  can  be  made  only  if  the  excess  total  resources  do 
not  exceed  $3,000  for  an  individual  and  $4,500  for  a  couple.  The 
regulations  provide  that  conditional  payment  can  be  made  up  to 
six  months  in  the  case  of  real  property. 

Explanation  of  Provision 

Provides  that  real  property  owned  by  an  SSI  recipient  would  not 
be  counted  as  a  resource  when  it  cannot  be  sold.  This  policy  would 
apply  under  3  circumstances:  (1)  the  property  is  jointly  owned  (and 
its  sale  would  cause  undue  hardship  (including  loss  of  housing)  for 
the  other  owners  of  such  property);  (2)  the  sale  is  barred  by  a  legal 
impediment;  or  (3)  the  owner's  reasonable  efforts  to  sell  it  have 
been  unsuccessful. 

Effective  Date 
October  1,  1987. 
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4.  ADJUSTMENT  OF  PENALTY  WHERE  ASSET  IS  TRANSFERRED  FOR  LESS 

THAN  FAIR  MARKET  VALUE  (SEC.  9204  OF  THE  BILL) 

Present  Law 

Individuals  who  transfer  assets  at  less  than  fair  market  value 
are  generally  ineligible  for  SSI  for  two  years,  An  individual  who 
gives  away  or  sells  a  nonexcludable  resource  for  less  than  fair 
market  value  has  the  uncompensated  value  of  that  resource  count- 
ed toward  the  SSI  countable  resource  limit.  The  1987  limit  is  $1,800 
for  an  individual  and  $2,700  for  a  couple.  The  period  of  ineligibility 
extends  for  a  period  of  24  months  from  the  date  of  transfer.  The 
uncompensated  value  is  the  difference  between  fair  market  value 
at  the  time  of  transfer  and  the  amount  received  for  the  resource. 
Any  amount  of  resources  given  away  will  trigger  the  penalty. 

Explanation  of  Provision 

The  amendment  would  provide  that  the  amount  of  the  total  un- 
compensated value  of  resources  given  away  or  sold  would  not  be 
counted  toward  the  SSI  countable  resource  limit  until  the  cumula- 
tive uncompensated  value  of  the  resources  exceeds  $3,000.  In  addi- 
tion, in  cases  where  there  would  otherwise  be  a  denial  of  benefits, 
the  Secretary  would  have  the  authority  to  suspend  the  application 
of  the  penalty  if  the  Secretary  determines  that  such  suspension  is 
necessary  to  avoid  undue  hardship. 

Effective  Date 
October  1,  1987. 

5.  EXCLUSION  OF  INTEREST  ON  BURIAL  ACCOUNTS  (SEC.  9205  OF  THE 

BILL) 

Present  Law 

Under  present  SSI  law,  an  individual  may  have  up  to  $1,800  in 
resources  and  remain  eligible  for  benefits.  A  higher  limit  applies  to 
an  individual  with  a  spouse.  The  resource  limits  are  scheduled  to 
increase  in  1988  and  1989.  In  addition  to  the  basic  resource  limit, 
an  individual  without  burial  insurance  or  life  insurance  may  also 
keep  up  to  $1,500  in  a  separately  identifiable  burial  account.  Inter- 
est earned  or  funds  counted  toward  the  basic  resource  limit  are 
counted  as  income  and  adds  to  the  countable  resources  of  the  indi- 
vidual. However,  if  the  individual's  resources  exceed  the  $1,800 
limit  because  of  interest  earned  on  a  separate  burial  account,  the 
burial  account  interest,  if  kept  within  the  account,  is  not  counted 
as  income  or  as  a  resource  to  the  individual.  If,  however,  an  indi- 
vidual has  a  separately  identifiable  burial  account,  which,  when  its 
value  is  added  to  other  countable  resources  is  less  than  the  basic 
resources  limit,  the  interest  earned  on  such  burial  account  is  count- 
able as  income  and  as  a  resource. 

Explanation  of  Provision 

Provides  that  interest  earned  on  the  entire  value  of  a  separately 
identifiable  burial  account  owned  by  an  SSI  recipient  would  be  ex- 
cluded, regardless  of  the  individual's  other  resources. 
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Effective  Date 
October  1,  1987. 

6.  DISREGARD  OF  CERTAIN  WELFARE  BENEFITS  UNDER  SSI 
RETROSPECTIVE  ACCOUNTING  (SEC.  9206  OF  THE  BILL) 

Present  Law 

Under  AFDC  law,  an  individual  cannot  receive  AFDC  and  SSI  at 
the  same  time.  SSI  eligibility  is  determined  restrospectively  begin- 
ning with  the  second  month  of  eligibility  using  income  and  circum- 
stances in  the  months  before  application.  As  a  result,  during  the 
transition  from  AFDC  to  SSI,  AFDC  benefits  can  be  counted  as 
income  of  an  SSI  applicant,  even  though  these  benefits  were  re- 
ceived in  the  months  before  the  SSI  application  was  filed. 

Explanation  of  Provision 

Provides  that  AFDC  benefits  would  not  be  counted  in  determin- 
ing eligibility  for  or  amount  of  SSI  benefits.  The  amendment  would 
result  in  disregarding  Federally  matched  AFDC  payments  for  SSI 
purposes,  that  is,  in  treating  AFDC  benefits  in  the  same  way  as 
State  and  local  general  assistance  or  other  non-Federal  assistance 
based  on  need. 

Effective  Date 
October  1,  1987. 

7.  TECHNICAL  AMENDMENT  RELATING  TO  1986  AMENDMENT  CONCERN- 
ING THE  TREATMENT  OF  CERTAIN  COUPLES  IN  MEDICAL  INSTITUTIONS 
(SEC.  9207  OF  THE  BILL) 

Present  Law 

A  State  may  waive  the  SSI  rule  that  considers  members  of  a 
couple  sharing  a  room  in  a  medical  institution  as  two  eligible  SSI 
individuals  instead  of  an  SSI  couple  if  such  a  rule  would  disadvan- 
tage either  member  of  a  couple  in  determining  eligibility  under 
other  State  programs  or  under  the  Social  Security  Act.  This  provi- 
sion was  enacted  in  1986  as  part  of  P.L.  99-643. 

Explanation  of  Provision 

Allows  for  the  State  option  to  apply  if  the  members  of  the  couple 
are  living  in  the  same  medical  institution,  not  only  when  they  are 
living  in  the  same  room. 

Effective  Date 

November  10,  1986. 

8.  EXTENSION  OF  DEADLINE  FOR  DISABLED  WIDOWS  TO  APPLY  FOR  MED- 
ICAID PROTECTION  UNDER  1984  AMENDMENTS  (SEC.  9208  OF  THE 
BILL) 

Present  Law 

Low-income  widows  and  widowers  who  lost  eligibility  for  SSI  be- 
cause of  the  January  1984  social  security  disability  benefit  increase 
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have  until  July  1,  1987  to  file  an  application  with  the  State  for  pro- 
tection against  loss  of  Medicaid  eligibility. 

Explanation  of  Provision 

Extends  the  deadline  for  filing  an  application  with  the  State 
from  July  1,  1987  to  July  1,  1988. 

Effective  Date 
July  1,  1987. 

9.  INCREASED  EMERGENCY  ADVANCE  PAYMENTS  FOR  PRESUMPTIVELY 
ELIGIBLE  INDIVIDUALS  (SEC.  9209  OF  THE  BILL) 

Present  Law 

An  individual  who  is  presumptively  eligible  for  SSI  may  receive 
a  maximum  of  $100  in  the  form  of  emergency  advance  payments. 

Explanation  of  Provision 

Provides  for  an  increase  in  the  amount  of  emergency  advance 
payments  that  can  be  paid  directly  by  a  Social  Security  district 
office  to  those  in  need  of  immediate  subsistence  income.  Instead  of 
a  maximum  of  $100,  the  maximum  would  equal  the  regular  month- 
ly SSI  benefit  standard  plus,  if  any,  the  State  supplementary  pay- 
ment. 

Effective  Date 
October  1,  1987. 

10.  MODIFICATION  OF  INTERIM  ASSISTANCE  REIMBURSEMENT  PROGRAM 
(SEC.  9210  OF  THE  BILL) 

Present  Law 

Under  current  law,  a  State  is  reimbursed  from  a  later  SSI  pay- 
ment with  retroactive  effect  if  the  State  has  provided  emergency 
assistance  to  an  SSI  applicant  before  the  start  of  SSI  benefits. 

Explanation  of  Provision 

Permits  the  interim  assistance  reimbursement  program  to  also 
be  used  in  cases  where  the  State  has  provided  cash  assistance  to 
SSI  recipients  whose  SSI  benefits  were  terminated  or  suspended 
and  who  are  subsequently  found  eligible  for  benefits.  It  would  also 
include  the  use  of  the  interim  assistance  mechanism  when  the  re- 
cipient's check  has  been  lost  or  stolen  and  there  has  not  been  a 
prompt  replacement. 

Effective  Date 

Effective  with  the  13th  month  following  the  month  of  enactment 
or  sooner  if  administratively  feasible. 

11.  SPECIAL  NOTICE  TO  BLIND  RECIPIENTS  (SEC.  9211  OF  THE  BILL) 

Present  Law 
No  provision. 
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Explanation  of  Provision 

Requires  the  Social  Security  Administration  to  provide  SSI  appli- 
cants and  recipients  who  are  blind  with  the  option  to  receive  a  sup- 
plementary notice,  such  as  by  telephone  or  certified  letter,  of  any 
decision,  determination  or  other  action  taken  or  proposed  to  be 
taken  with  respect  to  their  rights  under  the  SSI  program. 

Effective  Date 
October  1,  1987. 

12.  TECHNICAL  AMENDMENTS  RELATING  TO  REHABILITATION  SERVICES 
FOR  THE  BLIND  (SEC.  9212  OF  THE  BILL) 

Present  Law 

Disabled  SSI  recipients  are  allowed  to  continue  vocational  reha- 
bilitation services  funded  under  the  SSI  program,  even  if  there  is 
an  improvement  in  their  medical  condition  that  results  in  their  no 
longer  qualifying  for  SSI  on  grounds  of  disability. 

Explanation  of  Provision 

Provides  that  blind  persons  receiving  benefits  under  the  SSI  pro- 
gram would  be  allowed,  as  is  now  the  case  for  disabled  SSI  recipi- 
ents, to  continue  to  receive  vocational  rehabilitation  services 
funded  under  the  SSI  program  even  if  there  is  an  improvement  in 
their  medical  condition  that  results  in  their  no  longer  qualifying 
for  SSI  benefits. 

Effective  Date 
October  1,  1987. 

13.  EXTENSION  FROM  3  TO  12  MONTHS  OF  THE  LENGTH  OF  TIME  THAT 
AN  INDIVIDUAL  IN  A  PUBLIC  EMERGENCY  SHELTER  CAN  BE  ELIGIBLE 
FOR  SSI  (SEC.  9213  OF  THE  BILL) 

Present  Law 

Residents  of  public  institutions  generally  are  not  eligible  for  SSI. 
However,  SSI  benefits  are  paid  for  up  to  3  months  to  an  otherwise 
eligible  individual  in  a  public  emergency  shelter. 

Explanation  of  Provision 

Extends  SSI  benefits  for  up  to  12  consecutive  months  to  other- 
wise eligible  individuals  in  a  public  emergency  shelter. 

Effective  Date 
October  1,  1987. 

14.  EXCLUSION  OF  UNDERPAYMENTS  FROM  RESOURCES  (SEC.  9214  OF 

THE  BILL) 

Present  Law 

Retroactive  SSI  or  social  security  payments  are  disregarded  as  a 
resource  for  6  months. 
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Explanation  of  Provision 

Provides  that,  for  the  2-year  period  beginning  January  1,  1987, 
retroactive  SSI  and  social  security  payments  would  be  disregarded 
as  a  resource  for  12  months. 

It  is  expected  that  many  disabled  individuals  will  be  entitled  to 
substantial  back  awards  once  the  Social  Security  Administration 
(SSA)  issues  decisions  in  their  cases  under  the  1984  Disability  Bene- 
fits Reform  Act.  This  amendment  would  disregard  retroactive  pay- 
ments as  a  resource  for  12  months.  This  would  give  SSI  recipients 
one  year  to  use  the  funds  before  they  could  be  counted  as  a  re- 
source. Because  it  is  anticipated  that  SSA  will  issue  these  determi- 
nations in  the  near  future,  this  provision  would  be  limited  to  per- 
sons who  receive  their  back  awards  in  1987  or  1988. 

Effective  Date 
January  1,  1987. 

15.  CONTINUATION  OF  FULL  BENEFIT  STANDARD  FOR  INDIVIDUALS 
TEMPORARILY  INSTITUTIONALIZED  (SEC.  9215  OF  THE  BILL) 

Present  Law 

An  individual  who  is  a  resident  of  a  public  institution  through- 
out a  month  is  not  eligible  for  SSI  unless  it  is  a  Medicaid  facility,  a 
community-based  residence  serving  no  more  than  16  persons,  or  an 
emergency  shelter  (but  not  for  more  than  3  months  care  for  an  in- 
dividual in  any  12-month  period.) 

When  an  individual  enters  a  hospital,  extended  care  facility, 
nursing  home  or  intermediate  care  facility  in  which  a  major  por- 
tion of  the  cost  is  paid  by  the  Medicaid  program,  the  monthly  SSI 
benefit  standard  is  reduced  to  $25  beginning  with  the  first  full  cal- 
endar month  of  the  person's  residency  there. 

Individuals  whose  income  from  non-SSI  sources  exceeds  the  $25 
benefit  standard  are  not  eligible  for  an  SSI  payment.  This  includes 
those  who  previously,  when  they  were  not  living  in  a  medical  insti- 
tution, were  receiving  some  SSI  because  their  social  security 
monthly  benefits  were  less  than  the  sum  of  the  regular  SSI  benefit 
standard  in  that  State  plus  $20. 

Medicaid  regulations  require  States  to  allow  such  individuals  to 
retain  no  less  than  $25  a  month  of  their  income  as  a  "personal 
needs  allowance' '  when  their  income  is  applied  along  with  Medic- 
aid reimbursement,  to  pay  for  their  institutional  medical  care. 
States  have  the  option  under  present  Medicaid  regulations  to  allow 
such  an  individual  to  retain  more  than  $25  a  month  if  the  State 
determines  that  the  excess  above  $25  is  needed  to  maintain  a  home 
that  he  will  return  to  after  a  temporary  stay  in  the  Medicaid  insti- 
tution. The  regulations  require  that  a  physician  must  have  certi- 
fied that  the  stay  is  expected  to  last  no  more  than  6  months.  The 
retention  of  the  extra  funds  for  home  maintenance  cannot  last 
more  than  6  months. 

Explanation  of  Provision 

Provides  that  any  SSI  recipient  who  enters  a  Medicaid  institu- 
tion or  public  institution  would  not  have  his/her  benefits  reduced 
to  the  $25  a  month  standard  (or  terminated  in  the  case  of  a  public 
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institution)  if  the  stay  is  expected  to  be  of  a  temporary  nature  and 
they  need  to  maintain  a  living  arrangement  to  return  to  after  re- 
lease. Full  benefits,  including  State  supplementation,  would  contin- 
ue for  3  months.  The  benefit  level  would  equal  that  paid  in  the 
month  prior  to  the  month  the  individual  entered  an  institution. 
HHS  could  enter  into  agreements  with  public  or  private  agencies 
to  help  determine  those  individuals  to  whom  this  provision  would 
apply. 

The  Committee  anticipates  that  this  policy  would  be  implement- 
ed in  a  manner  that  is  similar  to  current  practice  with  respect  to: 
(1)  certain  kinds  of  Federally  administered  State  supplementation 
of  the  SSI  benefit  and  (2)  the  current  State  option  to  provide  for  a 
"maintenance  of  the  home"  allowance  for  those  in  temporary  care 
in  a  Medicaid  institution. 

In  a  number  of  States,  for  an  individual  to  qualify  for  Federally 
administered  State  supplementation  in  a  nonmedical  group  home, 
the  State  social  services  agency  must  certify  to  the  Social  Security 
Administration  (SSA)  that  the  person  is  eligible  for  such  State  sup- 
plementation. This  certification  process  is  established  in  an  agree- 
ment between  the  Social  Security  Administration  and  the  State. 
The  Medicaid  program  also  permits  the  State  to  provide  for  a 
"maintenance  of  the  home"  allowance  for  persons  who  are  in  tem- 
porary care  in  a  Medicaid  institution. 

Under  this  provision,  SSA  could  enter  into  an  agreement  with  a 
State  whereby  the  State  would  be  responsible  for  determining 
whether  an  individual  qualifies  for  a  maintenance  of  home  allow- 
ance (in  States  already  exercising  this  option  under  Medicaid,  this 
simply  means  making  the  determination  in  more  cases).  Proce- 
dures for  notifying  SSA  would  be  similar  to  those  used  in  some 
States  when  individualized  determinations  are  made  by  the  State 
of  eligibility  for  group  home  supplementation  administered  by  SSA. 

Based  on  information  from  a  number  of  States  that  utilize  the 
Medicaid  option  for  a  "maintenance  of  the  home"  allowance,  ap- 
proximately 2-3  percent  of  the  Medicaid-eligible  residents  of  Medic- 
aid institutions  in  any  one  month  qualify  for  the  "maintenance  of 
the  home"  allowance. 

Effective  Date 
July  1,  1988. 

16.  RETENTION  OF  MEDICAID  WHEN  SSI  BENEFITS  ARE  LOST  UPON  ENTI- 
TLEMENT TO  EARLY  WIDOW'S  OR  WIDOWER'S  INSURANCE  BENEFITS 
(SEC.  9216  OF  THE  BILL) 

Present  Law 

SSI  law  requires  than  an  individual  apply  for  all  other  benefits 
for  which  he  or  she  is  eligible.  Thus,  at  age  60,  disabled  widows  (or 
widowers)  who  apply  for  or  are  receiving  SSI,  are  required  to  apply 
for  early  aged  widow's  or  widower's  social  security  benefits.  (These 
benefits  are  actuarially  reduced.)  In  cases  where  the  resulting 
social  security  benefit  is  sufficient  to  preclude  further  SSI  eligibil- 
ity, the  disabled  widow  or  widower  loses  Medicaid  coverage.  These 
individuals  generally  do  not  qualify  for  Medicaid  benefits  until  age 
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65.  In  this  case,  a  proportionately  small  increase  in  cash  income 
can  result  in  the  loss  of  far  more  valuable  medical  coverage. 

Explanation  of  Provision 

The  amendment  provides  that  an  individual  who  would  other- 
wise qualify  for  SSI  on  the  basis  of  disability  or  blindness  but  be- 
ginning at  age  60  qualifies  for  social  security  early  aged  widow's  or 
widower's  benefits  and  loses  eligibility  for  SSI,  would,  nevertheless, 
be  deemed  to  be  an  SSI  recipient  for  purposes  of  eligibility  for  Med- 
icaid. Eligibility  for  Medicaid  would  continue  until  the  individual 
becomes  eligible  for  Medicare  on  grounds  of  reaching  age  65  or  be- 
cause of  being  eligible  at  an  earlier  age  for  social  security  disability 
benefits. 

Effective  Date 
October  1,  1987. 

17.  DEMONSTRATION  PROGRAM  TO  ASSIST  HOMELESS  INDIVIDUALS  (SEC. 

9217  OF  THE  BILL) 

Present  Law 

The  regular  procedures  for  applying  for  SSI  and/or  social  securi- 
ty disability  benefits  usually  require  an  individual  to  do  the  follow- 
ing: be  interviewed  by  a  claims  representative  at  a  Social  Security 
Administration  (SSA)  district  office;  provide  information  and  docu- 
mentation about  his/her  income,  resources  and  medical  records; 
keep  appointments  for  mental  and  physical  health  examinations  as 
requested  by  a  State  Disability  Determination  Service  examiner; 
and  participate  in  follow-up  interviews  at  the  social  security  office. 
From  the  date  of  the  initial  interview,  it  takes  an  averge  of  2-3 
months  to  reach  a  final  determination  of  eligibility  on  the  basis  of 
disability. 

The  SSI  statute  requires  the  Secretary  to  make  payments  to  eli- 
gible individuals  who  do  not  have  a  fixed  address  but  does  not  au- 
thorize specific  services  and  procedures  for  identifying  potentially 
eligible  homeless  persons  and  helping  them  to  apply  for  benefits. 
Current  SSI  laws  does  give  SSA  general  authority  to  conduct  dem- 
onstration projects  and  waive  certain  requirements.  Statutory  pro- 
visions that  mandated  SSA  to  conduct  outreach  efforts  have  been 
directed  primarily  at  social  security  recipients  with  lower  benefit 
levels.  The  law  requires  SSA,  before  July  1984,  to  notify  such  per- 
sons regarding  their  potential  eligibility  for  SSI. 

The  SSA  has  urged  their  district  offices  to  use  current  SSI  law 
provisions  for  emergency  advance  payments  and  presumptive  dis- 
ability payments  to  better  serve  the  homeless.  Also,  in  some  large 
cities,  SSA  offices  have  participated  in  interagency  efforts  to  serve 
the  homeless.  Specifically,  in  New  York  City,  the  Social  Security 
Administration,  the  New  York  City  Human  Resources  Administra- 
tion, and  the  Disability  Determination  Service  of  the  State  voca- 
tional rehabilitation  agency  have  cooperated  in  establishing  an 
interagency  team  that  visits  shelters  for  the  homeless.  The  team 
attempts  to  identify  homeless  individuals  who  may  be  eligible  for 
SSI  or  social  security  benefits  and  it  has  established  special  proce- 
dures and  services  to  provide  outreach  and  determine  eligibility. 
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Explanation  of  Provision 

This  amendment  would  authorize  the  funding  of  SSI  Outreach 
and  Eligibility  Team  Projects  for  the  purpose  of  providing  and  dem- 
onstrating effective  procedures  and  services  needed  to  make  it 
easier  for  eligible  homeless  individuals  to  obtain  benefits  under  the 
SSI  program  and  under  other  programs  established  under  the 
Social  Security  Act.  The  Secretary  of  Health  and  Human  Services 
would  make  project  grants  to  a  maximum  of  10  States.  For  fiscal 
year  1988,  $1.25  million  would  be  authorized  to  be  appropriated  for 
five  projects  to  begin  in  that  year  and  $2.5  million  would  be  author- 
ized for  fiscal  year  1989  during  which  time  five  additional  projects 
would  begin.  Such  funds  as  necessary  are  authorized  to  be  appro- 
priated for  future  fiscal  years. 

The  SSI  Outreach  and  Eligibility  Teams  would  be  modeled  after 
the  teams  now  operating  in  the  shelters  in  New  York  City.  Howev- 
er, the  Committee  expects  that  a  project  for  a  particular  metropoli- 
tan area  would  be  organized  to  fit  the  local  situation. 

Experience  with  the  use  of  regular  eligibility  determination  pro- 
cedures with  the  homeless,  particularly  those  who  are  mentally  ill, 
has  shown  that  because  of  their  states  of  paranoia,  psychosis,  and 
disorganization,  such  individuals  are  often  unable  or  unwilling  to 
respond  to  inquiries,  keep  appointments,  meet  deadlines,  or  gener- 
ally deal  with  the  demands  and  stress  of  the  disability  and  SSI  eli- 
gibility determination  process.  The  concept  of  SSI  Outreach  and 
Eligibility  Determination  Teams,  with  specialized  procedures  and 
services,  is  intended  to  make  up  for  these  disabling  limitations. 

The  members  of  an  SSI  Outreach  and  Eligibility  Determination 
Team  would  include  all  those  agencies  and  professionals  generally 
necessary  to  make  SSI  and  social  security  disability  determina- 
tions, plus  social  services  caseworkers.  The  members  of  the  team 
would  perform  most  of  their  functions  at  the  shelter  used  by  the 
homeless.  The  procedures  and  services  would  include  case  tracking, 
follow-through  in  gathering  information  related  to  eligibility,  and 
face-to-face  communication  among  team  members. 

Each  SSI  Outreach  and  Eligibility  Team  would  include  staff  de- 
tailed to  the  team  from  agencies  with  direct  responsibilities  for  de- 
termining eligibility  for  SSI  and  social  security  benefits,  i.e.,  a 
social  security  claims  representative  and  a  disability  examiner 
from  the  State  Disability  Determination  Service.  In  addition,  since 
it  is  assumed  that  a  relatively  high  percent  of  those  in  shelters  for 
the  homeless  may  qualify  on  the  basis  of  mental  disability,  a  physi- 
cian/psychiatrist would  be  a  member  of  the  team.  The  physician/ 
psychiatrist  would  be  from  either  a  public  agency  or  in  private 
practice,  but  in  either  case,  would  be  qualified  to  provide  disability 
examinations  for  SSI  and  social  security  disability  benefits. 

In  addition  to  the  staff  from  the  agencies  responsible  for  SSI  and 
social  security  disability  determinations,  one  or  two  adult  social 
services  caseworkers  from  the  public  social  services  agency  would 
belong  to  each  team.  As  in  the  New  York  City  program,  one  of  the 
caseworkers  would  serve  as  the  leader  or  coordinator  of  the  team. 
The  caseworkers  on  the  team  would  attempt  to  determine,  from 
among  those  who  use  a  particular  shelter,  those  who  may  be  poten- 
tially eligible  for  benefits.  The  caseworker  would  be  responsible 
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also  for  arranging  transportation  and,  if  necessary,  accompanying 
applicants  to  disability  related  examinations  outside  of  the  shelter 
and  assisting  the  applicant  in  obtaining  other  information  needed 
for  the  application.  The  team  leader/ coordinator  also  would  be  re- 
sponsible for  the  folllowing:  tracking  the  decisions  taken  on  all 
claims  submitted  for  shelter  clients;  conferring  with  the  disability 
examiner  and  the  social  security  claims  representative  on  the  need 
for  additional  information;  when  appropriate,  ensuring  that  ap- 
peals are  filed  on  denied  claims;  and,  when  necessary,  accompany- 
ing the  aplicant  to  scheduled  hearings  on  such  appeals. 

Under  the  provisions  of  the  amendment,  the  States  would  be  the 
recipient  of  funds  for  a  project  within  the  State.  Grants  to  States 
would  cover  the  costs  incurred  for  the  project,  including  costs  of 
staff,  administration,  transportation  and  other  necessary  expenses. 
The  cost  of  each  project  is  generally  not  to  exceed  $250,000  per 
year  but  the  Secretary  may,  to  the  extent  appropriated  funds  are 
available,  approve  a  higher  sum  if  a  State  demonstrates  that 
higher  costs  must  be  incurred  to  properly  serve  the  homeless 
within  the  project  area. 

The  committee  recognizes  that  homeless  individuals  in  New  York 
City  may  differ  in  characteristics  and  degree  of  concentration  from 
those  in  other  metropolitan  areas  and  cities.  Each  locality  has  its 
own  set  of  circumstances  that  should  be  considered  in  organizing 
and  developing  procedures  for  the  operation  of  homeless  outreach 
and  eligibility  teams.  In  some  areas,  persons  may  be  members  of 
such  a  specialized  team  part  of  the  time.  In  some  jurisdictions,  the 
social  service  caseworkers  may  serve  as  members  of  a  team  only 
for  the  shelters  in  their  local  jurisdiction.  The  project  may  be  oper- 
ated in  a  city,  county  or  combination  of  the  two. 

Most  research  has  shown  that  the  success  of  efforts  to  coordinate 
and  integrate  interagency  services  depends  primarily  on  the  per- 
sonal characteristics  and  professional  skills  of  the  staff  of  the  pro- 
gram. The  provisions  of  the  amendment  are  intended  to  lesson 
structural  and  communication  barriers  that  now  hinder  the  home- 
less from  obtaining  benefits  to  which  they  are  entitled.  The  amend- 
ment requires  the  States  to  provide  periodic  reports  to  the  Secre- 
tary. The  amendment  also  explicitly  states  that  the  criteria  used  to 
evaluate  the  projects  should  take  into  account  the  special  circum- 
stances of  the  homeless  and  their  need  for  personalized  attention 
and  follow-through  assistance. 

[  Effective  Date 
October  1,  1987. 

18.  ELIGIBILITY  REQUIREMENTS  FOR  CERTAIN  ALIENS  UNDER  SSI 
PROGRAM  (SEC.  9218  OF  THE  BILL) 

Present  Law 

The  income  and  resources  of  the  individual  who  sponsored  an 
alien's  entry  into  the  United  States  and  signed  an  affidavit  of  sup- 
port must  be  considered  in  determining  the  alien's  eligibility  and 
benefit  amount  in  the  SSI  program.  A  portion  of  the  sponsor's 
income  is  disregarded  to  allow  for  the  needs  of  the  sponsor  and  his/ 
her  family.  The  remainder  is  deemed  to  be  available  for  the  sup- 
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port  of  the  alien  for  a  three  year  period  after  entry  into  the  United 
States.  This  provision  does  not  apply  to  those  who  become  blind  or 
disabled  after  entry,  to  refugees,  to  persons  granted  political 
asylum,  or  to  aliens  who  are  sponsored  by  an  agency  or  organiza- 
tion. A  similar  provision  is  part  of  AFDC  law.  The  AFDC  program 
also  restricts — for  three  years  after  entry  into  the  United  States — 
the  eligibility  of  agency-sponsored  aliens. 

Explanation  of  Provision 

The  provision  would  restrict  the  eligibility  of  aliens  who  are 
sponsored  by  organizations  in  a  manner  that  is  similar  to  current 
AFDC  practice.  An  alien  for  whom  an  organization  executed  an  af- 
fidavit of  support  or  similar  agreement  would  be  ineligible  for  SSI 
benefits  for  a  period  of  three  years  following  the  alien's  entry  into 
the  United  States  unless  the  sponsoring  organization  had  ceased  to 
exist  or  had  been  determined  by  a  bankruptcy  court  to  be  bank- 
rupt. The  provision  would  apply  to  applications  for  benefits  filed 
after  the  date  of  enactment. 

Effective  Date 
On  enactment. 

19.  ASSISTANCE  TO  HOMELESS  AFDC  FAMILIES  (SEC.  9219  OF  THE  BILL) 

Present  Law 

Title  IV-A  of  the  Social  Security  Act  permits  States,  at  their 
option,  to  operate  an  emergency  assistance  program.  This  program 
provides  temporary  assistance,  including  money  payments,  pay- 
ments in-kind,  and  services,  to  needy  families  with  children  where 
the  child  is  without  available  resources  and  the  emergency  assist- 
ance is  necessary  to  avoid  the  destitution  of  such  child  or  to  pro- 
vide living  arrangements  in  a  home  for  such  child.  Regulations 
permit  Federal  reimbursement  for  emergency  assistance  authorized 
by  the  State  during  one  period  of  thirty  (30)  consecutive  days  in 
any  12  consecutive  months. 
^  AFDC  law  requires  that  States  establish  a  statewide  standard  of 
basic  needs  to  determine  AFDC  eligibility  and  payment  amounts. 
Regulations  also  permit  State  agencies  to  include,  in  their  need 
standard,  the  cost  of  ' 'special  needs."  The  State  plan  must  specify 
the  circumstances  under  which  special  needs  payments  are  avail- 
able. Thirty-six  States  currently  include  special  needs  payments  in 
their  State  standards. 

Explanation  of  Provision 

This  provision  prohibits  the  Department  of  Health  and  Human 
Services  from  proposing  and  implementing  regulations  which  pre- 
vent a  State,  prior  to  October  1,  1988,  from  including  in  its  stand- 
ard of  need  with  respect  to  applicants  for  or  recipients  of  AFDC 
(either  as  a  basic  or  special  need)  an  amount  for  shelter  and  related 
needs  that  varies  according  to  geographic  location,  family  circum- 
stance, or  the  type  of  living  accommodation  occupied. 

The  Department  of  Health  and  Human  Services  also  would  be 
prohibited  from  proposing  and  implementing  regulations  and  policy 
which  restrict  AFDC  emergency  assistance  payments  prior  to  Octo- 
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ber  1,  1988.  Current  policy,  which  permits  Federal  matching  for 
emergency  assistance  authorized  by  the  State  during  one  period  of 
thirty  (30)  consecutive  days  in  any  12  consecutive  months,  would  be 
retained.  This  assistance  may  continue  to  include  payments  and 
services  to  meet  needs  which  arose  before  or  extend  beyond  such 
period. 

Finally,  the  provision  would  authorize  the  Secretary  of  Health 
and  Human  Services  to  approve  a  demonstration  program  permit- 
ting any  State  which  provides  for  temporary  shelter  as  a  special 
need  to  test  a  homelessness  prevention  program  for  AFDC  families. 
Under  the  demonstration,  AFDC  matching  funds  would  be  avail- 
able at  the  rate  normally  paid  for  temporary  shelter  in  commercial 
hotels  or  similar  transient  accommodations,  to  pay  rent  for  up  to 
12  months  in  a  permanent  dwelling.  Such  permanent  dwellings 
must  meet  local  housing  codes,  the  landlord  must  have  a  record 
free  of  evidence  of  tenant  harrassment,  and  the  landlord  must 
agree  to  a  lease  of  at  least  24  months  subsequent  to  the  subsidy 
period. 

The  committee  is  concerned  about  the  growing  numbers  of  AFDC 
children  who  are  residing  in  so-called  "welfare  hotels."  Relocation 
of  these  children  to  safe,  secure,  permanent  housing  must  receive 
the  highest  priority.  Responsibility  for  resolving  this  problem  does 
not  rest  solely  with  the  Federal  Government,  however.  Administra- 
tion of  the  AFDC  program  is  delegated  to  the  States  (and,  in  some 
States,  local  governments)  so  that  the  program  can  be  tailored  to 
local  needs  and  circumstances. 

Prohibiting  emergency  assistance  and  special  needs  regulations 
is  a  temporary  measure,  reflecting  the  committee's  desire  to  care- 
fully analyze  the  problem  of  homelessness  among  AFDC  children 
and  determine  appropriate  solutions.  The  demonstration  authority 
included  in  this  provision,  the  demonstration  authority  in  section 
9185  of  the  bill,  and  the  study  of  housing  problems  faced  by  AFDC 
recipients  included  in  section  9188  of  the  bill  represent  only  the 
Federal  attempt  to  solve  this  problem.  The  committee  expects  an 
equal  or  greater  effort  at  the  State  and  local  levels. 

Effective  Date 

The  regulatory  prohibitions  would  be  effective  on  October  15, 
1987.  The  demonstration  authority  would  take  effect  on  November 
20,  1987. 

Part  2 — Foster  Care  and  Child  Welfare  Amendments 

1.  permanent  extension  of  federal  funding  for  voluntarily 
placed  foster  care  children  (sec.  9221  of  the  bill) 

Present  Law 

Federal  matching  funds  are  available  for  children  placed  in 
foster  care  under  a  voluntary  placement  agreement  if  the  State  has 
met  certain  requirements  for  foster  care  service  and  program  re- 
views. Specifically,  States  must  establish  a  foster  care  information 
system  and  a  case  plan  and  case  review  system  as  well  as  provide 
preplacement  preventive  services  and  reunification  services.  The 
voluntary  placement  provision  is  designed  to  give  parents  the  op- 
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portunity  to  ask  for  help  rather  than  having  a  court  order  the 
child  into  foster  care.  This  authority  expires  on  September  30, 
1987. 

Explanation  of  Provision 

Permanently  extend  the  authority  for  Federal  matching  funds 
for  voluntarily-placed  foster  care  children  under  the  same  terms 
and  conditions  as  apply  currently. 

Effective  Date 
October  1,  1987. 

2.  TWO-YEAR  EXTENSION  OF  FOSTER  CARE  CEILING  AND  OF  AUTHORITY 
TO  TRANSFER  FOSTER  CARE  FUNDS  TO  CHILD  WELFARE  SERVICES  (SEC. 
9222  OF  THE  BILL) 

Present  Law 

Mandatory  State-by-State  ceilings  are  placed  on  foster  care  funds 
if  the  Federal  appropriation  for  child  welfare  services  reaches  $266 
million.  This  ceiling  is  intended  to  create  financial  incentives  for 
States  to  reduce  unnecessary  placement  or  extended  placement  in 
foster  care.  A  State  may  use  any  one  of  several  methods  to  calcu- 
late the  most  favorable  ceiling. 

In  the  absence  of  a  mandatory  foster  care  ceiling,  States  may 
elect  to  operate  under  a  voluntary  foster  care  ceiling.  Whenever  a 
ceiling  is  in  effect — be  it  voluntary  or  mandatory — a  State  may 
transfer  all  or  a  portion  of  unused  foster  care  maintenance  funds  to 
child  welfare  services.  Before  electing  a  ceiling,  a  State  must  have 
implemented  certain  foster  care  services  and  procedures.  These 
are:  (1)  a  foster  care  information  system;  (2)  preplacement  preven- 
tive services;  (3)  a  case  plan  and  case  review  system;  and  (4)  reunifi- 
cation services. 

The  foster  care  ceilings  and  the  transfer  authority  expire  on  Sep- 
tember 30,  1987. 

Explanation  of  Provision 

Extend  the  foster  care  ceilings  and  the  transfer  authority  for  2 
years,  through  September  30,  1989. 

Effective  Date 
October  1,  1987. 

3.  MOTHER/INFANT  FOSTER  CARE  PROGRAMS  (SEC.  9223  OF  THE  BILL) 

Present  Law 

Federal  matching  funds  under  Title  IV-E  of  the  Social  Security 
Act  are  provided  to  States  for  foster  care  maintenance  payments 
for  children  placed  in  foster  care  when  they  have  been  removed 
from  their  home  as  a  result  of  a  judicial  determination.  The  court 
must  find  that  continuing  to  live  in  that  home  would  be  contrary 
to  the  welfare  of  that  child.  Also,  children  placed  in  foster  care 
under  a  voluntary  placement  agreement  between  the  agency  and 
the  parent  are  also  eligible  for  Federal  foster  care  maintence  pay- 
ments. 
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In  some  teenage  foster  care  cases,  the  foster  child  is  herself  the 
parent  of  an  infant  child  who  lives  in  the  same  foster  family  home 
or  a  specialized  residential  program  for  teen  mothers  and  their  in- 
fants. The  infant  child  of  a  foster  child  living  in  the  same  foster 
care  home  or  institution  as  the  infant's  mother,  is  not  eligible  for 
Federally  assisted  foster  care.  This  is  because  the  infant  technically 
has  not  been  removed  from  the  home  of  the  parent  and  placed  in 
foster  care.  This  is  the  case  even  though  the  care  of  the  infant  may 
be  largely  the  responsibility  of  the  foster  care  provider.  Such  chil- 
dren of  foster  care  children  may  be  eligible  as  a  child-only  AFDC 
unit  but  at  a  payment  level  much  less  than  the  cost  of  specialized 
foster  care  programs  for  foster  care  teenagers  and  their  infants. 

Explanation  of  Provision 

The  amendment  would  require  States  to  include  in  the  foster 
care  payment  an  amount  equal  to  the  rate  payable  for  the  foster 
care  teenage  mother  plus  the  foster  care  rate  payable  for  the 
infant  child  in  their  own  right  in  the  same  foster  care  setting. 

While  such  infants  would  not  be  directly  eligible  for  foster  care, 
the  amendment  would  deem  them  to  be  Title  IV-E  foster  care  chil- 
dren for  purposes  of  Medicaid  eligibility.  If  the  infant  is  later 
adopted,  the  infant  would  also  be  deemed  to  have  been  a  Title  IV- 
E  foster  care  child  for  purposes  of  eligibility  under  the  Title  IV-E 
adoption  assistance  program. 

The  fact  that  the  teenage  mother  of  the  infant  has  been  removed 
from  her  home  and  placed  in  foster  care  indicates  the  need  for  spe- 
cialized intervention.  Such  specialized  foster  care  includes:  teaching 
the  young  mother  in  foster  care  how  to  care  for  and  nurture  her 
child;  evaluating  her  capability  to  assume  increasing  responsibility 
for  parenting  her  child;  and  helping  her  to  make  decisions  related 
to  long  range  efforts  to  become  self-sufficient.  Such  specialized 
foster  care  is  also  intended  to  prevent  a  situation  in  which,  because 
of  the  teenager's  own  parenting  limitations,  her  child  requires 
foster  care  placement  apart  from  the  teenage  parent.  Prevention  of 
!  still  another  generation  of  dependency  is  a  primary  objective  of 
specialized  foster  care  for  teenage  foster  care  girls  and  their  in- 
fants. 

Effective  Date 
October  1,  1987. 

Part  3— Child  Support  Enforcement  Amendments 

1.  continuation  of  child  support  enforcement  services  to 
families  no  longer  receiving  afdc  (sec.  9231  of  the  bill) 

Present  Law 

State  child  support  enforcement  agencies,  under  Title  IV-D  of 
I  the  Social  Security  Act  are  required  to  continue  to  collect  child 
i  support  payments  on  behalf  of  families  that  leave  AFDC  for  a 
period  of  three  months.  After  three  months,  if  the  State  is  author- 
ized to  do  so,  the  State  must  continue  to  collect  child  support  with- 
out requiring  the  family  to  reapply  as  a  non-AFDC  case  or  pay  an 
application  fee.  The  intent  of  Congress  was  to  extend  all  IV-D  serv- 
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ices  after  AFDC  eligibility  ends.  However,  there  is  confusion  about 
what  constitutes  "authorization"  and  whether  all  IV-D  services  or 
only  collection  services  are  to  be  provided. 

Explanation  of  Provision 

Require  all  IV-D  services  to  be  continued  without  filing  an  appli- 
cation or  paying  an  application  fee  for  individuals  who  are  no 
longer  eligible  for  AFDC.  Services  would  be  provided  in  the  same 
manner  as  they  are  provided  in  non-AFDC  cases  and  would  be  dis- 
continued only  at  the  request  of  the  family. 

Effective  Date 
On  enactment. 

2.  CHILD  SUPPORT  ENFORCEMENT  SERVICES  REQUIRED  FOR  CERTAIN 
FAMILIES  RECEIVING  MEDICAID  (SEC.  9232  OF  THE  BILL) 

Present  Law 

State  child  support  enforcement  agencies  are  required  to  petition 
for  medical  support  when  health  insurance  is  available  and  to  pro- 
vide to  the  State  Medicaid  agency  specific  information  on  the  avail- 
ability of  private  health  insurance.  These  services  must  be  provided 
to  recipients  of  AFDC,  non-AFDC  applicants  requesting  child  sup- 
port enforcement  services  and  certain  foster  care  families.  State 
child  support  enforcement  agencies  are  not  required  by  Federal 
law  to  provide  services  to  families  who  are  receiving  Medicaid,  but 
not  AFDC,  even  though  all  Medicaid  applicants  and  recipients  are 
required  to  assign  their  rights  to  support  for  purposes  of  medical 
care  and  to  payment  of  medical  care  from  any  third  party  to  the 
State  and  to  cooperate  with  the  State  in  the  establishment  of  pater- 
nity and  support. 

Explanation  of  Provision 

Make  child  support  enforcement  services  mandatory  for  all  fami- 
lies with  an  absent  parent  who  are  receiving  Medicaid  and  have  as- 
signed their  rights  to  support  for  purposes  of  medical  care. 

Effective  Date 
On  enactment. 

Part  4 — Unemployment  Compensation  Amendments 

1.  determination  of  amount  of  federal  share  with  respect  to 
certain  extended  benefits  payments  (sec.  9241  of  the  bill) 

Present  Law 

The  Extended  Benefits  (EB)  program  is  financed  equally  by  the 
Federal  Government  and  the  States.  The  Omnibus  Reconciliation 
Act  of  1980  (P.L.  96-499)  amended  the  EB  program  to  establish  new 
disqualification  requirements  for  EB  claimants  relating  to:  (1)  fail- 
ure to  accept  offers  or  referrals  to  suitable  work;  (2)  actively  seek- 
ing work;  and  (3)  duration  of  disqualifications  applicable  to  EB 
claimants.  The  provisions  were  effective  for  weeks  beginning  after 
March  31,  1981.  The  usual  language  permitting  a  delayed  effective 
date  for  States  requiring  legislative  action  was  not  included.  Feder- 
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al  audits  of  the  EB  program  may  result  in  the  disallowance  of  Fed- 
eral funds  for  up  to  16  States  that  did  not  implement  the  require- 
ment by  April  1. 

Explanation  of  Provision 

Change  the  effective  date  for  the  purpose  of  determining  the  Fed- 
eral matching  grant  only  from  weeks  of  unemployment  beginning 
after  March  31,  1981  to  October  31,  1981,  except  for  any  State 
whose  legislature  did  not  meet  in  1981,  in  which  case  the  effective 
date  would  be  for  weeks  of  unemployment  beginning  after  October 
31,  1982. 

Effective  Date 
On  enactment. 

2.  DEMONSTRATION  PROGRAM  TO  PROVIDE  SELF-EMPLOYMENT 
ALLOWANCES  FOR  ELIGIBLE  INDIVIDUALS  (SEC.  9242  OF  THE  BILL) 

Present  Law 

The  Social  Security  Act  and  the  Federal  Unemployment  Tax  Act 
require  that  the  expenditure  of  all  money  from  the  unemployment 
trust  fund  be  for  unemployment  compensation,  exclusive  of  certain 
limited  payments  for  administrative  expenses  and  debt  repay- 
ments. The  Secretary  of  Labor  does  have  general  authority  to  con- 
duct research,  including  projects  of  this  type. 

Explanation  of  Provision 

The  bill  would  authorize  up  to  3  demonstration  projects,  of  up  to 
3  year's  duration,  to  test  the  feasibility  of  "self-employment  allow- 
ances." The  self-employment  allowances  would  be  equal  to  weekly 
unemployment  benefits.  They  would  be  paid  in  the  same  way  as 
weekly  unemployment  benefits,  except  that  the  State  job  search  re- 
quirements would  not  apply.  Participation  would  be  limited  to  the 
lesser  of:  (1)  3  percent  of  the  number  of  claimants  receiving  regular 
unemployment  compensation  at  the  beginning  of  the  calendar  year; 
or  (2)  the  actual  number  of  claimants  who  exhausted  their  benefits 
in  the  prior  calendar  year. 

Each  State  participating  in  the  demonstration  would  be  required 
to  establish  a  program  to  assist  claimants  to  set  up  their  business- 
es. The  State  must  demonstrate  to  the  Secretary  of  Labor  that:  (1) 
it  can  implement  the  demonstration;  (2)  local  economic  conditions 
"  are  suitable  for  the  creation  of  new  small  businesses;  (3)  it  has  ade- 
quate resources  to  implement  the  demonstration;  and  (4)  it  has  spe- 
cialized services  for  the  participants. 

Each  State  must  pay  for  all  administrative  costs  of  the  demon- 
stration out  of  State  general  revenues.  Also,  each  State  must  dem- 
onstrate to  the  Secretary  of  Labor  that  the  demonstration  will  have 
no  additional  cost  to  the  unemployment  trust  fund.  If  an  additional 
cost  occurs,  the  State  must  repay  the  trust  fund  out  of  State  gener- 
al revenues  within  the  fiscal  year  in  which  the  additional  cost  was 
incurred.  If  a  State  does  not  repay  an  additional  cost  within  the 
fiscal  year  in  which  it  was  incurred,  it  must  pay  interest  on  the 
outstanding  balance  equal  to  what  would  have  been  credited  to  the 
unemployment  trust  fund  account  if  the  cost  had  not  be  incurred. 
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Each  participating  State  must  establish  an  evaluation  of  the 
demonstration  based  on  an  experimental  design  with  random  as- 
signment between  a  treatment  group  and  a  control  group.  In  addi- 
tion to  providing  an  overall  evaluation  of  benefits  and  costs,  the 
data  would  be  used  to  estimate  any  additional  costs  incurred  by  the 
unemployment  trust  fund  as  a  result  of  the  demonstration. 

Effective  Date 
October  1,  1987. 

3.  EXTENSION  OF  PORTION  OF  FUTA  DUE  TO  EXPIRE  AFTER  1987  (SECS. 
9243,  9244,  9245,  AND  9246  OF  THE  BILL) 

Present  Law 

The  Federal  Unemployment  Tax  Act  (FUTA)  imposes  a  gross  em- 
ployer tax  of  6.2  percent  on  the  first  $7,000  paid  annually  to  each 
employee.  Employers  in  States  with  no  overdue  Federal  loans  are 
eligible  for  a  full  5.4  percentage  point  credit,  making  the  basic  net 
FUTA  tax  rate  0.8  percent.  The  0.8  percent  tax  rate  has  a  perma- 
nent component  of  0.6  and  a  temporary  component  of  0.2.  The  0.2 
percentage  point  surtax  expires  at  the  end  of  the  year  in  which  the 
Unemployment  Trust  Fund  pays  off  an  $8.7  billion  debt  incurred  in 
the  1970s.  Since  this  debt  was  repaid  in  May  1987,  the  0.2  percent- 
age point  surtax  is  scheduled  to  expire  at  the  end  of  1987. 

Explanation  of  Provision 

This  provision  would  extend  the  0.2  percentage  point  surtax  for  3 
years.  Half  of  the  additional  revenue  would  flow  into  the  Extended 
Unemployment  Compensation  Account  and  the  other  half  would  go 
into  the  Federal  Unemployment  Account.  In  order  to  accumulate 
reserves  in  these  accounts  to  help  avoid  future  debt  to  the  General 
Fund,  the  ceilings  in  these  accounts  would  be  tripled  from  0.125 
percent  to  0.375  percent  of  total  covered  wages.  If  these  accounts 
were  to  obtain  new  loans  from  the  General  Fund,  interest  would  be 
charged  on  the  new  loans.  The  interest  rate  would  be  the  same  rate 
that  is  used  to  calculate  interest  on  balances  in  the  Unemployment 
Trust  Fund. 

Effective  Date 
January  1,  1988. 

Subtitle  D — Medicare  Program 

Part  1 — Provisions  Relating  to  Part  A  of  the  Medicare 

Program 

subpart  a — payment  for  services 

1.  hospital  prospective  payment  rates  (sec.  9301  of  the  bill) 

Present  Law 

(a)  Update  Factors  for  Prospective  Payment  System  (PPS) 
Hospitals. — Current  law  provides  that  for  fiscal  year  1988  hospi- 
tals' payments  per  discharge  will  be  increased  at  a  rate  equal  to 
the  hospital  market  basket  rate  of  increase  minus  2  percentage 
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points.  The  Secretary  is  required  to  recommend  to  the  Congress  an 
appropriate  factor  to  be  used  to  update  payments  per  discharge  in 
fiscal  year  1988.  The  Secretary  has  recommended  an  update  of  0.75 
percent  in  fiscal  year  1988.  There  is  no  provision  in  current  law  re- 
garding differential  update  factors  for  hospitals  in  different  types 
of  geographic  areas. 

Ob)  Adjustment  for  Non-Labor  Costs. — Under  current  law,  hos- 
pital payments  are  adjusted  to  take  into  account  area  variations  in 
hospital  wage  levels.  The  portion  of  hospital  costs  attributable  to 
non-labor  costs  is  generally  not  adjusted  except  for  Alaska  and 
Hawaii. 

(c)  Increase  the  Disproportionate  Share  Adjustment  and 
Reduce  Indirect  Medical  Education  Payments. — A  hospital  re- 
ceives a  disproportionate  share  adjustment  if  its  share  of  low 
income  patients  equals  or  exceeds  15  percent  for  an  urban  hospital 
with  100  or  more  beds,  40  percent  for  an  urban  hospital  with  less 
than  100  beds,  or  45  percent  for  a  rural  hospital.  The  payment  ad- 
justment ranges  from  2.5  percent  at  the  threshold  to  a  maximum  of 
15  percent.  For  urban  hospitals  with  100  or  more  beds,  the  adjust- 
ment is  increased  by  0.5  percentage  points  for  each  1.0  percentage 
point  increase  in  the  proportion  of  low  income  patients.  For  urban 
hospitals  with  less  than  100  beds  and  for  rural  hospitals,  the  ad- 
justment is  fixed  at  5  and  4  percent,  respectively.  In  addition,  hos- 
pitals which  receive  more  than  30  percent  of  net  inpatient  reve- 
nues from  State  and  local  governmental  sources  for  indigent  care 
are  eligible  to  receive  the  maximum  15  percent  adjustment. 

Payments  to  teaching  hospitals  are  increased  by  approximately 
8.1  percent  (on  a  curvilinear  basis)  for  each  0.1  percentage  point  of 
the  hospital's  ration  of  full-time  equivalent  interns  and  residents  to 
its  number  of  beds.  If  a  seperate  adjustment  for  the  costs  of  treat- 
ing disproportionate  share  patients  were  not  included  under  PPS, 
the  indirect  teaching  adjustment  would  be  8.7  percent.  The  differ- 
ence (0.6  percentage  points)  is  used  to  finance  part  of  the  dispropor- 
tionate share  payments. 

(d)  Update  for  PPS-Exempt  Providers. — For  fiscal  year  1988 
current  law  requires  that  the  target  amounts  for  all  hospitals  are 
to  be  updated  at  a  rate  equal  to  the  market  basket  increase  minus 
2  percentage  points.  The  Secretary  is  required  to  recommend  for 
fiscal  year  1988  and  determine  for  subsequent  years  an  update 
factor  for  each  fiscal  year.  The  Secretary  is  authorized  to  propose 
or  determine  an  update  factor  for  PPS-exempt  hospitals  which  is 
different  than  that  for  PPS  hospitals. 

Explanation  of  Provision 

(a)  Update  Factors  for  PPS  Hospitals. — The  update  factor  for 
PPS  hospitals  would  equal  1.0  percent  in  fiscal  year  1988,  the  rate 
of  increase  in  the  hospital  market  basket  minus  4.2  percentage 
points  in  fiscal  year  1989,  and  the  market  basket  increase  minus 
1.7  percentage  points  in  fiscal  year  1990. 

Hospitals  would  receive  differential  update  factors  based  upon 
their  geographic  locations.  PPS  hospitals  in  metropolitan  statistical 
areas  (MSAs)  with  a  population  greater  than  1  million  and  hospi- 
tals in  rural  areas  would  receive  an  update  that  is  1  percentage 
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point  higher  than  for  other  PPS  hospitals  in  each  of  the  next  three 
fiscal  years.  This  would  result  in  update  factors  as  follows: 


Fiscal  year— 

1988 

1989 

1990 

Basic  update  factor  

..  1.0  percent  

 Market  basket  minus  4.2 

Market  basket  minus  1.7 

percentage  points. 

percentage  points 

Hospitals  in  MSAs  with 

2.0  percent   

 Market  basket  minus  3.2 

Market  basket  minus  0.7 

population  greater  than  1 

percentage  points. 

percentage  points 

million. 

Rural  hospitals  

..  2.0  percent  

 Market  basket  minus  3.2 

Market  basket  minus  0.7 

percentage  points. 

percentage  points 

Present  estimates  are  that  the  market  basket  will  increase  5.0 
percent  in  fiscal  year  1989  and  5.2  percent  in  fiscal  year  1990. 

The  application  of  the  higher  updates  for  urban  hospitals  in  Met- 
ropolitan Statistical  Areas  over  1  million  would  result  in  the  cre- 
ation of  a  second  urban  standardized  amount  which  the  Secretary 
would  use  in  each  succeeding  fiscal  year  as  the  base  for  establish- 
ing that  year's  payments  to  hospitals  in  large  MSAs.  This  provision 
would  not  result  in  a  change  in  current  policy  regarding  discharge 
weighting  and  outlier  payments.  These  adjustments  would  continue 
to  be  made  for  all  urban  hospitals  as  a  single  group. 

For  purposes  of  this  provision  the  Secretary  would  be  directed  to 
use  the  same  urban  and  rural  area  definitions  as  those  used  to 
define  area  wage  indices.  The  Committee  intends  that  initial  popu- 
lation estimates  would  be  based  upon  the  July  1,  1985  estimates 
published  in  Current  Population  Reports,  Series  P-26,  No.  85-52-C. 
The  Secretary  would  be  authorized  to  change  the  status  of  metro- 
politan statistical  areas  with  respect  to  this  provision  based  upon 
more  recent  MSA  designations  from  the  Office  of  Management  and 
Budget  and  published  population  statistics  from  the  Bureau  of  the 
Census. 

(b)  Adjustment  for  Non-Labor  Costs.— The  Secretary  would  be 
directed  to  adjust  the  proportion  of  the  national  DRG  payment 
rates  which  is  attributable  to  non-labor  costs  in  order  to  take  into 
account  area  variations  in  such  costs.  The  Secretary  would  be  di- 
rected to  use  relative  hospital  labor  costs  as  a  proxy  for  non-labor 
costs  during  each  of  the  next  three  fiscal  years  while  a  more  pre- 
cise measure  of  non-labor  cost  variations  is  being  developed.  The 
cost  of  living  adjustment  presently  applied  to  the  non-labor  portion 
of  payments  to  hospitals  in  Alaska  and  Hawaii  would  be  adjusted 
by  the  Secretary  to  reflect  the  non-labor  adjustment  in  order  to 
assure  that  these  hospitals  did  not  receive  a  double  adjustment  to 
the  non-labor  portion  of  the  rate,  during  the  three-year  period  in 
which  the  proxy  index  was  being  used. 

The  non-labor  portion  of  the  urban  and  rural  national  and  re- 
gional rates  would  be  adjusted  by  an  index  which  would  be  calcu- 
lated on  a  statewide  basis.  The  index  would  be  computed  as  the  dis- 
charge-weighted average  of  current  wage  indices  within  the  state 
measured  relative  to  the  discharge-weighted  national  average  of 
wage  indices. 
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The  proxy  non-labor  index  would  be  capped  such  that  no  hospi- 
tal's applicable  DRG  prospective  payment  rate,  adjusted  for  area 
variations  in  wage  levels,  indirect  teaching,  and  disproportionate 
share,  would  increase  or  decrease  by  more  than  1  percent. 

The  Secretary  would  be  directed  to  develop  a  methodology  to 
adjust  PPS  rates  directly  for  area  variations  in  non-labor  input 
prices  and  report  to  the  Congress  by  October  1,  1989  on  the  pro- 
posed methodology.  The  Secretary  would  be  directed  to  use  the 
methodology  to  adjust  DRG  payments  as  of  October  1,  1990. 

(c)  Increase  the  Disproportionate  Share  Adjustment  and 
Reduce  Indirect  Medical  Education  Payments. — The  15  percent 
limit  on  the  disproportionate  share  adjustment  would  be  removed. 
Hospitals  which  qualify  for  the  disproportionate  share  payments 
due  to  their  receiving  more  than  30  percent  of  their  net  inpatient 
revenue  from  State  and  local  government  sources  would  receive  an 
adjustment  of  20  percent. 

The  indirect  medical  education  adjustment  would  be  reduced  to 
approximately  7.95  percent  for  each  0.1  percent  of  the  hospital's 
intern  and  resident  to  bed  ratio  in  order  to  achieve  budget  neutral- 
ity with  the  increase  in  the  disproportionate  share  adjustment. 

(d)  Update  for  PPS-Exempt  Providers. — The  increase  in  the 
target  amount  for  PPS-exempt  hospitals  would  be  set  at  the  rate  of 
increase  in  the  market  basket  index  minus  2  percentage  points  in 
fiscal  year  1988  and  the  rate  of  increase  in  the  market  basket 
index  thereafter. 

Effective  Date 

Subsections  (a),  (b),  and  (c)  would  be  effective  for  discharges  on  or 
after  November  20,  1987.  Subsection  (d)  would  be  effective  51  days 
after  the  beginning  of  cost  reporting  periods  beginning  on  or  after 
October  1,  1987. 

2.  RURAL  HOSPITALS  (SEC.  9302  OF  THE  BILL) 

Present  Law 

(a)  Revision  of  Standards  for  Including  a  Rural  County  in 
an  Urban  Area. — Under  current  law  an  urban  area  is  defined  as 
an  area  within  a  Metropolitan  Statistical  Area  (MSA)  as  defined  by 
the  Office  of  Management  and  Budget.  A  rural  area  is  defined  as  a 
county  not  within  an  MSA. 

(b)  Swing  Bed  Program. — The  swing  bed  program  is  limited  to 
rural  hospitals  with  less  than  50  beds,  except  that  the  Secretary 
may  allow  larger  hospitals  to  participate  in  the  program  on  a  dem- 
onstration basis. 

(c)  Sole  Community  Providers. — Certain  isolated  hospitals  are 
eligible  for  designation  as  sole  community  providers.  If  so  designat- 
ed these  hospitals  receive  a  payment  per  discharge  equal  to  75  per- 
cent of  the  hospital-specific  and  25  percent  of  the  Federal  DRG  pay- 
ment amounts  and  are  eligible  for  an  adjustment  to  their  payments 
if  the  hospital's  total  volume  of  inpatient  admissions  drops  more 
than  5  percent  due  to  circumstances  beyond  their  control. 

(d)  Rural  Referral  Centers.— Rural  hospitals  with  more  than 
500  beds  are  classified  as  rural  referral  centers.  In  addition,  the 
Secretary  may  classify  a  hospital  as  a  rural  referral  center  if  the 


916 


hospital  has  more  than  the  lower  of  the  regional  average  number 
of  discharges  for  urban  hospitals  or  5,000  discharges  and  a  case  mix 
equal  to  or  greater  than  urban  non-teaching  hospitals  in  its  region 
or  meet  certain  other  criteria.  Rural  referral  centers  are  paid  on 
the  basis  of  the  urban  standardized  amount. 

(e)  Improving  the  Definition  of  Hospital  Labor  Market 
Areas. — The  Secretary  is  required  to  adjust  payments  to  hospitals 
based  upon  the  relative  hospital  wage  level  in  the  geographic  area 
of  the  hospital  compared  to  the  national  average  hospital  wage 
level.  The  Secretary  has  implemented  this  provision  by  creating  a 
wage  index  which  is  developed  for  each  urban  metropolitan  statisti- 
cal area  (MSA)  and  for  the  rural,  non-MSA  part  of  each  State. 

(f)  Demonstration  Projects  To  Maintain  Access  to  Isolated 
and  Financially  Distressed  Rural  Sole  Community  Provid- 
ers.— The  Secretary  is  authorized  under  the  Social  Security 
Amendments  of  1967  and  1972  to  conduct  demonstration  projects. 

Explanation  of  Provision 

(a)  Revision  of  Standards  for  Including  a  Rural  County  in 
an  Urban  Area. — The  definition  of  urban  areas  would  be  expand- 
ed to  include  those  rural  counties  adjacent  to  MSAs  if  (a)  at  least 
15  percent  of  the  employed  residents  of  the  rural  county  commuted 
to  a  central  county  within  any  of  the  adjacent  urban  areas;  or  (b) 
the  sum  of  the  number  of  workers  commuting  to  a  central  county 
within  any  of  the  adjacent  urban  areas  plus  the  number  of  workers 
commuting  from  any  of  the  central  counties  of  adjacent  urban 
areas  to  the  rural  county  equaled  at  least  20  percent  of  the  em- 
ployed residents  of  the  rural  county,  and  (c)  average  wages  paid  by 
hospitals  in  the  rural  county  were  greater  than  or  equal  to  the  av- 
erage wages  paid  by  hospitals  in  all  rural  counties  in  the  State,  and 
(d)  average  wages  paid  by  hospitals  in  the  rural  county  were  great- 
er than  or  equal  to  85  percent  of  those  paid  by  hospitals  in  the 
urban  county  to  which  most  employed  residents  commute. 

Rural  counties  which  met  these  criteria  would  be  added  to  the 
urban  MSA  to  which  the  majority  of  the  employed  residents  of  the 
rural  county  commute.  The  Secretary  would  be  directed  to  restand- 
ardize  rural  and  urban  hospital  payments  in  order  to  assure  budget 
neutrality. 

(b)  Swing  Bed  Program. — The  proposal  would  expand  the  pro- 
gram to  rural  hospitals  with  up  to  100  beds.  For  those  hospitals 
with  50  or  more  beds  the  provision  would  require  the  transfer  of 
swing  bed  patients  when  a  nursing  home  bed  becomes  available  in 
the  geographic  area  (as  defined  by  the  Secretary)  and  would  cap 
swing  bed  days  at  15  percent  of  available  annual  inpatient  days. 

The  Secretary  would  be  required  to  report  to  Congress  on  the 
swing  bed  program,  including  reporting  on  quality  assurance  and 
utilization  review  for  long  term  care  patients  in  hospital  swing 
beds  and  making  recommendations  on  encouraging  swing  beds  in 
areas  with  high  demand. 

(c)  Sole  Community  Providers. — Hospitals  which  are  either  des- 
ignated sole  community  providers  or  which  meet  the  criteria  for 
sole  community  provider  designation  would  be  eligible  to  receive 
the  volume  adjustment  if  they  experienced  a  drop  in  volume  great- 
er than  5  percent  due  to  circumstances  beyond  the  hospital's  con- 
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trol.  The  provision  is  extended  to  hospital  cost  accounting  periods 
beginning  before  October  1,  1990. 

The  Secretary  would  be  directed  to  issue  regulations  for  imple- 
menting the  volume  adjustment  in  order  to  clarify  the  criteria  for 
the  adjustment.  ProPAC  would  be  directed  to  report  to  the  Secre- 
tary on  the  appropriateness  of  the  criteria. 

(d)  Rural  Referral  Centers. — The  definition  of  rural  referral 
center  would  be  changed  to  include  all  rural  hospitals  with  more 
than  275  beds.  The  Secretary  would  be  required  to  adjust  the  rates 
paid  rural  hospitals  in  order  to  assure  budget  neutrality.  The  Sec- 
retary would  be  directed  to  study  and  report  to  the  Congress  on  the 
criteria  used  to  classify  rural  referral  centers  and  on  the  appropri- 
ateness of  paying  rural  referral  centers  at  a  rate  other  than  that 
paid  to  urban  hospitals. 

(e)  Improving  the  Definition  of  Hospital  Labor  Market 
Areas. — Upon  application  by  a  rural  hospital  which  is  located  in  a 
county  which  is  adjacent  to  a  metropolitan  statistical  area  or  areas, 
the  Secretary  would  be  required  to  adjust  the  labor  portion  of  the 
hospital's  PPS  payment  using  the  wage  index  weight  of  the  adja- 
cent urban  area. 

The  hospital  would  be  required  to  demonstrate  to  the  satisfaction 
of  the  Secretary  that  the  wages  and  wage-related  costs  it  must  pay 
for  employees  of  a  similar  occupational  mix  are  comparable  to 
those  paid  by  hospitals  in  the  adjacent  urban  area  in  that  the  aver- 
age wage  and  wage-related  costs  per  standard  unit  of  measure  of 
the  hospital  are  at  least  as  high  as  the  twenty-fifth  percentile  of 
the  distribution  of  average  wages  for  hospitals  in  the  adjacent  met- 
ropolitan statistical  area.  If  the  hospital  was  in  a  county  adjacent 
to  more  than  one  MSA,  the  test  may  be  applied  against  each  adja- 
cent MSA. 

In  implementing  this  policy  the  Secretary  would  be  required  to 
adjust  payments  in  a  budget  neutral  manner  in  the  subsequent 
fiscal  year.  This  policy  would  be  in  effect  for  the  three  fiscal  years 
beginning  with  fiscal  year  1988. 

The  Secretary  would  be  required  to  analyze  the  distribution  of 
wage  levels  within  and  among  existing  areas  used  to  adjust  for  dif- 
ferences in  wage  levels  and  report  to  the  Congress  by  September 
30,  1989,  In  so  doing  the  Secretary  would  analyze  the  effect  of  vari- 
ations in  the  occupational  mix  of  hospital  employees  and  differen- 
tial fringe  benefit  levels  on  hospital  costs. 

Based  upon  his  analysis  the  Secretary  would  be  required  to  es- 
tablish definitions  of  labor  market  areas  which  are  based  upon  sim- 
ilarities in  labor  costs  for  similar  skill  mixes  to  replace  the  persent 
practice  of  relying  upon  the  definitions  of  metropolitan  satistical 
areas  developed  by  OMB. 

(f)  Demonstration  Project  To  Maintain  Access  to  Isolated 
and  Financially  Distressed  Rural  Sole  Community  Provider. — 
Would  authorize  the  appropriation  from  the  Medical  Part  A  Trust 
Fund  of  $5  million  in  fiscal  year  1988,  $5  million  in  fiscal  year 
1989,  and  $5  million  in  fiscal  year  1990  for  grants  to  isolated  and 
financially  distressed  rural  sole  community  hospitals  in  order  to 
demonstrate  innovative  ways  to  improve  rural  health  care  delivery. 
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Effective  Date 

Provisions  (a),  (d),  and  (e)  are  effective  November  20,  1987.  All 
other  provisions  are  effective  upon  enactment. 

3.  PAYMENTS  FOR  CAPITAL-RELATED  COSTS  (SEC.  9303  OF  THE  BILL) 

Present  Law 

Capital-related  costs  (including  depreciation,  interest,  and  rent), 
are  excluded  from  the  prospective  payment  system  (PPS)  until  No- 
vember 20,  1987.  Until  that  time,  capital  costs  continue  to  be  reim- 
bursed on  a  reasonable  cost  basis. 

The  Omnibus  Reconciliation  Act  of  1987  reduced  payment 
amounts  for  capital-related  costs  by  3.5  percent  for  portions  of  cost- 
reporting  periods  in  fiscal  year  1987,  7  percent  for  fiscal  year  1988, 
and  10  percent  for  fiscal  year  1989.  The  legislation  exempts  sole 
community  hospitals  from  capital-related  payment  reductions. 

If  Congress  does  not  enact  legislation  by  October  1,  1987  to  in- 
clude capital-related  costs  under  PPS,  Medicare  payments  for  costs 
of  capital  expenditure  obligations  after  September  30,  1987,  will  be 
prohibited  unless  a  State  has  a  capital  expenditure  agreement  with 
the  Secretary  (under  section  1122  of  the  Social  Security  Act)  and 
the  State  has  recommended  approval  of  the  specific  expenditure. 

Explanation  of  Provision 

Capital-related  payment  amounts  would  be  reduced  by  8.5  per- 
cent in  fiscal  year  1988,  10  percent  in  fiscal  year  1989,  and  10  per- 
cent in  fiscal  year  1990.  Sole  community  providers  would  continue 
to  be  exempted  from  the  reductions. 

Capital-related  costs  would  be  excluded  from  the  prospective  pay- 
ment system  until  September  30,  1991.  The  Secretary  would  be  di- 
rected to  include  capital-related  costs  in  the  prospective  payment 
system  for  hospital  cost  accounting  periods  beginning  on  or  after 
October  1,  1991.  In  so  doing  the  Secretary  could  initiate  a  transi- 
tion to  inclusion  of  all  capital-related  costs  in  the  prospective  pay- 
ment systems  as  of  that  date. 

If  the  Secretary  does  not  act  to  include  capital-related  costs  in 
PPS  or  to  commence  a  transition  to  including  capital-related  costs 
in  PPS,  no  payment  for  capital-related  costs  would  be  allowed  after 
October  1,  1991. 

Mandatory  capital  expenditure  review  by  States  under  section 
1122  would  not  be  required.  However,  the  committee  wishes  to 
remind  the  Secretary  that  section  1122  continues  in  force  and 
therefore  the  committee  expects  the  Secretary  to  continue  to  enter 
into  agreements  with  States  which  voluntarily  wish  to  do  so  both 
during  the  interim  period  and  after  October  1,  1991. 

The  Prospective  Payment  Assessment  Commission  would  be  di- 
rected to  study  and  report  to  the  Committee  on  Ways  and  Means 
and  the  Committee  on  Finance  on  the  suitability  and  feasibility  of 
linking  payment  for  capital-related  costs  to  hospital  occupancy.  The 
report  would  be  due  by  May  1,  1988. 

The  committee  has  adopted  a  further  delay  in  adding  payments 
for  capital-related  costs  into  the  Prospective  Payment  System  be- 
cause of  its  concerns  about  the  short-term  impact  of  this  policy  on 
hospitals.  The  committee's  policy  is  intended  to  assure  that  hospi- 
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tals  have  adequate  time  to  prepare  for  prospective  payment  for 
capital. 

The  committee  wishes  to  put  every  hospital  on  notice  that  cap- 
ital-related costs  will  be  added  to  the  Prospective  Payment  System 
as  of  October  1,  1991. 

Any  institution  which  makes  a  capital  investment  between  the 
date  of  enactment  and  that  date  should  understand  that  it  is  at 
risk  for  any  reimbursement  shortfall  which  might  occur  as  of 
result  of  the  change  in  capital  reimbursement  as  of  that  date.  At 
that  point,  hospitals  will  have  had  more  than  eight  years  since  the 
Congress  originally  indicated  its  intent  in  1983  to  reimburse  for 
capital-related  costs  on  a  prospective  basis. 

Effective  Date 
October  1,  1987 

4.  REPORTING  HOSPITAL  INFORMATION  (SEC.  9304  OF  THE  BILL) 

Present  Law 

At  present  hospitals  file  a  Medicare  cost  report  annually  90  days 
after  the  end  of  the  hospital's  accounting  period.  A  30-day  grace 
period  is  allowed.  There  are  no  specific  requirements  regarding  the 
accounting  period. 

Present  law  also  directs  the  Secretary  to  promulgate  by  regula- 
tion a  uniform  system  for  the  reporting  of  the  aggregate  costs  and 
volume  of  services,  the  costs  and  volume  of  services  for  various 
functional  accounts  and  subaccounts,  rates,  capital  assets,  and  dis- 
charge and  bill  data.  The  Secretary  has  not  implemented  this  pro- 
vision. 

Explanation  of  Provision 

All  hospitals  would  submit,  90  days  after  the  close  of  each  hospi- 
tal's cost  reporting  period,  to  the  fiscal  intermediary  the  annual 
cost  report  described  below.  The  fiscal  intermediary  would  employ 
a  standardized  software  system  to  create  a  quarterly  report  at  the 
end  of  each  quarter  based  upon  annual  reports  from  hospitals  with 
cost  accounting  periods  ending  during  the  prior  four  calendar  quar- 
ters. The  intermediaries  would  submit  a  summary  and  a  hospital- 
specific  report  to  the  Committees  on  Ways  and  Means  and  on  Fi- 
nance, the  Congressional  Budget  Office,  the  Prospective  Payment 
Assessment  Commission,  the  Congressional  Research  Service  and 
the  Health  Care  Financing  Administration  within  45  days  after  re- 
ceipt of  the  end  of  each  calendar  quarter.  The  Prospective  Payment 
Assessment  Commission  would  be  directed  to  prepare  reports  for 
use  by  the  Congress  and  the  public  based  upon  the  information 
submitted.  The  committee  expects  that  ProPAC  will  use  the  reports 
developed  by  the  State  of  California  as  a  model. 

The  report  would  include:  (i)  hospital  discharges  by  category  of 
service  and  by  class  of  primary  payer;  (ii)  patient  days  by  category 
of  service  and  by  primary  payer  class;  (iii)  licensed  beds  and  occu- 
pancy by  category  of  service;  (iv)  outpatient  visits  by  primary  payer 
class;  (v)  inpatient  charges  and  revenue  by  primary  payer  class;  (vi) 
outpatient  charges  and  revenue  by  primary  payer  class;  (vii)  ex- 
penses by  cost  center  classified  by  operating  and  capital;  (viii)  costs, 
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as  defined  by  Medicare  principles;  (ix)  other  income;  (x)  uncompen- 
sated care  by  bad  debt  and  by  charity  care;  (xi)  capital  acquisitions; 
and,  (xii)  capital  assets.  Payer  class  would  be  defined  as  Medicare, 
Medicaid,  other  third-party  payers  (as  a  single  class),  and  self- 
payers.  It  is  intended  that  category  of  service  include  medical/sur- 
gical, obstetrics,  pediatrics,  and  such  other  similar  categories  as  the 
Secretary  finds  appropriate  to  defining  hospital  activities. 

Hospitals  which  are  owned  by  or  under  the  common  control  of  a 
health  maintenance  organization  would  be  allowed  to  report  these 
data  on  a  consolidated  basis. 

All  hospitals  would  be  required  to  end  their  cost  accounting  peri- 
ods at  the  end  of  a  calendar  quarter.  The  Secretary  would  be  au- 
thorized to  make  grants  of  up  to  $100,000  from  the  Part  A  trust 
fund  to  ease  the  transition  for  any  hospital  which  chooses  a  cost 
accounting  period  which  is  simultaneous  with  the  Federal  fiscal 
year. 

The  Secretary  would  be  directed  to  develop  a  new  standard  re- 
porting system  to  replace  the  existing  Medicare  cost  reporting 
system  for  hospital  services,  which  would  report  the  information 
necessary  to  prepare  the  reports  described  above,  including  infor- 
mation on  capital  assets  and  a  balance  sheet,  as  well  as  informa- 
tion necessary  for  auditing  purposes. 

The  report  should  be  compatible  with  the  needs  of  the  Medicare 
prospective  payment  system.  However,  the  committee  is  aware  that 
significant  portions  of  the  existing  cost  report  do  not  relate  to  inpa- 
tient services  reimbursed  through  PPS.  For  this  reason  the  com- 
mittee expects  the  Secretary  to  retain  as  necessary  those  parts  of 
the  existing  report  which  do  not  relate  to  PPS  issues.  In  addition, 
the  report  could  be  different  for  PPS  and  for  PPS-exempt  hospitals 
and  units,  as  appropriate.  In  developing  the  report  the  committee 
expects  the  Secretary  to  provide  for  comparability  and  continuity 
of  data  for  audit  and  research  purposes  between  the  existing  cost 
reporting  system  and  the  new  reporting  system. 

The  Secretary  would  be  required  to  develop  the  report  such  that 
submission  of  the  report  by  providers  on  an  electronic  basis  to  the 
fiscal  intermediaries  and  subsequent  transmission  to  HCFA  would 
be  facilitated.  Such  a  system  could  include  physical  conveyance  by 
mail  of  data  tapes  or  other  media  used  to  store  data  electronically 
if  electronic  transmission  is  not  feasible. 

The  Secretary  would  be  required  to  develop  a  preliminary  report- 
ing format  by  June  30,  1988.  Hospitals  would  be  required  to  use  the 
new  uniform  report  for  accounting  periods  beginning  in  fiscal  year 
1989. 

Hospitals  which  receive  more  than  $10  million  per  year  in  Medi- 
care revenue,  or  other  hospitals  as  the  Secretary  may  require, 
would  be  required  to  report  to  the  fiscal  intermediaries  on  an  elec- 
tronic basis  for  cost  accounting  periods  beginning  in  fiscal  year 
1990. 

Payments  to  hospitals  would  be  reduced  in  the  quarter  following 
the  date  the  report  is  due  by  5  percent  for  hospitals  which  do  not 
submit  the  report  as  specified. 

The  committee  is  extremely  concerned  about  the  lack  of  timely 
data  upon  which  to  base  decisions  about  the  Prospective  Payment 
System.  Much  of  the  problem  which  faces  the  Congress  today  in 
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this  regard  is  caused  by  the  lack  of  investment  in  a  data  processing 
system  which  takes  full  advantage  of  modern  data  processing  tech- 
nology. The  committee  wishes  to  make  clear  that  it  expects  the 
Secretary  to  proceed  expeditiously  to  analyze  the  data  processing 
systems  of  the  Health  Care  Financing  Administration  in  order  to 
expedite  the  flow  of  data  from  hospitals  to  intermediaries  to  deci- 
sion-makers within  the  Department  and  the  Congress. 

Effective  Date 
Upon  enactment. 

5.  RAISING  THRESHOLD  FOR  PROSPECTIVE  PAYMENT  FOR  SKILLED 
NURSING  FACILITIES  TO  2,500  PATIENT  DAYS  (SEC.  9305  OF  THE  BILL) 

Present  Law 

Under  current  law,  as  enacted  in  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1986  (COBRA),  skilled  nursing  facili- 
ties providing  less  than  1,500  days  of  care  per  year  to  Medicare  pa- 
tients in  the  preceding  year  were  offered  the  option  of  being  paid  a 
prospective  rate  rather  than  being  reimbursed  retrospectively  on 
the  basis  of  reasonable  costs  actually  incurred.  By  accepting  the 
prospective  payment  reimbursement,  these  skilled  nursing  facilities 
are  subject  to  fewer  paperwork  requirements.  The  payment  rate  is 
set  at  105  percent  of  the  regional  mean  for  all  skilled  nursing  fa- 
cilities in  the  region. 

The  prospective  per  diem  rates  are  separately  calculated  for 
urban  and  rural  areas  and  include  all  nonancillary  costs,  including 
capital  and  return  on  investment  if  Medicare  pays  skilled  nursing 
facilities  for  a  return  on  equitj^  capital.  These  rates  are  also  adjust- 
ed to  reflect  wage  differences  between  urban  and  rural  areas  and 
between  rural  areas  within  each  region.  The  prospective  urban  or 
rural  regional  per  diem  rate  for  a  skilled  nursing  facility  cannot 
exceed  the  per  diem  cost  limit  otherwise  applicable  to  that  facility 
adjusted  for  capital  costs. 

Prospective  payment  on  this  basis  took  effect  for  facilities  that 
elected  such  payment  for  cost  reporting  periods  beginning  on  or 
after  October  1,  1986. 

Explanation  of  Provision 

Raising  Threshold  for  Prospective  Payment  for  Skilled 
Nursing  Facilities  to  2,500  Patient  Days. — The  threshold  for  the 
optional  prospective  payment  rate  for  skilled  nursing  facilities 
would  be  raised  to  up  to  2,500  days  of  care  per  year  to  Medicare 
patients  in  the  preceding  year. 

Effective  Date 

Prospective  payment  on  this  basis  would  take  effect  for  facilities 
that  elect  such  payment  for  cost  reporting  periods  beginning  on  or 
after  October  1,  1989. 
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6.  MISCELLANEOUS  PART  A  PROVISIONS  (SEC.  9306  OF  THE  BILL) 

Present  Law 

(a)  Responsibilities  of  Medicare  Hospitals  in  Emergency 
Cases. — In  general,  a  participating  hospital  is  required  to  provide 
emergency  treatment  to  any  person  who  comes  to  the  hospital  with 
an  emergency  medical  condition  or  in  active  labor  sufficient  to  sta- 
bilize that  person's  condition.  A  hospital  may  transfer  the  patient 
to  an  appropriate  facility  if  a  physician  certifies  that  the  patient  is 
stable  enough  to  be  transferred.  Both  hospitals  and  physicians  who 
knowingly  violate  this  provision  may  have  a  civil  monetary  penalty 
of  up  to  $25,000  imposed  upon  them.  In  addition,  the  Secretary  may 
terminate  or  suspend  a  hospital's  provider  agreement  for  violating 
this  provision. 

(b)  Clarification  of  Section  1886(c)  State  Waiver  Author- 
ity.— State  hospital  reimbursement  control  systems  which  received 
a  waiver  of  the  Medicare  principles  of  reimbursement  prior  to  the 
enactment  of  the  Social  Security  Amendments  of  1983  under  vari- 
ous statutory  authorities  may,  at  the  request  of  the  State,  be 
judged  for  effectiveness  in  two  different  ways.  The  Secretary  is  di- 
rected to  judge  the  effectiveness  of  the  system  on  the  basis  of  the 
State's  rate  of  increase  in  total  Medicare  payments  versus  the  na- 
tional rate  of  increase  in  total  Medicare  payments,  or,  at  the  re- 
quest of  the  State,  on  the  basis  of  aggregate  payments  per  admis- 
sion or  per  discharge  in  the  State  and  in  the  nation. 

(c)  Clarification  of  Section  1814(b)  State  Waiver  Author- 
ity.— The  Secretary  may  continue  payment  to  hospitals  in  accord- 
ance with  an  alternative  State  hospital  reimbursement  system 
which  is  authorized  by  the  State  legislature  and  which  was  initially 
established  as  a  demonstration  under  section  402  of  the  Social  Se- 
curity Amendments  of  1967  or  section  222  of  the  Social  Security 
Amendments  of  1972,  until  the  Secretary  determines  that  (1)  a 
third  party  payer  reimburses  a  hospital  in  the  State  on  a  basis 
other  than  the  alternative  system  or  (2)  the  rate  of  increase  in  Part 
A  cost  per  inpatient  hospital  admission  for  the  previous  three-year 
period  exceeds  the  national  rate  of  increase  in  such  costs  per  ad- 
mission. 

(d)  Continuation  of  Bad  Debt  Recognition  for  Hospital  Serv- 
ices.— Under  current  regulations  the  Medicare  program  makes 
payments  to  hospitals  to  reimburse  hospitals  for  Medicare  bad 
debt,  defined  as  the  unrecovered  costs  associated  with  unpaid  Medi- 
care deductible  and  coinsurance.  In  order  for  unpaid  deductible 
and  coinsurance  to  be  considered  a  bad  debt,  the  bad  debt  must  be 
related  to  covered  services  furnished  to  a  beneficiary  and  the  hospi-  J 
tal  must  meet  certain  collection  criteria. 

(e)  Hospital  Outlier  Payments  and  Policy. — PPS  provides  for 
an  additional  payment  for  cases  that  are  extraordinarily  long  or 
costly  in  relation  to  other  cases  within  a  DRG. 

(f)  Miscellaneous  Accounting  Provision.— The  Omnibus  Rec- 
conciliation  Act  of  1986  directed  the  Secretary  to  treat  certain  hos- 
pitals with  accounting  years  which  end  on  September  27,  28,  and 
29  as  if  the  accounting  years  ended  on  September  30.  The  provision 
has  the  effect  on  denying  these  hospitals  the  applicable  hospital 
update  factor  for  all  of  fiscal  year  85. 
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(g)  Designation  of  Pediatric  Hospitals  as  Meeting  Certifica- 
tion as  Heart  Transplant  Facility. — Under  current  law  the  Sec- 
retary certifies  cardiac  transplant  centers  for  participation  in  the 
program  and  to  assure  reimbursement  for  transplant  services 
under  Medicare.  Under  the  current  regulations  pediatric  centers 
are  not  certified. 

(h)  Permanent  Waiver  of  Inpatient  Limitations  for  Connecti- 
cut Hospice,  Inc. — Current  law  requires  that  medicare-certified 
hospices  maintain  no  more  than  20  percent  of  total  days  as  inpa- 
tient days.  The  Omnibus  Reconciliation  Act  of  1986  provided  a  two- 
year  waiver  of  this  requirement  to  Connecticut  Hospice,  Inc.  pro- 
vided that  the  proportion  of  inpatient  days  would  not  exceed  50 
percent. 

(i)  Revision  of  Certain  Appointment  Process. — In  appointing 
the  members  of  the  Prospective  Payment  Assessment  Commission, 
the  Director  of  the  Office  of  Technology  Assessment  is  required  to 
consult  with  a  variety  of  national  organizations  in  seeking  nomina- 
tions. 

(j)  Impact  Analysis  of  Medicare  Part  A  Regulations  on 
Rural  Hospitals. — There  is  no  provision  regarding  analysis  of  the 
impact  of  regulations  on  rural  health  care. 

(k)  Technical  Part  A  Amendments. — There  are  a  number  of 
drafting  errors  in  current  law  provisions. 

Explanation  of  Provision 

(a)  Responsibilities  of  Medicare  Hospitals  in  Emergency 
Cases. — The  provision  would  increase  the  maximum  civil  monetary 
penalty  to  $50,000  and  would  authorize  the  Secretary  to  bar  physi- 
cians who  violated  the  anti-dumping  requirements  from  participa- 
tion in  the  Medicare  program  for  up  to  five  years. 

(b)  Clarification  of  Section  1886(c)  State  Waiver  Author- 
ity.— Would  clarify  that  the  entity  which  received  a  waiver  for  a 
state-wide  hospital  reimbursement  control  system,  whether  or  not 
it  is  a  State,  may  make  a  request  regarding  the  basis  on  which  the 
judgment  of  effectiveness  is  made  with  respect  to  the  State  system. 
The  amendment  applies  to  cost  accounting  periods  beginning  on  or 
after  October  1,  1983  as  in  present  law.  The  committee  wishes  to 
clarify  that  states  or  entities  which  received  a  waiver  prior  .to  the 
date  of  enactment  of  the  Social  Security  Amendments  of  1983  may 
choose  the  test  of  effectiveness  to  be  applied  during  cost  reporting 
periods  covered  by  the  waiver  whether  or  not  the  waiver  is  still  in 
force  as  of  the  date  of  the  request.  It  is  anticipated  a  request  will 
be  made  with  respect  to  Massachusetts  under  this  authority. 

(c)  Clarification  of  Section  1814(b)  State  Waiver  Author- 
ity.— In  measuring  the  effectiveness  of  an  alternative  reimburse- 
ment system  the  Secretary  would  compare  the  rate  of  increase  in 
costs  per  admission  from  October  1,  1983  to  the  end  of  the  most 
recent  period  for  which  annual  data  is  available  for  hospitals  under 
the  alternative  system  to  the  rate  of  increase  in  such  costs  for  all 
hospitals  in  the  United  States  during  the  same  period.  The  commit- 
tee intends  that  a  request  by  the  State  of  Maryland  to  have  its 
waiver  continued  under  the  authority  of  this  provision  will  be 
granted  by  the  Secretary. 
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(d)  Continuation  of  Bad  Debt  Recognition  for  Hospital  Serv- 
ices.— The  Secretary  would  be  required  to  continue  payments  for 
Medicare  bad  debt  as  under  current  policy. 

(e)  Hospital  Outlier  Payments  and  Policy. — The  Secretary 
would  be  required  to  make  payments  for  outlier  cases  using  the 
regulations  in  effect  as  of  September  30,  1987.  The  Prospective  Pay- 
ment Assessment  Commission  would  be  required  to  report  to  the 
Congress  and  the  Secretary  on  outlier  payment  policy  by  June  1, 
1988. 

In  assessing  outlier  payment  policy  the  committee  expects  the 
Commission  to  analyze,  among  other  issues,  the  following:  (i) 
should  the  outlier  policy  continue  to  be  based  upon  a  combination 
of  length  of  stay  and  cost  and  what  are  the  advantages  and  disad- 
vantages of  a  policy  based  solely  on  cost;  (ii)  the  implications  of 
using  a  single  national  cost  to  charge  ratio  as  opposed  to  hospital- 
specific  cost  to  charge  ratios;  (iii)  the  aggregate  amount  of  financial 
risk  attributable  to  outlier  cases  and  how  should  this  amount 
relate  to  total  PPS  payments;  (iv)  taking  into  account  administra- 
tive complexity,  the  amount  of  profitability  the  outlier  payment 
policy  should  take  into  account;  and,  (v)  suggestions  on  how  outlier 
payments  should  be  financed. 

Outlier  payments  for  the  burn  DRGs  would  be  increased  to  90 
percent  of  cost  for  cost  outliers  or  90  percent  of  the  appropriated 
per  diem  for  day  outliers.  This  level  of  reimbursement  would  con- 
tinue until  October  1,  1989.  The  Secretary  would  be  directed  to  de- 
velop adjustments  to  PPS  payments  for  the  burn  DRGs  to  assure 
that  the  costs  of  treating  burn  patients  are  being  adequately  reim- 
bursed. 

(f)  Miscellaneous  Accounting  Provision. — Hospitals  with  ac- 
counting periods  ending  September  28,  29,  or  30  in  1985  and  which 
are  located  in  a  state  in  which  inpatient  services  were  paid  in  fiscal 
year  1985  under  a  Statewide  demonstration  project  pursuant  to  sec- 
tion 402  of  the  Social  Security  Amendments  of  1967  and  section  222 
of  the  Social  Security  Amendments  of  1972  would  receive  payments 
for  the  first  seven  months  of  the  following  cost  accounting  period 
at  a  75  percent  hospital-specific/ 25  percent  DRG  rate  and  at  a  50 
percent  hospital-specific/ 50  percent  DRG  rate  for  the  remainder  of 
that  cost  accounting  period. 

(g)  Designation  of  Pediatric  Hospitals  as  Meeting  Certifica- 
tion as  Heart  Transplant  Facility. — The  Secretary  would  be  di- 
rected to  designate  pediatric  heart  cardiac  transplant  centers  if  (1) 
the  facility's  pediatric  heart  transplants  are  performed  under  a 
unified  transplant  program  with  another  facility  designated  by  the 
Secretary  to  provide  adult  cardiac  transplants,  (2)  the  unified  pro- 
gram shares  the  same  transplant  surgeons  and  quality  assurance 
program,  including  oversight  committee,  patient  protocol,  and  pa- 
tient selection  criteria,  and  (3)  the  facility  demonstrates  to  the  sat- 
isfaction of  the  Secretary  that  it  is  able  to  provide  the  specialized 
facilities,  services,  and  personnel  that  are  required  by  pediatric 
heart  transplant  patients. 

In  adopting  this  amendment  the  committee  wishes  to  make  clear 
that  it  is  not  endorsing  the  use  of  consortia  generally  to  provide 
cardiac  transplant  services.  Given  the  low  volume  of  pediatric  serv- 
ices, consortia  between  adult  and  pediatric  services  are  appropri- 
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ate.  In  the  committee's  view  they  are  not  appropriate  for  adult 
transplant  services. 

(h)  Permanent  Waiver  of  Inpatient  Limitations  for  Connecti- 
cut Hospice,  Inc. — The  existing  waiver  granted  to  Connecticut 
Hospice,  Inc.  regarding  the  20  percent  limit  on  inpatient  Medicare 
days  as  a  percent  of  total  days  would  be  made  permanent. 

(i)  Revision  of  Certain  Appointment  Process. — The  require- 
ment that  the  Director  of  the  Office  of  Technology  Assessment  seek 
nominations  from  various  organizations  is  repealed.  The  Director 
shall  appoint  individuals  with  national  recognition  for  their  exper- 
tise in  health  economics,  hospital  reimbursement,  hospital  finan- 
cial management,  and  other  related  fields. 

(j)  Impact  Analysis  of  Medicare  Part  A  Regulations  on 
Rural  Health  Care. — The  Secretary  would  be  required  in  promul- 
gating Notices  of  Proposed  Rule  Making  and  final  regulations  to  in- 
clude an  analysis  of  the  impact  of  the  proposed  or  final  rule  on 
health  care  in  rural  hospitals  and  on  small  rural  hospitals. 

(k)  Technical  Part  A  Amendments. — A  number  of  drafting 
errors  in  current  law  would  be  corrected. 

Effective  Date 

Paragraph  (f)  effective  as  if  it  were  included  in  the  enactment  of 
the  Omnibus  Reconciliation  Act  of  1986.  All  other  paragraphs  effec- 
tive upon  the  date  of  enactment. 

SUBPART  B — NURSING  HOME  REFORM 

1.  REQUIREMENTS  FOR  SKILLED  NURSING  FACILITIES  (SEC.  9311  OF  THE 

BILL) 

Present  Law 

(a)  General  Definition. — Under  current  law,  in  order  for  a 
skilled  nursing  facility  to  participate  in  the  Medicare  program  it 
must  be  approved  for  Medicare  participation  by  the  Federal  Gov- 
ernment and  have  signed  a  participation  agreement. 

To  qualify  for  participation  in  the  Medicare  program,  an  institu- 
tion must  be  a  "skilled  nursing  facility' '  as  defined  by  section 
1861(j)  of  the  Social  Security  Act.  Section  1861(j)  lists  several  re- 
quirements Medicare-qualified  skilled  nursing  facilities  (SNF)  must 
meet.  Under  this  section  the  term  *  'skilled  nursing  facility"  is  de- 
fined as  an  institution  (or  a  distinct  part  of  an  institution)  which 
has  in  effect  a  transfer  agreement  with  one  or  more  hospitals  and 
which  is  primarily  engaged  in  providing  to  inpatients  (1)  skilled 
nursing  care  and  related  services  for  patients  who  require  medical 
or  nursing  care,  or  (2)  rehabilitation  services  for  the  rehabilitation 
of  injured,  disabled,  or  sick  persons. 

(b)  Requirements  For  and  Assuring  Quality  of  Care  In, 
Skilled  Nursing  Facilities. — Under  current  law  a  SNF  must:  (1) 
have  physicians  supervising  the  care  of  its  residents,  (2)  maintain 
clinical  records  on  all  residents,  (3)  provide  24-hour  nursing  care, 
(4)  provide  appropriate  methods  and  procedures  for  the  dispensing 
and  administering  of  drugs  and  biologicals,  (5)  have  in  effect  a  utili- 
zation review  plan,  (6)  be  licensed  pursuant  to  State  law,  (7)  have 
in  effect  an  overall  plan  and  budget,  (8)  cooperate  in  a  program 
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which  provides  for  a  regular  program  of  independent  medical  eval- 
uation and  audit  of  the  patients  in  the  facility,  (9)  establish  a 
system  to  prevent  the  commingling  of  residents'  funds,  (10)  meet 
certain  health  and  safety  requirements,  and  (11)  meet  such  other 
conditions  relating  to  the  health  and  safety  of  individuals  who  are 
furnished  services  in  such  institutions  or  relating  to  the  physical 
facility  as  the  Secretary  may  find  necessary. 

There  are  currently  no  nurse  aide  training  requirements  in  the 
Medicare  program.  The  rights  of  residents  in  regard  to  transfer 
and  discharge  are  not  statutorily  defined. 

Through  regulation,  the  Secretary  has  determined  that  a  skilled 
nursing  facility  must  give  '  'reasonable  notice"  to  beneficiaries  in 
the  case  of  transfer  and  discharge.  To  date,  the  Secretary  has  not 
issued  interpretative  guidelines  that  clearly  define  "reasonable 
notice."  The  transfer  or  discharge  of  a  Medicare  beneficiary  can 
occur  only  for  medical  reasons  and  for  reasons  of  his  welfare  or  the 
welfare  of  other  residents  in  the  facility. 

(c)  State  Requirements  Relating  to  Nursing  Facility  Re- 
quirements.— Under  current  law  the  Secretary  contracts  with  the 
States  to  utilize  the  services  of  the  State  health  agency  or  other  ap- 
propriate State  agency  to  determine  compliance  with  Medicare's 
conditions  of  participation  for  skilled  nursing  facilities. 

Under  current  law,  there  are  no  requirements  that  States  estab- 
lish and  approve  nurse  aide  training  programs  for  individuals  em- 
ployed as  nurse  aides  in  skilled  nursing  facilities.  Nor  are  States 
required  to  establish  registries  to  track  or  record  the  qualifications 
of  nurse  aides.  There  is  no  requirement  that  States  have  in  place  a 
system  for  appealing  involuntary  transfers  or  discharges  from 
skilled  nursing  facilities. 

(d)  Federal  Responsibilities  for  Standards. — Under  current 
law,  the  Secretary  has  general  oversight  responsibilities  for  assur- 
ing that  Medicare  beneficiaries  receive  appropriate  and  adequate 
care  and  have  their  safety,  welfare,  and  rights  protected.  The  Sec- 
retary is  required  to  consult  with  State  agencies  and  other  organi- 
zations to  develop  conditions  of  participation  for  providers  of  serv- 
ices, including  skilled  nursing  facilities.  The  Secretary  is  also  re- 
quired to  promote  the  effective  and  efficient  use  of  public  money. 
The  Secretary  is  not  required  to  establish  nurse  aide  training  pro- 
grams for  nurse  aides  employed  by  skilled  nursing  facilities  in  the 
Medicare  program. 

(e)  Cost  of  Meeting  Requirements. — Under  current  law,  skilled 
nursing  facilities  are  reimbursed  on  a  reasonable  cost  basis,  or  if 
they  provide  less  than  1,500  days  of  care  to  Medicare  beneficiaries 
in  a  calendar  year,  they  may  be  reimbursed  under  a  prospective 
payment  system. 

(f)  Resident  Assessment  Evaluation. — There  is  currently  no  re- 
quirement that  resident  assessments  be  utilized  in  determining 
care  requirements  for  Medicare  residents  of  SNFs.  There  is  also  no 
requirement  that  a  resident  assessment  be  linked  or  coordinated 
with  a  plan  of  care  for  the  resident. 

Explanation  of  Provision 

The  bill  would  repeal  the  current  law  conditions  of  Medicare  par- 
ticipation for  SNFs  and  substitute  a  new  set  of  requirements.  The 
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Secretary  would  be  required  to  enter  into  an  agreement  with  each 
SNF  that  wanted  to  participate  in  Medicare  and  met  the  following 
requirements: 

(a)  General  Definition. — The  term  "skilled  nursing  facility" 
would  be  defined  as  an  institution  (or  distinct  part  of  an  institu- 
tion) which  has  in  effect  a  transfer  agreement  with  one  or  more 
hospitals  and  is  primarily  engaged  in  providing  to  residents:  (1) 
skilled  nursing  care  and  related  services  for  residents  who  require 
medical  or  nursing  care,  or  (2)  rehabilitation  services  for  the  reha- 
bilitation of  injured,  disabled,  or  sick  persons.  The  term  "skilled 
nursing  facility"  would  not  include  any  institution  which  is  primar- 
ily for  the  care  and  treatment  of  mental  diseases.  However,  the 
term  does  include  post-hospital  extended  care  in  Christian  Science 
skilled  nursing  facilities  as  set  forth  in  subsection  (y)  of  section 
1861,  and  facilities  on  Indian  reservations  which  are  certified  by 
the  Secretary  as  meeting  the  Medicare  requirements  for  participa- 
tion. 

The  requirements  apply  to  all  of  the  residents  of  a  skilled  nurs- 
ing facility  and  not  simply  to  residents  who  qualify  for  Medicare 
reimbursement. 

(b)  Requirements  for  and  Assuring  Quality  of  Care  in 
Skilled  Nursing  Facilities. — The  bill  replaces  the  current  law  re- 
quirements and  instead  establishes  resident-centered  outcome-ori- 
ented requirements,  which  include  the  following: 

(1)  Quality  of  Life. — A  skilled  nursing  facility  must  care  for 
its  residents  in  such  a  manner  and  in  such  an  environment  as 
would  promote  maintenance  or  enhancement  of  the  quality  of 
life  of  each  resident.  The  committee  considers  this  provision  an 
important  indicator  of  whether  or  not  a  skilled  nursing  facility 
is  providing  quality  care.  The  committee  understands  that 
some  residents  will  experience  a  deterioration  of  their  health 
status  because  of  the  illness  or  medical  conditions  they  may 
have;  however,  the  SNF  is  to  use  every  reasonable  means  pos- 
sible, both  in  terms  of  the  physical  environment  and  the  medi- 
cal, mental  and  psychosocial  environment  of  the  SNF,  to  main- 
tain or  improve  the  well-being  of  each  resident. 

(2)  Scope  of  Services  Under  Plan  of  Care. — The  SNF  would 
have  to  provide  services,  in  accordance  with  a  written  plan  of 
care,  that  would  attain  or  maintain  the  highest  possible  physi- 
cal, mental  and  psychosocial  well-being,  of  each  resident.  The 
written  plan  of  care  would  have  to  describe  the  medical,  nurs- 
ing and  psychosocial  needs  of  the  resident  and  how  such  needs 
will  be  met.  Psychosocial  needs  of  nursing  home  residents 
refers  to  the  ability  to  cope  with  both  emotional  and  social 
stresses  which  may  interfere  with  the  resident's  medical  treat- 
ment plan,  quality  of  life  and  ability  to  function  at  an  optimal 
level.  The  plan  would  initially  be  prepared  by  a  team  of  profes- 
sionals, which  includes  at  least  the  attending  physician  and  a 
professional  registered  nurse  with  responsibility  for  the  resi- 
dent. The  plan  of  care  would  be  reviewed  periodically  and  re- 
vised by  such  team  after  each  resident  assessment  was  con- 
ducted. 

The  committee  believes  that  it  will  be  necessary  for  a  team 
of  professionals  to  prepare  the  plan  of  care  because  the  knowl- 
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edge  and  specialized  skills  of  professionals  (in  addition  to  those 
of  physicians  and  nurses)  will  be  required  in  developing  the 
plan  to  meet  the  needs  of  each  resident.  Further,  the  participa- 
tion of  other  professionals  will  encourage  coordination  of  the 
care  delivered  and  promote  the  exchange  of  information 
among  the  caregivers  in  the  facility. 

(3)  Residents'  Assessment. — Beginning  not  later  than  October 
1,  1990,  a  SNF  would  have  to  conduct  a  comprehensive  accu- 
rate assessment  of  each  resident's  capacity  to  perform  daily 
life  functions,  which  assessment  documented  significant  im- 
pairments in  functional  capacity.  The  assessment  would  have 
to  be  conducted  upon  admission  for  each  individual  admitted 
on  or  after  October  1,  1990,  and  promptly  after  a  significant 
change  in  the  resident's  physical  or  mental  condition.  Howev- 
er, in  no  case  would  the  assessment  be  conducted  less  often 
than  once  every  12  months  and  reviewed  at  least  every  3 
months.  Such  assessment  would  have  to  be  conducted  or  co- 
ordinated (with  the  appropriate  participation  of  health  profes- 
sionals) by  a  registered  professional  nurse  who  signs  and  certi- 
fies to  the  completion  of  the  assessment.  Each  individual  who 
completes  a  portion  of  the  assessment  would  be  required  to 
sign  and  certify  as  to  the  accuracy  of  that  portion  of  the  assess- 
ment. This  assessment  is  to  be  based  on  a  uniform  minimum 
data  set  specified  by  the  Secretary. 

The  committee  believes  that  a  uniform  minimum  data  set  is 
essential  to  ensure  the  consistency  of  resident  assessments  and 
resident  care  provided  among  all  SNFs  and  to  make  it  possible 
to  collect  uniform  data  on  resident  care.  Uniform  data  would 
make  it  possible  in  the  future  to  develop  objective  methods  of 
assessing  quality  of  care,  which  the  committee  could  utilize  to 
make  further  reforms. 

If  a  facility  willfully  and  knowingly  causes  an  individual  to 
certify  a  material  and  false  statement  in  a  resident  assess- 
ment, the  facility  would  be  subject  to  a  civil  money  penalty  of 
not  more  than  $1,000  with  respect  to  each  assessment  and  not 
more  than  $10,000  with  respect  to  any  facility.  Current  law 
procedures  for  assessing  and  collecting  civil  money  penalties  as 
appled  in  section  1128(A)  (concerning  civil  money  penalties) 
would  apply. 

If  a  State  determines,  through  the  survey  process  or  other- 
wise, that  there  has  been  a  knowing  and  willful  certification  of 
false  assessments,  the  facility  would  have  to  provide  for  and 
pay  for  resident  assessments  to  be  conducted  and  certified  by 
individuals  who  are  independent  of  the  facility.  Because  the 
use  of  independent  assessment  is  meant  as  a  penalty  for  non- 
compliance, the  costs  incurred  by  a  noncompliant  facility 
would  not  be  costs  reimburseable  by  Medicare.  The  resident  as- 
sessments would  have  to  be  coordinated  with  any  State-re- 
quired preadmission  screening  program  to  the  maximum 
extent  possible  in  order  to  avoid  duplicative  assessments. 

(4)  Provision  of  Services  and  Activities. — The  SNF  would  be 
required  to  provide,  directly  or  under  arrangements  (or  with 
respect  to  dental  services,  under  agreement)  with  others,  in  ac- 
cordance with  each  resident's  written  plan  of  care:  (i)  sufficient 


929 


nursing  services,  as  described  below,  physicians'  services,  spe- 
cialized rehabilitative  services  and  medically-related  social 
services  to  attain  or  maintain  the  highest  possible  physical, 
mental,  and  psychosocial  well-being  of  each  resident,  (ii)  phar- 
maceutical, dietitian  and  routine  and  emergency  dental  serv- 
ices to  meet  the  needs  of  each  resident,  and  (iii)  an  on-going 
program  of  activities  designed  to  meet  the  interests  and  needs 
of  each  resident.  The  services  provided  or  arranged  by  the  fa- 
cility would  have  to  be  of  adequate  quality  and,  with  the  excep- 
tion of  those  described  in  (iii),  would  have  to  be  provided  by 
qualified  persons  in  accordance  with  each  resident's  written 
plan  of  care.  Nothing  in  this  provision  would  require  a  SNF  to 
provide  or  make  an  agreement  for  the  provision  of  dental  serv- 
ices in  (ii)  without  additional  charge.  The  committee  intends 
that  residents  would  be  billed  directly  for  the  dental  services. 

With  regard  to  required  nursing  services,  a  SNF  would  have 
to  provide  24-hour  nursing  services  sufficient  to  meet  the  nurs- 
ing needs  of  its  residents  and  would  have  to  employ  the  serv- 
ices of  the  registered  professional  nurse  at  least  during  the  day 
tour  of  duty  (of  at  least  8  hours  a  day),  7  days  a  week. 

To  the  extent  a  SNF  would  be  required  to  employ  the  serv- 
ices of  a  registered  professional  nurse  for  more  than  40  hours  a 
week,  the  Secretary  would  be  authorized  to  waive  the  require- 
ment if  the  Secretary  found  that:  (i)  the  facility  was  located  in 
a  rural  area  and  the  supply  of  skilled  nursing  facility  services 
in  such  area  was  not  sufficient  to  meet  the  needs  of  the  resi- 
dents, (ii)  the  facility  had  one  full-time  registered  nurse  regu- 
larly on  duty  40  hours  a  week,  and  (iii)  the  facility  either  had 
only  patients  whose  physicians  had  indicated  (through  physi- 
cians' orders  or  admission  notes)  that  each  such  patient  did  not 
require  the  services  of  a  registered  nurse  or  a  physician  for  a 
48-hour  period,  or  had  made  arrangements  for  a  registered 
nurse  or  a  physician  to  spend  such  time  at  the  facility  as  may 
be  necessary.  Such  waiver  would  be  subject  to  annual  renewal. 

The  committee  has  purposely  established  the  above  waiver 
because,  while  it  understands  the  existence  of  a  nursing  short- 
age in  some  areas  of  the  country,  it  believes  that  requiring  the 
services  of  a  registered  nurse  at  least  8  hours  a  day,  7  days  a 
week,  is  critical  to  the  delivery  of  quality  care  in  a  SNF. 

(5)  Required  Training  of  Nurse  Aides. — A  SNF,  as  of  January 
1,  1990,  would  be  required  to  use  as  nurse  aides  only  individ- 
uals who  had  successfully  completed  a  training  and  testing  or 
testing  program  approved  by  the  State  or  individuals  whom 
the  facility  certified  had  successfully  completed  such  a  pro- 
gram. Each  SNF  could  either  provide  the  approved  training 
and  testing  or  testing  program  in  its  own  facility  or  assure 
that  such  programs  were  readily  available  for  individuals  used 
as  nurse  aides.  The  training  and  testing  or  testing  could  be  of- 
fered by  a  State  accredited  institution  such  as  a  community 
college.  If  the  SNF  provides  for  training  in  its  own  facility,  the 
training  is  not  meant  to  be  on-the-job  training  but  instead  is  to 
be  conducted  separate  from  regular  work  activities  in  a  class- 
room setting  or  when  it  relates  to  patient  care  in  a  supervised 
manner  in  the  facility. 
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In  order  to  provide  for  an  orderly  transition  for  the  training 
of  nurse  aides  the  committee  has  distinguished  between  those 
individuals  who  are  already  working  as  nurse  aides  and  those 
that  will  be  used  as  nurse  aides  after  June  30,  1989.  The  bill 
has  adopted  the  word  "use"  as  a  nurse  aide  instead  of  simply 
saying  "employed"  or  "hired"  because  the  committee  intends 
that  any  individual,  regardless  of  employment  status,  who  is 
performing  nurse  aide  functions,  is  to  be  included  in  the  train- 
ing and  testing  or  testing  requirement.  The  term  "nurse  aide" 
means  any  individual  providing  nursing  or  nursing-related 
services  (whether  on  a  full-time,  temporary,  per  diem  or  other 
basis)  to  residents  in  a  SNF.  It  does  not  include  an  individual 
who  is  a  physician,  registered  professional  nurse,  licensed  prac- 
tical nurse,  or  licensed  or  certified  social  worker.  It  also  does 
not  refer  to  an  individual  doing  volunteer  work  in  the  facility 
without  monetary  compensation. 

A  SNF  would  not  be  able  to  use  any  individual,  first  used 
after  June  30,  1989,  as  a  nurse  aide  for  more  than  3  months 
unless  the  individual  had  successfully  completed  a  training 
and  testing  program  or  testing  program  approved  by  the  State. 
Each  SNF  would  have  to  provide  by  itself  or  through  others  for 
the  State  approved  nurse  aide  training  and  testing  program 
and  testing  program.  During  the  initial  3-month  period,  the  in- 
dividual used  as  a  nurse  aide  could  not  perform  any  nursing  or 
nursing-related  services  unless  the  individual  had  demonstrat- 
ed competency  in  that  area. 

For  individuals  used  as  nurse  aides  before  July  1,  1989,  each 
SNF  would  have  to  provide  by  itself  or  through  others  for  an 
appropriate  State-approved  testing  program  and  such  prepara- 
tion as  necessary  to  complete  successfully  the  program.  This 
would  permit  such  individuals  at  least  two  opportunities  to 
complete  the  program  by  January  1,  1990. 

The  committee  has  provided  a  6-month  period  for  those  al- 
ready employed  as  nurse  aides  as  of  July  1,  1989,  to  become 
certified  in  order  to  provide  them  sufficient  time  to  complete 
the  program.  The  committee  also  believes  the  6-month  period 
along  with  prior  notice  of  this  requirement  should  prove  suffi- 
cient time  for  facilities  to  train  the  nurse  aides  they  currently 
use.  As  soon  after  enactment  of  this  provision  as  is  possible, 
skilled  nursing  facilities  would  have  the  responsibility  to  notify 
their  nurse  aides  of  the  new  training  and  testing  requirements 
contained  in  this  bill  and  the  date  by  which  they  must  success- 
fully complete  the  State-approved  testing  program. 

The  committee  does  not  intend  by  this  provision  to  require 
the  termination  of  employment  of  individuals  who  fail  to  suc- 
cessfully complete  the  training  or  testing  program.  However, 
individuals  who  after  two  attempts  do  not  successfully  com- 
plete the  training  or  testing  programs  could  not  continue  to 
work  as  nurse  aides  in  the  facility  after  January  1,  1990.  This 
would  not  preclude  these  individuals  from  being  used  by  the 
facility  in  another  capacity.  Further,  these  individuals  could 
continue  to  seek  to  successfully  complete  approved  training  or 
testing  programs  and  then  be  used  as  a  nurse  aide  by  the  facil- 
ity. Skilled  nursing  facilities  could  not  charge  any  of  the  cost  of 
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the  training  or  testing  to  the  individuals  being  trained  or 
tested. 

Although  nurse  aides  hired  before  July  1,  1989,  would  be  re- 
quired to  only  complete  an  appropriate  testing  program,  there 
is  nothing  in  this  provision  to  prevent  a  nurse  aide  from  taking 
an  approved  training  program  before  being  tested. 

As  of  January  1,  1990,  a  SNF  could  not  use  any  individual  as 
a  nurse  aide  unless  the  person  had  successfully  completed 
either  a  State  approved  training  and  testing  program  or  State 
approved  testing  program. 

An  individual  who  previously  had  been  employed  as  a  nurse 
aide  but  had  not  provided  direct  patient  care  as  a  nurse  aide 
for  more  than  24  consecutive  months  would  have  to  complete  a 
State  approved  training  and  testing  program. 

The  SNF  would  be  required  to  provide  an  ongoing  program 
of  training  and  performance  review  for  nurse  aides,  including 
training  for  individuals  providing  special  care  to  residents  such 
as  those  with  cognitive  impairments.  The  committee  believes 
that  continuing  on-the-job  training  by  qualified  supervisors  is 
essential. 

A  SNF  could  not  permit  an  individual  to  serve  as  a  nurse 
aide  or  provide  services  of  a  type  for  which  the  individual  had 
not  demonstrated  competency.  The  SNF  also  could  not  use  an 
individual  as  a  nurse  aide  unless  the  SNF  had  checked  with 
the  State  registry  to  determine  if  the  individual  had  been  in- 
volved in  resident  neglect  or  abuse.  The  committee  expects 
that  any  individual  found  to  have  neglected  or  abused  a  resi- 
dent at  another  SNF  would  be  considered  unqualified. 

If  the  SNF  dismisses  a  nurse  aide  because  of  a  specific  find- 
ing that  the  nurse  aide  was  involved  in  resident  neglect  or 
abuse,  the  facility  would  be  required,  as  a  condition  of  partici- 
pation, to  report  such  finding  to  the  State  registry.  States  are 
required  to  establish  a  registry  for  such  purposes  as  of  Septem- 
ber 1,  1988. 

The  committee  believes  nurse  aide  training  and  testing  are 
critical  to  the  delivery  of  quality  care  because  80  to  90  percent 
of  the  care  residents  receive  is  delivered  by  nurse  aides. 

In  requiring  appropriate  testing,  the  committee  understands 
that  written  testing  may  not  be  the  most  appropriate  form  of 
testing,  given  that  the  work  a  nurse  aide  performs  is  verbal 
and  manual  in  nature.  The  committee  anticipates  that  every 
effort  will  be  made  to  utilize  a  combination  of  written,  oral  and 
demonstration  of  skills  to  determine  competency. 

(6)  Physician  Supervision  and  Clinical  Records. — A  SNF 
would  have  to  require  that  all  medical  care  for  residents  be 
provided  under  the  supervision  of  a  physician,  that  a  physician 
be  available  to  furnish  medical  care  in  emergency  cases,  and 
that  clinical  records  be  maintained  on  all  residents,  including 
their  plans  of  care  and  assessments. 

(7)  Requirements  Relating  to  Residents'  Rights. — In  general  a 
SNF  would  be  required  to  protect,  promote  and  inform  each 
resident  of  his  or  her  rights: 

(i)  to  choose  a  personal  attending  physician,  to  be  fully 
informed  in  advance  about  care  and  treatment  and  about 
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changes  in  care  and  treatment,  to  participate,  where  ap- 
propriate, in  planning  care  and  treatment  and  changes  in 
care  or  treatment; 

(ii)  to  be  free  from  physical  or  mental  abuse,  corporal 
punishment,  or  involuntary  seclusion,  and  from  any  physi- 
cal or  chemical  restraints  imposed  for  purposes  of  disci- 
pline or  convenience  and  not  required  to  treat  the  resi- 
dent's medical  symptoms; 

(iii)  to  privacy  with  regard  to  accommodations,  medical 
treatment,  and  written  and  telephonic  communications; 

(iv)  to  confidentiality  of  personal  clinical  records; 

(v)  to  reside  and  receive  reasonable  accommodations  of 
individual  needs  and  preferences,  except  where  the  health 
or  safety  of  the  resident  or  other  residents  would  be  en- 
dangered, and  to  provide  notice  to  each  resident  before 
changing  the  room  or  roommate  of  the  resident  in  the  fa- 
cility; nothing  in  this  bill  would  require  the  provision  of  a 
private  room;  and 

(vi)  to  voice  grievances  with  respect  to  treatment  or  care 
that  is  (or  fails  to  be)  furnished,  without  discrimination  or 
reprisal  for  voicing  the  grievances  and  to  prompt  resolu- 
tion by  the  facility  of  the  grievances  the  resident  may  have 
with  respect  to  the  behavior  of  other  residents. 

A  SNF  would  have  to  inform  in  writing  each  resident,  at  the 
time  of  admission  and  periodically  during  the  resident's  stay, 
of  these  rights,  their  legal  rights,  and  of  the  services  available 
in  the  facility  and  of  related  charges  for  services  not  covered 
under  Medicare,  Medicaid  or  not  covered  by  the  facility's  basic 
per  diem  rate.  In  the  case  of  a  resident  adjudged  incompetent 
under  the  State's  laws,  the  Medicare  rights  of  the  resident 
would  be  exercised  by  the  person  appointed  under  the  State 
law  to  act  on  the  resident's  behalf. 

The  committee  is  very  concerned  about  reports  of  deaths  due 
to  physical  restraints,  and  so  to  better  protect  residents,  re- 
straints may  only  be  imposed  to  ensure  the  physical  safety  of 
the  resident  or  other  residents  and  only  upon  the  written  order 
of  a  physician  that  clearly  specifies  the  duration  and  circum- 
stances under  which  the  restraints  may  be  used.  However,  in 
emergency  situations,  as  specified  by  the  Secretary,  to  protect 
the  safety  of  the  resident  or  other  residents  in  the  facility,  the 
resident  could  be  restrained  for  a  short  period  of  time  until  a 
physician  order  could  reasonably  be  obtained.  The  committee 
intends  that  restraints  used  in  emergency  conditions  would  be 
used  only  in  unanticipated  situations  and  that  every  effort 
would  be  made  to  obtain  a  physician's  written  order  as  quickly 
as  possible. 

(8)  Transfer  and  Discharge  Rights. — In  general  a  SNF  would 
have  to  permit  each  resident  to  remain  in  the  facility  and 
could  not  involuntarily  transfer  or  discharge  the  resident  from 
the  SNF  unless:  (i)  the  transfer  or  discharge  was  necessary  to 
meet  the  resident's  welfare  and  the  resident's  welfare  could 
not  be  met  in  the  facility;  (ii)  the  transfer  or  discharge  was  ap- 
propriate because  the  resident's  health  had  improved  suffi- 
ciently so  the  resident  no  longer  needed  the  services  provided 
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by  the  facility;  (iii)  the  safety  or  health  of  individuals  in  the 
facility  was  or  would  be  endangered;  (iv)  the  resident  had 
failed,  after  reasonable  and  appropriate  notice,  to  pay  or  have 
paid  under  Medicare  an  allowable  charge  imposed  by  the  facili- 
ty for  an  item  or  service  requested  by  the  resident  and  for 
which  a  charge  may  be  imposed  consistent  with  section  1866(a); 
(v)  the  facility  ceases  to  operate  or  participate  in  the  program 
which  reimburses  for  the  resident's  care.  In  each  of  the  cases 
described  in  (i)  through  (iii),  the  resident's  physician  would 
have  to  document  in  the  resident's  clinical  record  the  basis  for 
the  transfer  or  discharge. 

Before  an  involuntary  transfer  or  discharge  could  take  place, 
the  SNF  would  have  to  notify  the  resident  and  his  or  her 
guardian  or  immediate  family  at  least  30  days  in  advance  of 
transfer  or  discharge,  except  when  (i)  the  health  or  safety  of 
individuals  in  the  facility  was  sufficiently  endangered,  as  docu- 
mented by  the  resident's  physician,  to  require  an  earlier  trans- 
fer of  a  resident;  (ii)  a  resident's  health  had  improved  suffi- 
ciently, as  documented  by  the  resident's  physician,  to  allow  a 
more  immediate  discharge;  (iii)  a  more  immediate  transfer  was 
necessitated  by  the  resident's  urgent  medical  care  needs,  as  re- 
corded by  the  attending  physician. 

In  other  words,  a  30-day  notice  would  have  to  be  given  a  resi- 
dent who  had  failed  to  pay  an  appropriate  charge  as  described 
in  (iv)  above  or  in  (v)  where  the  facility  ceased  to  operate  or 
participate  in  the  program  which  reimbursed  for  the  resident's 
care. 

For  transfers  or  discharges  on  or  after  October  1,  1989,  the 
notice  would  have  to  include  an  explanation  of  the  resident's 
right  to  appeal  the  transfer  or  discharge  and  the  name,  mail- 
ing address  and  phone  number  of  the  State's  long-term  care 
ombudsman. 

The  SNF  would  also  have  to  sufficiently  prepare  the  resident 
for  the  transfer  or  discharge. 

(9)  Access  and  Visitation  Rights. — The  SNF  would  have  to 
permit:  (i)  immediate  access  to  any  resident  by  representatives 
of  the  Secretary;  the  State,  the  ombudsman  or  by  the  resident's 
physician;  (ii)  immediate  access  to  a  resident,  subject  to  the 
resident's  right  to  deny  or  withdraw  consent  at  any  time,  by 
immediate  family  or  other  relatives  of  the  resident;  (iii)  imme- 
diate access  to  a  resident,  subject  to  reasonable  restrictions  and 
the  resident's  right  to  deny  or  withdraw  consent  at  any  time, 
by  others  who  are  visiting  with  the  consent  of  the  resident;  (iv) 
reasonable  access  to  a  resident  by  any  entity  or  individual  that 
provides  health,  social,  legal  or  other  services  to  the  resident, 
subject  to  the  resident's  right  to  deny  or  withdraw  consent  at 
any  time;  (v)  representatives  of  the  State's  ombudsman  pro- 
gram with  the  permission  of  the  resident  (or  the  resident's 
legal  representative)  and  consistent  with  State  law,  to  examine 
a  resident's  medical,  nursing  and  social  records. 

(10)  Equal  Access  to  Quality  Care. — A  SNF  would  have  to  es- 
tablish and  maintain  identical  policies  and  practices  regarding 
transfer,  discharge  and  covered  services  for  all  individuals  re- 
gardless of  source  of  payment.  However,  nothing  in  this  provi- 


934 


sion  would  prevent  an  individual  from  having  or  paying  for 
services  above  and  beyond  covered  services.  Neither  does  this 
provision  prevent  a  facility  from  charging  for  services  that  are 
requested  and  received  that  are  not  considered  covered  services 
under  Medicare. 

With  regard  to  admissions  practices,  a  SNF  could  not  require 
individuals  applying  to  reside  or  residing  in  the  facility  to 
waive  their  rights  to  Medicare  or  Medicaid  benefits,  and  not 
require  oral  or  written  assurance  that  such  individuals  would 
not  apply  for  Medicare  or  Medicaid.  The  SNF  would  have  to 
prominently  display  in  the  facility  and  provide  potential  resi- 
dents and  residents  written  information  about  how  to  apply  for 
and  use  Medicare  and  Medicaid  and  how  to  receive  refunds  for 
previous  payments  covered  by  Medicare  or  Medicaid.  Nor  could 
a  SNF  require  a  third  party  guarantee  of  payment  to  the  facili- 
ty as  a  condition  of  admission  to,  or  continued  stay  in,  the  fa- 
cility. 

The  committee  intends  that  nothing  in  the  above  provision 
would  prevent  a  State  or  political  subdivision  from  prohibiting 
under  State  or  local  law,  discrimination  against  individuals  en- 
titled to  Medicaid  with  respect  to  admissions  practices. 

Further,  nothing  in  the  above  admission's  provision,  should 
be  construed  as  preventing  a  SNF  from  requiring  an  individ- 
ual, who  has  legal  access  to  a  resident's  income  or  resources 
available  to  pay  for  care  in  the  facility,  to  sign  a  contract 
(without  incurring  personal  financial  liability)  to  provide  pay- 
ment from  the  resident's  income  or  resources  for  such  care. 

(11)  Protection  of  Resident  Funds. — A  SNF  would  be  re- 
quired, upon  written  authorization  by  a  resident,  to  accept  re- 
sponsibility for  holding,  safeguarding,  and  accounting  for  the 
resident's  personal  funds,  and  to  provide  each  resident  access 
to  those  funds  and  records  of  the  funds.  Where  the  resident's 
authorization  had  been  given,  the  facility  would  have  to  estab- 
lish and  maintain  a  system  that:  (i)  assured  a  full  and  complete 
accounting  (at  least  quarterly)  of  each  resident's  personal 
funds,  and  (ii)  established  a  separate  account  for  residents' 
funds.  Upon  the  resident's  death,  the  SNF  would  be  required 
to  provide  a  final  accounting  of  the  resident's  funds  and 
promptly  convey  them  to  the  individual  administering  the  de- 
ceased resident's  estate. 

(12)  Requirements  Relating  to  Administration  and  Other 
Matters. — (a)  Administration. — The  SNF  would  have  to  be  ad- 
ministered in  a  manner  that  enabled  it  to  attain  and  maintain 
the  highest  possible  physical,  mental,  and  psychosocial  well- 
being  of  each  resident  in  accordance  with  criteria  established 
by  the  Secretary.  The  SNF  would  have  to  provide  notice  at  the 
time  of  any  change  in  the  ownership,  management,  or  adminis- 
tration (i.e.,  officers,  directors,  or  agents)  to  the  State  licensure 
agency. 

The  administrator  of  the  SNF  would  have  to  meet  any  stand- 
ards established  by  the  Secretary. 

(b)  Licensing  and  Life  Safety  Code. — The  SNF  would  have  to 
be  licensed  under  applicable  State  and  local  law,  and  meet  ap- 
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plicable  Life  Safety  Code  requirements  as  determined  by  the 
Secretary. 

(c)  Sanitary  and  Infection  Control  and  Physical  Environ- 
ment.— The  SNF  would  have  to  operate  an  infection  control 
program  and  the  facility's  physical  plant  would  have  to  be 
built  and  maintained  so  as  to  protect  the  health  and  safety  of 
residents,  staff  and  the  public. 

(d)  Miscellaneous. — The  SNF  would  have  to  operate  and  pro- 
vide services  in  compliance  with  all  Federal,  State,  and  local 
laws  and  with  all  accepted  professional  standards  that  apply  to 
professionals  providing  services  in  a  nursing  facility.  The  facili- 
ty would  have  to  meet  such  other  requirements  relating  to  the 
health  and  safety  of  residents  or  the  facility's  physical  plant  as 
the  Secretary  may  find  necessary. 

(c)  State  Requirements  Relating  to  Nursing  Facility  Re- 
quirements.— In  connection  with  the  implementation  of  the  above 
requirements  relating  to  skilled  nursing  facilities,  States  would  be 
required  under  their  Medicare  agreements  to  carry  out  the  follow- 
ing responsibilities: 

(1)  Specification  of  Nurse  Aide  Training  Programs. — By  not 
later  than  September  1,  1988,  the  State  would  have  to  specify 
the  nurse  aide  training  programs  that  the  State  had  approved 
that  met  the  minimum  requirements  established  by  the  Secre- 
tary. Skilled  nursing  facilities  could  offer  the  training  in  their 
own  facilities.  However,  any  SNF  that  had  been  determined  to 
be  out  of  compliance  with  Medicare  requirements  during  the 
previous  2  years  could  not  be  approved  as  a  training  facility. 
Where  nursing  facilities  provide  the  training,  the  State  would 
have  to  make  the  final  determination  as  to  whether  an  individ- 
ual who  had  completed  the  training  was  competent  to  provide 
nursing  and  nursing-related  services.  States  could  not  delegate 
this  responsibility  to  the  facilities. 

The  State  would  have  to  establish  and  maintain,  by  Septem- 
ber 1,  1988,  a  registry  of  all  individuals  who  have  successfully 
completed  the  State  approved  training  and  testing  program  or 
testing  program.  In  accordance  with  regulations  of  the  Secre- 
tary, the  registry  would  include  findings  of  resident  neglect  or 
abuse  involving  individuals  listed  in  the  registry.  To  protect 
the  rights  of  these  individuals  and  to  prevent  facilities  from 
using  the  registries  as  a  means  of  blackballing  individuals  who 
disagree  with  the  facility's  policies,  any  individual  accused  of 
neglect  or  abuse  would  have  to  be  notified  by  the  registry  of 
such  finding  by  the  facility  and  the  right  to  include  in  the  reg- 
istry a  brief  statement  disputing  the  finding.  In  the  case  of  any 
inquiry  to  the  registry  both  the  facility's  and  the  individual's 
statements  in  regard  to  the  documented  findings  would  be  dis- 
closed to  the  facility  making  the  inquiry.  The  committee  ex- 
pects that  individuals  with  documented  abuse  or  neglect  com- 
plaints in  the  registry  would  not  be  hired  as  nurse  aides  by  a 
SNF. 

(2)  Appeals  Process  for  Involuntary  Transfers. — The  State 
would  have  to  establish  a  fair  mechanism  for  hearing  appeals 
on  involuntary  transfers  of  residents  concerning  transfers  on 
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or  after  October  1,  1989,  consistent  with  guidelines  esablished 
by  the  Secretary. 

(3)  By  not  later  than  July  1,  1989,  the  State  would  have  to 
implement  and  enforce  the  nursing  facility  administrator 
standards  developed  by  the  Secretary.  The  failure  of  the  Secre- 
tary to  establish  guidelines  for  the  registries  or  appeals  process 
would  not  relieve  any  State  of  its  responsibility  to  carry  out  its 
role  in  establishing  the  registry  or  appeals  process, 
(d)  Federal  Responsibility  for  Standards.— The  Secretary 
would  have  the  responsibility  to  assure  that  the  requirements  for 
skilled  nursing  facilities  are  implemented,  monitored  and  enforced 
and  are  adequate  to  protect  the  health,  safety,  welfare  and  rights 
of  residents  and  promote  the  effective  and  efficient  use  of  public 
money.  In  addition,  the  Secretary  would  have  to  develop  the  follow- 
ing guidelines,  standards  and  criteria  in  connection  with  the  new 
nursing  facility  requirements  contained  in  this  bill: 

(1)  Nurse  Aide  Training  Programs. — Not  later  than  March  1, 
1988,  the  Secretary  would  have  to  establish  minimum  stand- 
ards for  nurse  aide  training  and  testing  programs  and  testing 
programs.  The  standards  would  have  to  include  at  least  100 
hours  of  initial  training  and  additional  ongoing  and  retraining 
requirements.  The  minimum  standards  would  also  include 
training  in  at  least  basic  nursing  skills,  personal  care  skills, 
cognitive,  behavioral  and  social  care,  basic  rehabilitation  serv- 
ices and  residents'  rights.  Minimum  qualifications  for  instruc- 
tors in  the  program  would  also  be  established.  The  testing  pro- 
grams would  have  to  test  the  skills  and  services  taught  in  the 
training  programs.  The  Secretary  would  have  to  establish  min- 
imum standards  by  which  States  would  recognize  and  approve 
the  nurse  aide  training  programs  and  testing  programs.  These 
minimum  standards  would  have  to  specify:  (i)  the  frequency 
with  which  training  and  testing  programs  would  be  reviewed 
by  the  State  and,  (ii)  the  method  by  which  a  State  would  deter- 
mine whether  a  nurse  aide  program  meets  the  Secretary's  min- 
imum standards.  To  ensure  that  training  and  testing  programs 
and  testing  programs  are  effectively  monitored  the  committee 
expects  that  performance-based  evaluations  as  well  as  analysis 
of  written  submissions  be  included  in  the  monitoring  process. 

(2)  Federal  Guidelines  for  State  Appeals  Process  for  Trans- 
fers.— The  Secretary  would,  by  October  1,  1988,  be  required  to 
establish  guidelines  for  fair  mechanisms  for  hearing  appeals  on 
involuntary  transfers  of  nursing  facility  residents. 

(3)  Federal  Standards  for  Licensing  of  Administrators. — The 
Secretary  would,  by  March  1,  1988,  be  required  to  establish 
standards  to  assure  the  qualifications  of  administrators  of 
SNFs. 

(4)  Requirements  for  Skilled  Nursing  Facility  Administra- 
tion.— The  Secretary,  by  October  1,  1988,  would  be  required  to 
establish  SNF  requirements  with  respect  to:  (i)  its  governing 
body  and  management,  (ii)  agreements  regarding  transfers  of 
residents  to  and  from  hospitals,  (iii)  disaster  preparedness,  (iv) 
direction  of  medical  care  by  a  physician,  (v)  laboratory,  radio- 
logical and  pharmaceutical  services,  resident  care,  including 
clinical  records,  and  resident  and  advocate  participation. 
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(5)  Specification  of  Data  Set  for  Resident  Assessments. — Not 
later  than  January  1,  1989,  the  Secretary  would  have  to  specify 
a  minimum  data  set  of  core  elements  and  common  definitions 
for  use  by  SNFs  in  conducting  the  resident  assessments  and  es- 
tablish guidelines  for  utilizing  the  data  set. 

(e)  Costs  of  Meeting  Requirements. — SNFs,  reimbursed  on  a 
reasonable-cost  basis,  would  be  allowed  to  include  on  their  cost  re- 
ports the  costs  the  SNF  incurred  in  complying  with  the  new  Medi- 
care standards,  including  the  cost  of  conducting  nurse  aide  training 
and  testing  programs.  Whether  or  not  the  nurse  aide  training  and 
testing  was  conducted  in  the  facility  or  outside  of  the  facility,  the 
SNF  could  include  the  allowable  costs  related  to  patient  care  for 
nurse  aide  training  and  testing  on  their  cost  report.  The  reimburse- 
ment would  be  based  on  patient-days  of  services  furnished. 

The  Secretary  would  be  required  to  include  the  costs  of  meeting 
the  new  Medicare  requirements  and  the  conducting  of  nurse  aide 
training  and  testing  in  determining  the  prospective  payment  rate 
for  SNFs  reimbursed  on  a  prospective  payment  basis. 

(f)  Resident  Assessment  Evaluation. — The  Secretary,  not  later 
than  January  1,  1992,  would  have  to  evaluate  and  report  to  Con- 
gress on  the  implementation  of  the  resident  assessment  process  for 
residents  of  SNFs. 

Effective  Date 

The  new  requirements  would  apply  to  services  furnished  on  or 
after  January  1,  1989. 

2.  SURVEY  AND  CERTIFICATION  PROCESS  (SEC.  9312  OF  THE  BILL) 

Present  Law 

(a)  State  and  Federal  Responsibilities. — Under  current  law  in 
order  to  ensure  compliance  with  the  requirements  established 
under  the  Medicare  program,  the  Secretary  of  the  Department  of 
Health  and  Human  Services  generally  enters  into  an  agreement 
with  the  State  under  which  the  services  of  the  State  health  agency 
or  other  appropriate  State  agency  will  be  used  to  survey  Medicare 
qualified  SNFs.  Under  the  Medicare  program  the  State  conducts 
the  survey  but  ultimate  certification  rests  with  the  Federal  Gov- 
ernment. The  Federal  Government  pays  for  the  cost  of  the  survey 
and  certification  process. 

The  Secretary  has  the  authority  to  issue  instructions  regarding 
the  survey  and  certification  process.  Regulations  and  manual  is- 
suances promulgated  by  the  Secretary  are  used  by  the  appropriate 
State  agency  to  conduct  the  survey.  The  Secretary  also  has  the  au- 
thority to  validate  the  State  survey  agency's  findings. 

Within  90  days  following  the  completion  of  each  survey,  the  Sec- 
retary is  required  to  make  public  the  pertinent  findings  of  each 
survey  as  they  relate  to:  (1)  the  compliance  of  the  SNF  with  Medi- 
care's conditions  of  participation;  and  (2)  other  conditions  that  the 
Secretary  finds  necessary  in  the  interest  of  health  and  safety  of 
beneficiaries  who  are  furnished  skilled  nursing  services  by  the  fa- 
cility. 
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(b)  Standard  Survey. — Under  current  law  SNF's  are  surveyed 
annually  by  the  State  agency  to  determine  compliance  with  Medi- 
care's conditions  of  participation. 

(c)  Extended  Survey  and  Followup  Survey. — There  are  no  ex- 
tended survey  requirements  under  current  law. 

(d)  Survey  Protocol  and  Personnel. — The  Secretary  has  the 
authority  to  issue  instructions  regarding  the  survey  protocol.  The 
Federal  Government  pays  for  the  survey  training  on  a  reasonable 
cost  basis  and  is  included  in  the  survey  budget.  The  funds  come 
from  the  Hospital  Insurance  Trust  Fund. 

(e)  Federal  Validation  Survey. — Under  current  law  the  Secre- 
tary has  the  authority  to  judge  State  survey  agency  performance, 
other  than  paper  reviews  of  survey  documents,  through  validation 
surveys.  Federal  surveyors  are  supposed  to  conduct  validation  sur- 
veys of  a  5  percent  sample  of  nursing  homes  to  assess  State  survey 
performance.  This  goal  is  currently  not  being  attained  and  valida- 
tion surveys  are  often  not  performed  within  several  months  after 
the  State  survey,  making  it  difficult  to  prove  deficiencies  found  by 
Federal  surveyors  where  overlooked  or  misinterpreted  by  the  State. 

(f)  Administrative  Penalties  for  Inadequate  State  Survey 
Performance. — Under  current  law  the  Secretary  may  only  termi- 
nate its  agreement  with  a  State  that  underenforces  or  wrongly  in- 
terprets Federal  standards. 

(g)  Investigation  of  Complaints  and  Monitoring  Compli- 
ance.— Under  current  law  the  HCFA  regional  offices  investigate 
patient  complaints.  If  the  SNF  is  found  in  violation  the  Federal 
Government  can  either  terminate  the  facility's  participation  agree- 
ment or  deny  payment  for  Medicare  residents. 

(h)  Disclosure  of  Results  of  Inspections  and  Activities. — 
Under  current  law  survey  inspection  reports  of  SNFs  are  available 
from  the  Health  Standards  and  Quality  Division  of  the  HCFA  re- 
gional offices.  They  are  not  currently  shown  to  SNF  residents  nor 
are  they  required  to  be  posted  in  the  facilities. 

Explanation  of  Provision 

(a)  State  and  Federal  Responsibilities. — The  bill  would  repeal 
the  current  law  survey  and  certification  requirements  (and  associ- 
ated penalties)  and  replace  them  with  a  new  two-part  survey  and 
certification  process. 

The  Secretary  would  be  required  to  enter  into  an  agreement  with 
each  State  under  which  the  services  of  the  State  health  agency  or 
other  appropriate  agency  would  be  used  to  submit  each  SNF  par- 
ticipating in  the  Medicare  program  to  a  new  survey  and  certifica- 
tion process  for  services  furnished  on  or  after  July  1,  1989.  Each 
State  would  be  responsible  for  certifying,  based  on  the  State's 
survey,  the  compliance  of  SNFs  with  the  new  Medicare  require- 
ments contained  in  this  bill.  Each  State  would  also  have  to  conduct 
periodic  educational  programs  for  the  SNF's  staff  and  residents 
and  their  representatives  concerning  current  regulations,  proce- 
dures and  the  new  policies  established  under  this  bill. 

The  Secretary  would  be  responsible  for  certifying  the  compliance 
of  State-operated  SNF's  with  the  requirements  contained  in  the 
bill.  In  general,  certification  would  be  based  on  a  two-step  survey 
process. 
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(b)  Standard  Survey. — Each  SNF  would  be  subject  to  an  unan- 
nounced standard  survey  not  later  than  every  15  months  after  the 
date  of  the  previous  survey.  The  statewide  average  interval  be- 
tween standard  surveys  could  not  exceed  12  months. 

A  standard  survey  (or  an  abbreviated  standard  survey)  could  be 
conducted  within  2  months  of  any  change  of  ownership,  adminsi- 
tration,  or  management  of  a  SNF,  in  order  to  determine  whether 
the  change  had  resulted  in  any  decline  in  the  quality  of  care  fur- 
nished in  the  facility.  The  survey  would  be  resident-centered  out- 
come-oriented and  would  include:  (i)  an  audit  of  a  statistically  valid 
case-mix  stratified  sample  of  the  resident's  assessments  to  deter- 
mine the  accuracy  of  the  assessments,  (ii)  a  survey  of  medical, 
nursing  and  rehabilitiative  care,  using  interviews  with  and  obser- 
vations of  residents,  and  (iii)  a  review  of  the  facility's  compliance 
with  the  new  Medicare  requirements  contained  in  this  bill  except 
for  those  dealing  with  administrative  matters. 

Because  the  committee  understands  that  compliance  with  the 
new  Medicare  requirements  can  effectively  be  monitored  by  the 
State  survey  process  alone,  it  is  the  committee's  intention  that  the 
survey  of  each  facility  be  comprehensive  in  nature.  The  surveyors 
should  be  allowed  to  spend  as  much  time  as  they  deem  necessary  to 
properly  survey  a  statistically  significant  case-mix  stratified  sample 
of  residents  to  determine  compliance  with  the  requirements  con- 
tained in  this  bill.  The  committee  does  not  intend  the  standard 
survey  to  become  a  short  abbreviated  survey  in  future  years  for  fa- 
cilities normally  found  in  compliance  when  surveyed.  Even  though 
the  standard  survey  is  mainly  to  be  patient-centered  outcome-ori- 
ented, the  committee  expects  the  surveyors  to  place  importance  on 
the  quality  of  the  physical  environment  of  the  facility. 

Any  individual  who  notified  (or  caused  to  be  notified)  a  SNF  of 
the  time  or  date  on  which  such  a  survey  was  scheduled  to  be  con- 
ducted would  be  subject  to  a  civil  money  penalty  not  to  exceed 
$2,000.  The  Secretary  would  provide  for  imposition  of  the  civil 
money  penalties  in  a  manner  similar  to  that  for  the  imposition  of 
civil  money  penalties  under  section  11 28 A. 

(c)  Extended  and  Followup  Survey. — If  a  survey  team  deter- 
mined that,  because  of  poor  quality  of  care  found  in  a  SNF  during 
the  standard  survey  of  the  facility,  it  would  recommend  termina- 
tion of  participation  of  the  facility  under  Medicare  or  the  appoint- 
ment of  temporary  management,  the  facility  would  be  subject  to  an 
extended  survey.  The  extended  survey  would  review  the  policies 
and  procedures  that  resulted  in  the  poor  quality  outcomes  and  to 
investigate  fully  the  facility's  compliance  with  each  of  the  require- 
ments of  participation.  The  committee  intends  this  survey  to  in- 
clude an  expanded  sample  of  residents'  assessments  reviewed  and  a 
review  of  staffing,  in-service  training,  and  if  appropriate  of  con- 
tracts with  consultants.  The  Secretary  or  the  State,  at  its  discre- 
tion, could  subject  any  facility  to  an  extended  survey. 

(d)  Survey  Protocol  and  Personnel.— Not  later  than  January 
1,  1989,  the  Secretary  would  be  required  to  develop,  test  and  vali- 
date a  protocol  to  conduct  standard  and  extended  surveys  to  be 
used  by  the  States  and  the  Secretary.  The  Secretary  would  also 
have  to  establish  minimum  qualifications  for  State  surveyors. 
States  would  have  to  measure  and  reduce  inconsistency  in  the  ap- 
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plication  of  survey  results  among  their  surveyors  and  could  not  use 
as  surveyors,  individuals  who  had,  within  the  previous  2  years, 
served  as  a  member  of  the  staff  of,  or  as  a  consultant  to,  the  SNF 
surveyed. 

Surveys  would  be  conducted  by  a  multidisciplinary  team  of  pro- 
fessionals which  would  include  a  registered  nurse  and  others  select- 
ed in  accordance  with  regulations  developed  by  the  Secretary.  It  is 
the  committee's  intent  that  the  survey  team  be  multidisciplinary 
in  order  that  it  may  include  experts  in  all  aspects  of  SNF  manage- 
ment, delivery  of  services  and  physical  plant  operations.  The  com- 
mittee believes  that  only  through  such  teamwork  can  residents'  be 
assured  that  quality  of  care  is  being  provided. 

In  addition  each  State  would  be  required  to  maintain  and  utilize 
a  specialized  team  for  the  purpose  of  identifying,  surveying,  gather- 
ing evidence,  and  carrying  out  appropriate  enforcement  actions 
against  chronically  substandard  SNFs.  The  team  would  include  or 
have  prompt  access  to  an  attorney,  auditor  and  appropriate  health 
care  professionals.  The  committee  understands  that  some  SNFs  are 
habitually  out  of  compliance  and  believes  that  one  of  the  best  ways 
to  force  these  facilities  to  meet  the  Medicare  requirements  is  to 
have  a  special  team  work  just  with  such  facilities. 

States  would  be  required  to  provide  each  member  of  a  survey 
team  with  comprehensive  preservice  training,  and  in  addition  an- 
nually provide  a  minimum  of  not  less  than  40  hours  of  continuing 
education  on  conducting  surveys.  No  individual  would  be  allowed 
to  serve  as  a  surveyor  unless  the  individual  had  successfully  com- 
pleted a  training  and  testing  program  in  survey  and  certification 
techniques  approved  by  the  Secretary. 

(e)  Federal  Validation  Surveys. — The  Secretary  would  have  to 
conduct  sample  onsite  surveys  of  sufficient  number  of  facilities  in 
each  State,  within  2  months  of  the  State's  surveys,  to  assess  the 
adequacy  of  the  State's  surveys.  The  Secretary  would  have  to  use 
the  same  survey  protocols  used  by  the  States. 

If  the  State  has  determined  that  a  SNF  meets  the  Medicare  re- 
quirements but  the  Secretary's  determination  is  otherwise,  the  Sec- 
retary's determination  as  to  compliance  of  the  facility  is  binding 
and  supersedes  that  of  the  State  survey. 

(f)  Administrative  Penalties  for  Inadequate  State  Survey 
Performance. — Where  the  Secretary  finds,  on  the  basis  of  valida- 
tion surveys,  that  the  State's  survey  and  certification  performance 
is  not  adequate  or  has  failed  to  perform  standard  and  extended  sur- 
veys, the  Secretary  could  provide  for  an  appropriate  remedy,  which 
could  include  the  training  of  the  survey  team  or  the  designation  of 
another  State  to  perform  survey  and  certification  activities. 

The  Secretary  could  conduct  a  survey  of  any  SNF  if  it  has  rea- 
sons to  question  the  compliance  of  the  SNF  with  regard  to  Medi- 
care requirements  and  could  make  binding  determinations  on  the 
extent  of  the  SNF's  compliance. 

(g)  Investigation  of  Complaints  and  Monitoring  Compli- 
ance.— Each  State  would  be  required  to  maintain  procedures  and 
adequate  staff  to:  (1)  investigate  complaints  of  violations,  and  (2) 
monitor,  on-site,  on  a  daily  or  regular  basis,  a  SNF's  compliance 
with  the  requirements  of  participation. 
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(h)  Disclosure  of  Results  of  Inspections  and  Activities. — The 
Secretary  and  the  States,  would  have  to  make  available  to  the 
public:  (1)  the  results  of  all  surveys  conducted,  (2)  copies  of  Medi- 
care and  Medicaid  cost  reports  filed  by  a  SNF,  and,  (3)  copies  of 
statements  of  ownership.  In  addition,  where  a  State  finds  a  SNF 
had  provided  poor  quality  of  care,  the  State  would  have  to  notify 
the  attending  physician  of  each  resident  about  the  finding  and  con- 
tact the  State  board  responsible  for  licensing  of  the  SNF  adminis- 
trator. States  would  also  have  to  provide  access  to  all  information 
available  to  its  survey  and  certification  agency  to  the  State  Medic- 
aid fraud  and  abuse  unit.  The  committee  intends  that  all  survey 
results  would  be  posted  in  a  form  and  place  readily  accessible  to 
nursing  home  residents  and  their  representatives. 

Effective  Date 

The  new  survey  and  certification  process  requirements  would  be 
effective  for  services  furnished  on  or  after  July  1,  1989. 

3.  ENFORCEMENT  PROCESS  FOR  SKILLED  NURSING  FACILITIES  (SEC.  9313 

OF  THE  BILL) 

Present  Law 

(a)  General  Framework. — Under  current  law  where  the  Secre- 
tary determines  that  the  SNF's  deficiencies  immediately  jeopardize 
the  health  and  safety  of  its  patients,  the  Secretary  provides  for  the 
termination  of  the  facility's  participation  agreement,  If  the  defi- 
ciencies do  not  immediately  jeoparize  the  health  and  safety  of  the 
patients,  the  Secretary,  in  lieu  of  termination,  may  deny  Medicare 
payment  with  respect  to  any  individual  admitted  to  such  facility 
after  a  certain  date. 

(b)  Alternative  State  Remedies. — Currently  there  are  no  mini- 
mum State  standards  concerning  penalties  assessed  against  skilled 
nursing  facilities  that  fail  to  meet  established  standards  of  care. 
Other  than  revocation  of  licensing,  the  States  vary  in  the  penalties 
they  now  assess. 

(c)  Alternative  Federal  Remedies. — Under  current  law  where 
there  is  no  immediate  jeopardy  of  the  health  and  safety  of  the  resi- 
dents in  the  SNF,  the  Secretary  may,  in  lieu  of  terminating  the 
participation  agreement  or  certification  of  the  facility,  provide  that 
no  payment  be  made  under  Medicare  or  Medicaid  with  respect  to 
any  individual  admitted  to  such  SNF  after  a  date  specified  by  the 
Secretary. 

(d)  Rules  for  Overlapping  State  and  Federal  Remedies. — 
Presently  there  are  no  statutory  requirements  for  the  coordination 
of  conflicting  or  overlapping  State  and  Federal  remedies.  However, 
under  current  law  Federal  remedies  do  take  precedent  over  State 
remedies. 

Explanation  of  Provision 

Effective  October  1,  1989,  the  bill  would  revise  current  law  re- 
garding enforcement  of  compliance  with  the  requirements  for  par- 
ticipation as  follows: 

(a)  General  Framework. — If  the  State  or  Federal  Government 
found  that  a  SNF  no  longer  met  a  condition  of  participation  and 
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further  found  that  the  facility's  deficiencies  immediately  jeopard- 
ized the  health  or  safety  of  its  residents,  the  State  would  be  re- 
quired to  take  immediate  action  to  remove  the  jeopardy  and  cor- 
rect the  deficiencies  (including  the  appointment  of  temporary  man- 
agement) or  terminate  the  facility's  participation.  The  State  could, 
in  addition,  impose  other  remedies,  if  the  State  demonstrates  to  the 
Secretary's  satisfaction  that  the  alternative  remedies  are  effective. 
The  committee  intends  that  a  facility  would  be  entitled  to  a  hear- 
ing, but  only  after  termination  occurred.  Termination  of  a  facility's 
participation  in  Medicare  would  mean  denial  of  payment  for  exist- 
ing Medicare  residents  as  well  as  any  new  Medicare  residents. 
Denial  of  payment,  civil  money  penalties  and  the  closing  of  a  facili- 
ty during  an  emergency  with  the  transfer  of  residents  to  another 
facility  could  be  imposed  in  the  case  of  a  pending  hearing. 

(b)  Alternative  State  Remedies. — If  the  facility's  deficiencies 
did  not  immediately  jeopardize  the  health  or  safety  of  its  residents, 
the  State  would  be  required  to  establish  and  could  apply  intermedi- 
ate sanctions  including:  (i)  denial  of  payment  for  new  residents,  (ii) 
assessing  monetary  penalties,  (iii)  placing  the  facility  under  the  ap- 
pointment of  temporary  management  or,  (iv)  in  case  of  emergency, 
closing  the  facility  and  transferring  the  residents  to  other  facilities. 
In  the  case  of  the  assessment  of  monetary  penalties,  the  committee 
expects  that  any  penalties  assessed  be  actually  collected  for  each 
day  the  facility  remained  out  of  compliance.  Each  State  is  expected 
to  establish  the  remedies  listed  in  (i)  through  (iv)  by  October  1, 
1989.  The  Secretary  would  be  required  to  provide,  through  regula- 
tions or  otherwise  by  October  1,  1988,  guidance  to  the  States  in  es- 
tablishing these  remedies.  But  the  failure  of  the  Secretary  to  pro- 
vide such  guidance  would  not  relieve  a  State  of  the  responsibility  of 
establishing  the  above  remedies. 

If  a  SNF  had  not  complied  with  any  of  the  requirements  estab- 
lished in  this  bill  within  6  months  after  the  date  the  facility  is 
found  to  be  out  of  compliance,  the  State  would  have  to  deny  pay- 
ment for  all  individuals  admitted  to  the  facility  after  that  date. 

(c)  Alternative  Federal  Remedies. — In  the  case  of  noncompli- 
ance by  a  State  nursing  facility,  or  any  other  facility,  where  the 
health  and  safety  of  residents  are  not  immediately  jeopardized,  the 
Secretary  could:  (i)  impose  a  civil  money  penalty  of  not  more  than 
$10,000  for  each  day  of  noncompliance,  (ii)  deny  Medicare  pay- 
ments for  Medicare  residents  until  the  Secretary  determines  the 
SNF  is  in  substantial  compliance  with  all  the  Medicare  require- 
ments, or  (iii)  appoint  temporary  management. 

(d)  Rules  for  Overlapping  State  and  Federal  Remedies. — In 
the  case  of  noncompliance  where  a  State  and  the  Secretary  have 
made  different  determinations  with  respect  to  compliance  status  or 
with  regard  to  the  remedies  that  should  be  imposed,  the  following 
general  rules  would  apply: 

(1)  If  the  Secretary  finds  that  a  SNF  has  met  all  the  require- 
ments of  participation,  but  the  State  finds  that  the  facility  has 
not  met  the  requirements  and  the  failure  does  not  immediately 
jeopardize  the  health  or  safety  of  its  residents,  the  State's  find- 
ings would  control  and  the  remedies  of  the  State  would  be  ap- 
plied. 
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(2)  If  the  Secretary  finds  that  a  SNF  has  not  met  all  the  re- 
quirements for  participation  and  that  the  failure  does  not  im- 
mediately jeopardize  the  health  and  safety  of  its  residents,  but 
the  State  has  not  made  such  a  finding,  the  Secretary  could 
impose  any  remedies  (other  than  termination  of  participation) 
with  respect  to  the  facility. 

(3)  If  both  the  Secretary  and  the  State  find  that  a  SNF  has 
not  met  all  the  requirements  of  participation,  neither  finds 
that  the  failure  immediately  jeopardizes  the  health  or  safety  of 
its  residents,  and  both  find  that  the  facility's  participation 
under  the  plan  should  be  terminated,  the  State's  determina- 
tion of  corrective  actions  and  timing  such  actions  shall  take 
precedence  over  similar  determinations  by  the  Secretary  so 
long  as  such  actions  do  not  occur  later  than  6  months  after  the 
date  of  the  finding  of  noncompliance. 

All  information  concerning  SNF  facilities  required  by  this  bill 
would  be  made  available  to  Federal  or  State  employees  for  pur- 
poses of  effective  administration  of  programs  under  Medicare  and 
Medicaid. 

Effective  Date 

The  enforcement  provisions  would  be  effective  for  surveys  con- 
ducted on  or  after  October  1,  1989. 

Part  2 — Provisions  Relating  to  Parts  A  and  B  of  the  Medicare 

Program 

1.  setting  average  prompt  pay  standard  (sec.  9331  of  the  bill) 
Present  Law 

Requires  (for  Medicare  claims  not  paid  on  a  PIP  basis)  payments 
to  be  made  by  a  Part  A  intermediary  for  at  least  95  percent  of  all 
Medicare  clean  claims  by  the  applicable  number  of  calendar  days 
after  the  day  on  which  a  clean  claim  is  received.  In  fiscal  year 
1987,  the  applicable  number  of  calendar  days  is  30,  26  for  fiscal 
year  1988,  25  for  fiscal  year  1989,  and  24  for  fiscal  year  1990  and 
for  each  of  the  subsequent  years. 

For  clean  claims  not  paid  on  a  PIP  basis,  if  payment  is  not  made 
by  the  applicable  number  of  days  after  the  date  on  which  a  clean 
claim  is  received,  interest  is  required  to  be  paid  beginning  on  the 
day  after  the  date  on  which  payment  was  due,  and  ending  on  the 
date  payment  is  made. 

For  Part  B,  the  requirements  are  the  same  except  that  for  par- 
ticipating physicians,  the  applicable  deadlines  for  payment  on  95 
percent  of  clean  claims  are  19  days  in  fiscal  year  1988,  18  for  fiscal 
year  1989,  17  for  fiscal  year  1990  and  for  subsequent  years.  Interest 
accrues  for  payments  not  paid  within  the  specified  time  period. 

There  is  no  standard  in  current  law  regarding  the  average  time 
over  which  all  payments  shall  be  made. 

Explanation  of  Provision 

The  Secretary  would  be  required  to  establish  a  claims  payment 
policy  which  would  result  in  a  specified  average  time  period  be- 
tween receipt  of  a  clean  claim  and  payment  by  fiscal  intermediar- 
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ies  and  carriers.  In  fiscal  year  1988  this  policy  would  apply  to  Part 
A  and  the  average  time  period  specified  would  be  20  days.  In  fiscal 
year  1989  and  in  fiscal  year  1990  this  policy  would  apply  to  both 
Part  A  and  Part  B  and  the  average  time  period  specified  would  be 
23  days  in  fiscal  year  1989  and  25  days  in  fiscal  year  1990. 

The  applicable  ceilings  for  payment  of  clean  claims  would  be  in- 
creased for  Part  A  and  for  Part  B  other  than  participating  physi- 
cians to  30  days  during  each  of  the  next  three  fiscal  years.  For  par- 
ticipating physicians  the  deadlines  would  be  set  at  23  days  for  each 
year.  The  Secretary  could  not  adopt  any  other  policy  which  is  pri- 
marily intended  to  delay  claims  payment. 

The  committee  intends  that  in  adopting  the  claims  payment 
policy  for  a  fiscal  year  the  Secretary  would  have  the  flexibility  to 
apply  different  policies  for  Part  A  and  Part  B,  for  different  types  of 
claims  within  each  Part,  and  for  electronically-submitted  and  other 
types  of  claims,  as  long  as  the  overall  average  were  met. 

The  committee  intends  that  the  Secretary  will  set  differential 
standards  for  each  intermediary  and  carrier.  The  committee  ex- 
pects that  the  additional  delays  in  payment  as  compared  to  the 
prior  fiscal  year  experienced  by  each  carrier  and  intermediary  as  a 
result  of  the  standards  will  be  the  same  to  the  extent  feasible. 
Therefore,  the  Secretary  is  precluded  from  establishing  a  national 
floor.  If  the  contract  for  a  given  region  or  type  of  provider  changes, 
the  committee  expects  that  the  Secretary  will  apply  a  similar  aver- 
age payment  standard  to  the  new  contractor  as  to  the  former  con- 
tractor. The  committee  also  expects  the  Secretary  to  maintain  ex- 
isting differentials  between  payments  to  participating  and  non-par- 
ticipating physicians. 

The  Secretary  would  be  required  to  announce  by  July  1  of  each 
year  (or  within  30  days  of  enactment  in  the  case  of  fiscal  year  1988) 
the  claims  payment  policy  for  each  fiscal  intermediary  and  carrier. 
In  addition,  the  committee  expects  that  the  Secretary  will  make  no 
more  than  one  interim  adjustment  to  that  policy  in  any  given  fiscal 
year. 

In  evaluating  intermediary  and  carrier  performance  in  adminis- 
tering the  claims  payment  policy,  the  committee  expects  the  Secre- 
tary to  consider  performance  over  a  full  fiscal  year. 

The  committee  intends  that  section  202  of  the  Balanced  Budget 
and  Emergency  Deficit  Control  Act  of  1987  shall  not  apply  to  the 
establishment  of  the  average  payment  standard.  This  policy  was 
adopted  in  response  to  an  Administration  proposal  to  adopt  signifi- 
cantly higher  average  payment  standards  than  the  committee  has 
proposed.  The  primary  purpose  of  the  policy  is  to  provide  for  pay- 
ment schedules  that  are  reasonable  and  fiscally  sound  for  both  the 
Medicare  program  and  for  providers.  In  adopting  this  amendment 
the  committee  was  particularly  aware  that  a  direct  relationship 
exists  between  this  provision  and  the  hospital  update  factor.  Adop- 
tion of  this  policy  permitted  the  committee  to  adopt  a  higher 
update  factor  over  the  next  three  years  than  otherwise  would  have 
been  the  case  given  the  reconciliation  targets. 

The  General  Accounting  Office  would  be  required  to  review  and 
report  to  the  Committee  on  Ways  and  Means  and  Finance  by 
March  31,  1988  on  the  implementation  by  the  Secretary  of  this 
policy. 
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Effective  Date 
October  1,  1987. 

2.  HEALTH  MAINTENANCE  ORGANIZATIONS  AND  CAPITATION 
DEMONSTRATION  PROJECTS  (SEC.  9332  OF  THE  BILL) 

Present  Law 

(a)  Broadening  Use  of  Civil  Monetary  Penalties  and  Inter- 
mediate Sanctions  Against  Health  Maintenance  Organiza- 
tions (HMOs)/ Competitive  Medical  Plans  (CMPs). — Current  law 
provides  for  civil  monetary  penalties  for  HMOs  which  deny  medi- 
cally indicated  treatment.  The  intermediate  sanctions  of  freezing 
enrollment  and  terminating  payment  for  new  enrollees  can  be  im- 
posed for  violation  of  the  requirement  that  no  more  than  50  per- 
cent of  an  HMO  membership  be  beneficiaries  of  Medicare  and  Med- 
icaid. 

(b)  Limitation  of  Capitation  Demonstration  Projects. — Sec- 
tion 222  of  the  Social  Security  Amendments  of  1972  and  section 
402(a)  of  the  Social  Security  Amendments  of  1967  authorize  the 
Secretary  to  waive  provisions  of  Title  XVIII  in  order  to  conduct 
demonstrations. 

(c)  Treatment  of  Michigan  Blue  Care  HMO  Network  Under 
50-Percent  Rule. — Current  law  specifies  that  no  more  than  50  per- 
cent of  the  members  of  a  health  maintenance  organization  or  com- 
petitive medical  plan  may  be  beneficiaries  of  Medicare  and/ or  Med- 
icaid. 

(d)  Assignment  of  HMO  Members  for  Certain  Organiza- 
tions.— For  purposes  of  the  50/50  rule  desicribed  in  paragraph  (c), 
Medicare  beneficiaries  enrolled  in  an  HMO  which  is  a  subsidiary  of 
another  HMO  and  which  is  located  in  a  different  state  than  the 
subsidiary  are  counted  separately  for  the  subsidiary  and  for  the 
parent. 

Explanation  of  Provision 

(a)  Broadening  Use  of  Civil  Monetary  Penalties  and  Inter- 
mediate Sanctions  Against  Health  Maintenance  Organiza- 
tions.— The  provision  would  authorize  the  Secretary  to  impose  civil 
monetary  penalties,  impose  enrollment  or  admission  restrictions, 
and/ or  withhold  payments  due  to  HMOs  which:  (i)  fails  to  provide 
medically  necessary  items  and  services;  (ii)  charges  Medicare  bene- 
ficiaries more  than  the  amount  permitted  by  a  contract  with  the 
Secretary;  (iii)  acts  to  expel  or  to  refuse  to  re-enroll  an  individual 
due  to  health  status;  (iv)  engages  in  any  practice  which  can  reason- 
ably be  expected  to  deny  or  discourage  enrollment  or  re-enrollment 
to  individuals  based  upon  their  health  status;  (v)  enrolls  an  individ- 
ual without  that  person's  knowledge  or  consent;  and/or,  (vi)  mis- 
represents or  falsifies  information  provided  to  the  Secretary  or  a 
beneficiary  regarding  the  plan's  cost,  benefits,  or  services.  Penalties 
available  under  this  provision  include:  (i)  civil  penalties  of  up  to 
$25,000,  or  $100,000  in  the  case  of  discouraging  or  denying  enroll- 
ment or  providing  false  information  to  the  Secretary,  for  each  de- 
termination regarding  an  individual  adversely  affected  by  a  viola- 
tion under  this  provision;  (ii)  suspension  of  enrollment;  and,  (iii) 
suspension  of  payment  to  the  organization. 
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(b)  Limitation  of  Capitation  Demonstration  Projects. — The 
Secretary  would  be  prohibited  from  conducting  capitation  demon- 
stration projects  with  entities  other  than  HMOs  and  CMPs  which 
contract  with  Medicare  pursuant  to  section  1876  which  involves 
more  than  $15  million  in  Medicare  funds  or  which  involves  a  capi- 
tated payment  of  more  than  95  percent  of  the  adjusted  average  per 
capita  cost  (AAPCC)  established  for  HMOs  and  CMPs  in  a  region. 
To  the  extent  that  the  Secretary  conducted  such  demonstrations 
with  HMOs  and  CMPs,  the  General  Accounting  Office  would  be  re- 
quired to  report  to  the  Congress  on  the  conduct  of  the  demonstra- 
tions. 

(c)  Treatment  of  Michigan  Blue  Care  HMO  Network  Under 
50  Percent  Rule. — Blue  Care,  Inc.  would  be  considered  as  meeting 
the  50/50  requirement  if  each  of  the  nonprofit  health  maintenance 
organizations  to  which  Blue  Care's  members  are  assigned  for  pur- 
poses of  receiving  health  services  meet  the  requirement  and  if  not 
more  than  20  percent  of  the  individuals  who  are  members  of  or  as- 
signed to  each  of  the  HMOs  are  Medicare  enrollees. 

(d)  Assignment  of  HMO  Members  for  Certain  Organiza- 
tions.— The  provision  would  require  the  Secretary  to  count  speci- 
fied Medicare  enrollees  of  a  subsidiary  HMO  for  purposes  of  the 
50/50  rule  against  the  enrollment  of  certain  parent  HMOs  if  the 
parent  HMO  so  elects  and  if  the  Medicare  enrollees  have  a  collec- 
tively bargained  right  to  obtain  health  benefits  from  the  parent 
HMO.  The  provision  would  terminate  after  five  years  at  which 
point  the  subsidiary  HMO  would  have  to  meet  the  50/50  rule. 

Effective  Date 

Provision  (b)  effective  October  1,  1987.  All  other  provisions  effec- 
tive upon  enactment. 

3.  MISCELLANEOUS  PART  A  AND  PART  B  PROVISIONS  (SEC.  9335  OF  THE 

BILL) 

Present  Law. 

(a)  Criminal  Penalties  for  Willful  Misrepresentations. — Cur- 
rent law  makes  it  a  felony  and  permits  penalties  of  a  fine  not  ex- 
ceeding $25,000  or  up  to  5  years  in  jail  for  officers  of  a  hospital, 
skilled  nursing  facility,  or  home  health  agency  who  falsify  condi- 
tions of  operation  of  the  facility  in  order  to  qualify  or  continue  to 
qualify  for  payment  from  Medicare.  Present  law  does  not  include 
officers  of  other  entities  which  participate  in  Medicare  among 
those  who  are  subject  to  criminal  sanctions. 

(b)  Requiring  Publication  of  Intermediary/Carrier  Budget 
Methodology. — The  Secretary  is  required  to  publish  in  the  Feder- 
al Register  the  standards  and  criteria  used  to  evaluate  Medicare 
fiscal  intermediaries  and  carriers.  In  paying  fiscal  intermediaries 
and  carriers  for  their  services,  the  Secretary  is  required  to  take 
into  account  the  amount  that  is  reasonable  and  adequate  to  meet 
the  costs  which  must  be  incurred  by  an  efficiently  and  economical- 
ly operate  agency  or  organization.  There  is  no  requirement  that 
the  Secretary  publish  the  methodology  by  which  he  determines  this 
amount. 
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(c)  Extend  and  Clarify  Prohibition  on  Cost  Savings  Policies 
Before  the  Beginning  of  the  Fiscal  Year. — The  Secretary  is  pro- 
hibited from  issuing  any  regulation,  instruction,  or  other  policy  in 
final  form  prior  to  September  1,  1987  which  is  estimated  by  the 
Secretary  to  result  in  a  net  reduction  in  expenditures  during  fiscal 
year  1988  of  more  than  $50,000,000  for  hospital  or  physician  serv- 
ices provided  under  Medicare. 

(d)  Timely  Notification  to  Providers  of  Changes  in  Medicare 
Coverage. — The  Secretary  is  authorized  to  enter  into  agreements 
with  fiscal  intermediaries  which  require,  among  other  things,  that 
the  intermediaries  serve  as  a  center  for,  and  communicate  to  pro- 
viders, any  information  or  instructions  furnished  to  the  interme- 
diary by  the  Secretary. 

There  are  currently  no  requirements  specifying  a  time  period  in 
which  the  fiscal  intermediaries  must  send  the  providers  they  serv- 
ice with  the  administrative  guidance  they  receive  from  HCFA. 

(e)  Podiatrists. — Podiatrists  are  considered  to  be  physicians  with 
respect  to  the  functions  which  they  are  legally  authorized  to  per- 
form under  the  laws  of  the  State  in  which  they  practice  but  only  if 
such  practice  is  consistent  with  the  policy  of  the  institution  or 
agency  in  which  the  services  are  provided. 

(f)  Technical  Part  A  and  B  Amendments. — There  are  a  number 
of  drafting  errors  in  current  law  provisions  added  by  the  Omnibus 
Budget  Reconciliation  Act  of  1986. 

Explanation  of  Provision 

(a)  Criminal  Penalties  for  Willful  Misrepresentations. — The 
amendment  would  include  officers  of  Health  Maintenance  Organi- 
zations, competitive  medical  plans,  comprehensive  outpatient  reha- 
bilitation facilities,  ambulatory  surgical  centers,  hospices,  and  rural 
health  clinics  in  the  list  of  those  persons  who  will  be  held  criminal- 
ly liable  for  willful  misrepresentations  in  an  attempt  to  qualify  for 
Medicare  payments. 

(b)  Requiring  Publication  of  Intermediary/Carrier  Budget 
Methodology. — The  Secretary  would  be  required  to  publish  in  the 
Federal  Register,  for  public  comment,  the  procedures,  criteria,  and 
data  used  to  establish  intermediary  and  carrier  budgets. 

(c)  Extend  and  Clarify  Prohibition  on  Cost-Savings  Policies 
Before  the  Beginning  of  the  Fiscal  Year.-— The  Secretary  would 
be  prohibited  from  issuing  any  regulation,  instruction,  or  other 
policy  in  final  form  prior  to  October  15,  1988  which  is  estimated  by 
the  Secretary  to  result  in  a  net  reduction  in  expenditures  during 
fiscal  year  1989  of  more  than  $50,000,000  for  benefits  covered  under 
Medicare. 

(d)  Timely  Notification  to  Providers  of  Changes  in  Medicare 
Coverage. — The  provision  would  require  each  agreement  between 
the  Secretary  and  a  fiscal  intermediary  to  include  the  requirement 
that  the  intermediary  transmit  to  each  home  health  agency  or 
skilled  nursing  facility  a  copy  of  any  coverage  or  program  instruc- 
tions and  memoranda,  clarifications,  interpretive  rules,  statements 
of  policy,  and  guidelines  of  general  applicability  which  the  Secre- 
tary has  sent  the  intermediary  within  5  business  days  after  receipt. 
For  other  providers  (hospitals,  hospices,  comprehensive  out-patient 
rehabilitation  facilities,  end-stage  renal  disease  facilities,  rural 
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health  clinics  and  Christian  Science  sanatoria)  the  intermediary 
would  be  required  to  send  this  information  to  the  providers  not 
later  than  the  7th  day  of  the  month  following  the  month  in  which 
the  information  was  received  by  the  intermediary  from  the  Secre- 
tary. Except  such  policy  statement  would  be  sent  out  within  5  busi- 
ness days  by  the  fiscal  intermediary  if  the  policy  statement  would 
take  effect  before  the  7th  day  of  the  following  month. 

The  committee  is  concerned  about  the  increasing  denial  rate  by 
fiscal  intermediaries  of  Medicare  home  health  claims.  The  commit- 
tee anticipates  that  more  timely  information  on  reimbursement 
policies  will  help  providers  better  determine  whether  or  not  Medi- 
care will  reimburse  for  a  particular  service  or  claim. 

(e)  Podiatrists. — Podiatrists  would  be  defined  as  physicians  with 
respect  to  the  functions  which  they  are  legally  authorized  to  per- 
form under  State  laws. 

(f)  Technical  Part  A  and  B  Amendments. — A  number  of  draft- 
ing errors  in  current  law  would  be  corrected. 

Effective  Date 

Provision  (d)  shall  apply  to  agreements  under  section  1816  as  of 
January  1,  1988.  All  other  provisions  are  effective  upon  enactment. 

Part  3 — Provisions  Relating  to  Part  B  of  Medicare  Program 

1.  PHYSICIAN  PAYMENT  UPDATE  (SEC.  9361  OF  THE  BILL) 

Present  Law 

The  Medicare  approved  charge  for  a  physician's  service  is  the 
lowest  of  the  physician's  billed  charge,  the  physician's  customary 
charge,  or  the  prevailing  charge  derived  from  charges  made  by 
physicians  in  an  area. 

Increases  in  prevailing  charges  are  limited  by  the  Medicare  Eco- 
nomic Index  ("MEI")  which  reflects  yearly  increases  in  overhead 
costs  for  physicians  and  changes  in  general  earnings  levels.  It  is  ex- 
pected that  the  MEI  for  1988  will  be  3.6  percent. 

Payment  may  be  made  on  an  "assigned"  or  "unassigned"  basis. 
If  assignment  is  accepted,  the  physician  agrees  to  accept  the  Medi- 
care approved  charge  as  payment  in  full.  If  assignment  is  not  ac- 
cepted, the  physician  may  charge  extra. 

The  participating  physician  program  was  established  because  of 
concern  about  extra  charges  on  unassigned  claims.  Participating 
physicians  agree  to  accept  assignment  on  all  Medicare  claims. 

To  provide  an  incentive  for  participation,  the  prevailing  charges 
limit  for  participating  physicians  is  set  4  percent  higher  than  for 
nonparticipating  physicians. 

Explanation  of  Provision 

For  calendar  year  1988,  participating  physicians  would  receive  a 
prevailing  charge  increase  of  2  percent.  Prevailing  charge  screens 
for  nonparticipating  physicians  would  be  set  at  95  percent  of  the 
level  for  participating  physicians.  This  represents  an  increase  of 
approximately  1  percent  for  nonparticipating  physicians.  The  same 
rule  would  apply  to  determine  maximum  payment  amounts  for 
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nonparticipating  physicians  in  the  case  of  payments  based  on  in- 
herent reasonableness  or  comparability  screens. 

The  committee  expects  that  the  proposed  increase  in  the  pay- 
ment differential  will  encourage  additional  physicians  to  partici- 
pate, thereby  helping  to  limit  beneficiary  liability  for  extra  charges 
on  imassigned  claims. 

Extra  charges  on  unassigned  claims  are  projected  to  total  ap- 
proximately $4  billion  during  1988.  More  than  one  million  benefici- 
aries will  incur  extra  billing  liability  in  excess  of  $1,000  during  the 
year. 

Approximately  31  percent  of  physicians  have  signed  participation 
agreements  for  1987.  Participating  physicians  provided  44  percent 
of  approved  charges  during  the  first  quarter  of  calendar  1987.  Since 
the  initiation  of  the  participating  physician  program,  the  overall 
assignment  rate  has  increased  from  58  percent  during  fiscal  year 
1984  to  73  percent  during  the  first  quarter  of  1987.  Many  observers 
believe  that  a  substantial  portion  of  the  increase  in  assignment 
rates  is  a  direct  result  of  the  participation  program. 

Effective  Date 

The  provision  would  be  effective  for  items  and  services  provided 
on  or  after  January  1,  1988. 

2.  PAYMENT  REDUCTIONS  FOR  CERTAIN  PROCEDURES  (SEC.  9362  OF  THE 

BILL) 

Present  Law 

The  Omnibus  Budget  Reconciliation  Act  of  1986  reduced  prevail- 
ing charges  for  cataract  surgery  by  10  percent  below  the  levels  that 
would  otherwise  have  been  in  effect  during  1987.  Because  prevail- 
ing charges  for  all  services,  including  cataract  surgery,  were  in- 
creased by  3.2  percent  on  January  1,  1987,  as  part  of  the  normal 
yearly  payment  update,  charge  screens  for  cataract  surgery  were 
actually  reduced  by  only  7.1  percent  below  1986  levels. 

The  Omnibus  Budget  Reconciliation  Act  of  1986  provided  for  a 
further  reduction  in  prevailing  charges  for  cataract  surgery  effec- 
tive January  1,  1988  equal  to  2  percent  of  the  prevailing  charge 
which  would  have  been  in  effect  during  1988. 

A  special  limit  on  actual  charges  for  cataract  surgery  was  also 
established  to  help  prevent  cost-shifting  to  Medicare  beneficiaries. 
The  limit  requires  nonparticipating  physicians  to  reduce  their 
billed  charge  over  a  two-year  period  to  no  more  than  125  percent  of 
the  reduced  prevailing  charge.  Similar  limits  were  established  for 
physicians  supervising  nurse  anesthetists,  cataract  surgery  anes- 
thesia, and  payment  reductions  under  the  Secretary's  inherent  rea- 
sonableness authority. 

Explanation  of  Provision 

The  Secretary  would  be  required  to  reduce  prevailing  charges  for 
selected  overpriced  procedures.  The  procedures  (with  corresponding 
HCPCS-CPT  codes)  are:  coronary  artery  bypass  surgery  (33510- 
33528),  total  hip  replacement  (27130-27132),  cataract  surgery 
(66830-66985),  transurethral  prostatectomy  (52601),  suprapubic 
prostatectomy  (55821),  diagnostic  and/or  therapeutic  dilation  and 
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curettage  (58120),  and  carpal  tunnel  neurolysis  and/or  transposi- 
tion (64721). 

Effective  January  1,  1988,  prevailing  charges  for  each  of  these 
procedures  would  be  reduced  15  percent  below  levels  in  effect 
during  1987.  This  would  supersede  the  2  percent  reduction  for  cata- 
ract surgery  scheduled  for  1988  under  current  law. 

A  floor  would  be  set  at  80  per  cent  of  the  weighted  national  aver- 
age prevailing  charge  for  the  procedure  during  1987  based  on  the 
best  available  data.  In  no  instance  would  prevailing  charges  be  re- 
duced below  the  applicable  floor. 

The  special  limit  on  actual  charges  established  by  the  Omnibus 
Budget  Reconciliation  Act  of  1986  would  be  strengthened  to  im- 
prove protection  against  increased  out-of-pocket  costs  for  benefici- 
aries. During  the  first  year,  the  limit  would  be  set  half-way  be- 
tween the  physician's  maximum  allowable  actual  charge  (MAAC) 
for  the  procedure  during  the  preceding  year  and  125  percent  of  the 
current  year  prevailing  charge.  During  the  second  year,  the  limit 
would  be  set  at  125  percent  of  the  prevailing  charge.  Starting  in 
the  third  year,  the  limit  would  be  set  at  115  percent.  As  under  cur- 
rent law,  the  MAAC  would  also  apply  to  procedures  subject  to  pay- 
ment reductions.  Conforming  changes  would  be  made  to  special 
charge  limits  established  under  Sections  1833(1),  1842(b)(8),  and 
1842(b)(10)  of  the  Social  Security  Act  and  under  Section  9334(b)(2) 
of  the  Omnibus  Budget  Reconciliation  Act  of  1986 

The  list  of  procedures  subject  to  payment  reductions  is  based  on 
recommendations  of  the  Physicians  Payment  Review  Commission. 
The  Commission  compared  relative  payments  under  Medicare  with 
payments  under  several  other  insurance  programs.  The  analysis 
showed  that,  relative  to  the  payments  allowed  for  three  commonly 
performed  surgical  operations  (inguinal  hernia  repair,  appendecto- 
my, and  cholecystectomy),  Medicare  payments  for  the  listed  proce- 
dures were  substantially  excessive. 

The  Commission's  analysis  is  also  supported  by  a  HCFA-funded 
study  by  the  Center  for  Health  Economics  Research.  This  study 
showed  that  a  63  percent  reduction  in  payments  could  be  justified 
for  cataract  surgery,  on  the  basis  of  relative  resource  costs,  with  re- 
ductions of  between  30  and  40  percent  justified  for  the  other  proce- 
dures. The  committee  believes  that  the  study  has  particular  impor- 
tance because  it  was  based  on  a  relative  value  scale  (RVS)  similar 
to  the  RVS  being  developed  pursuant  to  Section  1845(e)  of  the 
Social  Security  Act. 

The  committee  expects  that  the  provision  will  be  implemented  on 
January  1,  1988  and  understands  that  HCFA  will  have  minimal 
lead  time.  In  view  of  time  constraints  and  the  highly  technical 
nature  of  the  calculations  involved,  the  committee  believes  that  the 
Secretary  should  have  sole  discretion  with  regard  to  choice  of  data 
and  methods  used  to  calculate  national  average  prevailing  charges 
for  purposes  of  setting  the  payment  floor. 

Consequently,  the  committee  provision  precludes  judicial  review 
of  the  Secretary's  determination  of  prevailing  charge  floors. 

Effective  Date 

The  provision  would  be  effective  for  items  and  services  provided 
on  or  after  January  1,  1988. 
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3.  LIMITS  ON  PAYMENT  FOR  OPHTHALMIC  ULTRASOUND  AND 
INTRAOCULAR  LENSES  (SEC.  9363  OF  THE  BILL) 

Present  Law 

(a)  Ophthalmic  Ultrasound. — There  are  no  special  payment 
limits  on  payment  for  ophthalmic  ultrasound  procedures. 

(b)  Intraocular  Lenses. — Intraocular  lenses  (IOLs)  implanted  in 
a  physician's  office  or  an  ambulatory  surgery  center  (ASC)  are  cur- 
rently reimbursed  on  a  reasonable  charge  basis.  IOLs  implanted  in 
hospital  outpatient  departments  (OPDs)  must  be  billed  by  the  hos- 
pital and  reimbursed  on  a  reasonable  cost  basis.  Payment  for  IOLs 
furnished  to  hospital  inpatients  is  included  in  the  DRG  payment. 

Explanation  of  Provision 

(a)  Ophthalmic  Ultrasound. — The  prevailing  charge  for  oph- 
thalmic ultrasound  (A-scan)  procedures  (HCPCS-CPT  codes  76511 
and  76516)  would  be  limited  to  5  percent  of  the  prevailing  charge 
for  cataract  surgery  with  intraocular  lens  implantation  (code 
66984).  A-scans  are  routinely  performed  in  advance  of  cataract  sur- 
gery to  determine  the  dimensions  of  the  eye. 

The  5-percent  limit  is  intended  to  cover  the  total  charge  for  the 
procedure,  including  professional  and  technical  services.  It  is  also 
expected  that  the  Secretary  will  establish  comparable  limits  for 
professional  services  in  the  case  of  A-scans  performed  in  a  provider 
setting. 

The  special  limit  on  actual  charge  specified  under  section  9362  of 
the  bill  would  apply  to  prevent  cost-shifting  to  beneficiaries. 

Ophthalmic  ultrasound  is  commonly  performed  by  a  technician. 
According  to  preliminary  data  from  a  HCFA-funded  study,  the  pro- 
cedure takes  about  15  minutes  to  perform.  In  1985,  the  average 
Medicare  allowed  charge  for  an  ophthalmic  ultrasound  was  $126, 
or  $504  on  an  hourly  basis.  In  comparison,  the  average  allowed 
charge  for  a  comprehensive  office  visit,  which  requires  about  one 
hour  of  physician  time,  was  $80. 

Based  on  this  and  other  information,  the  committee  concluded 
that  the  procedure  was  substantially  overpriced.  The  committee 
was  also  concerned  about  "unbundling." 

Unbundling  is  the  practice  of  splitting  a  global  bill  for  a  proce- 
dure into  a  number  of  separate  charges  covering  both  the  main 
procedure  and  related  ancillary  procedures.  By  separate  billing  for 
several  procedures,  physicians  are  often  able  to  receive  higher  re- 
imbursement than  would  be  allowed  under  a  single  global  fee. 

(b)  Intraocular  Lenses. — Payment  for  IOLs  implanted  in  a  phy- 
sician's office  or  an  ambulatory  surgery  center  (ASC)  would  be  lim- 
ited to  acquisition  cost,  net  of  any  discount,  plus  a  handling  fee  to 
be  set  by  the  Secretary  not  to  exceed  10  percent  of  cost. 

The  Secretary  may  require  providers  to  report  acquisition  costs 
on  claims  forms.  The  committee  expects  that  appropriate  anti- 
fraud  provisions  of  the  law  would  be  applied  to  safeguard  against 
inaccurate  reporting. 

Limits  on  actual  charges  would  apply  for  IOLs  provided  by  physi- 
cians to  prevent  cost-shifting  to  beneficiaries.  During  1988,  the 
limit  would  equal  125  percent  of  the  proposed  payment  allowance 
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(cost  plus  handling  fee).  During  1989  and  subsequently,  the  limiting 
charge  would  equal  115  percent  of  the  allowance. 

The  committee  provision  is  intended  to  prevent  overpayments  re- 
sulting from  unjustified  mark-ups  for  IOLS  provided  to  Medicare 
beneficiaries  by  cataract  surgeons.  According  to  a  March  1986 
report  by  the  Inspector  General,  submitted  charges  for  IOLs  often 
exceed  acquisition  cost  by  200  percent  or  more.  Section  9343(c)  of 
the  Omnibus  Budget  Reconciliation  Act  of  1986  dealt  with  the 
problem  in  the  case  of  IOLs  implanted  in  hospital  outpatient  de- 
partments by  requiring  hospital  billing  and  reimbursement  on  a 
reasonable  cost  basis.  The  committee  bill  would  close  remaining 
gaps  in  the  law  by  limiting  payment  to  acquisition  cost  plus  a  han- 
dling fee  for  lenses  implanted  in  other  settings. 

The  committee  is  aware  of  ongoing  efforts  by  HCFA  to  develop  a 
method  for  including  payment  for  IOLs  in  the  ASC  facility  rate. 
The  committee  is  supportive  of  these  efforts  and  believes  that 
HCFA  has  ample  authority  to  implement  such  a  change  by  regula- 
tion so  long  as  the  prospective  rate  reflects  the  payment  adjust- 
ment required  under  this  provision. 

Effective  Date 

The  provision  would  be  effective  for  items  and  services  provided 
on  or  after  January  1,  1988. 

4.  PROHIBIT  BILLING  FOR  CERTAIN  PURCHASED  SERVICES  (SEC.  9364  OF 

THE  BILL) 

Present  Law 

Payment  for  a  clinical  diagnostic  lab  test  may  be  made  to  a  phy- 
sician only  if  the  physician  (or  another  physician  in  the  same  prac- 
tice) personally  performed  or  supervised  the  performance  of  the 
test.  This  limitation  was  established  to  deal  with  the  problem  of  ex- 
cessive payments  resulting  from  markups  on  tests  purchased  from 
independent  labs  and  billed  by  physicians  to  Medicare. 

Clinical  diagnostic  lab  tests  include  blood  tests  and  other  similar 
tests.  Other  diagnostic  tests,  such  as  X-rays,  ultrasound,  and  ambu- 
latory cardiac  monitoring,  are  not  included  in  the  prohibition  on 
billing  for  purchased  services. 

Explanation  of  Provision 

No  Medicare  payment  would  be  made  to  a  physician  for  any  di- 
agnostic test,  as  defined  under  section  1861(s)(3)  of  the  Social  Secu- 
rity Act,  unless  the  physician  (or  another  physician  in  the  same 
practice)  performed,  or  supervised  the  performance  of  the  text. 

Although  a  physician  who  does  not  perform  a  test  could  not  re- 
ceive payment  for  the  test,  the  committee  expects  that,  in  imple- 
menting the  provision,  the  Secretary  would  allow  physicians  to  bill 
and  receive  payment  for  test  interpretation  and  other  services 
where  appropriate.  In  no  instance,  however,  would  duplicate  pay- 
ment be  allowed  for  test  interpretation.  Specifically,  payment 
would  be  made  only  to  the  physician  most  directly  responsible  for 
providing  or  interpreting  the  test. 

Physicians  would  also  be  prohibited  from  billing  Medicare  benefi- 
ciaries for  performing  or  interpreting  a  test  if  Medicare  payment 
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cannot  be  made  for  the  above  reasons.  Knowing  and  willful  viola- 
tions of  the  prohibition  on  a  repeated  basis  would  be  subject  to  civil 
monetary  penalties  of  up  to  $2,000  or  exclusion  from  Medicare. 

The  Secretary  would  be  required  to  review  payment  allowances 
for  those  diagnostic  tests  which  are  commonly  performed  by  inde- 
pendent vendors,  sold  as  a  service  to  physicians,  and  billed  to  Medi- 
care. The  purpose  of  the  review  would  be  to  determine  whether 
current  payment  allowances  for  such  tests  and  for  associated  pro- 
fessional services  are  reasonable. 

If  the  Secretary  determines  that  current  allowances  for  a  test  or 
for  associated  professional  services  are  excessive,  the  Secretary 
would  be  required  to  establish  new  payment  allowances  which,  con- 
sistent with  assuring  that  the  test  or  service  is  widely  and  consist- 
ently available  to  Medicare  beneficiaries,  reflects  the  purchase 
price  for  the  test  (when  sold  by  independent  vendors  to  physicians) 
without  any  additional  markup.  Public  notice  with  sixty  days  for 
comment  would  be  required  before  issuing  new  payment  allow- 
ances. 

To  ensure  that  accurate  and  reliable  data  are  available,  the  Sec- 
retary would  be  authorized  to  require  that  physicians  or  suppliers 
provide  reasonable  access  to  records  concerning  purchase  price  for 
tests. 

The  responsibility  for  establishing  payment  screens  could  be  del- 
egated to  the  Medicare  carriers  pursuant  to  guidelines  published 
by  the  Secretary  after  public  notice  and  comment. 

Limits  on  actual  charges  would  apply,  as  specified  under  section 
9362  of  the  bill,  to  prevent  cost-shifting  to  Medicare  beneficiaries. 

The  committee  provision  is  based  on  the  concern  that  excessive 
payments  are  being  made  for  many  purchased  diagnostic  tests.  Spe- 
cifically, problems  have  been  reported  concerning  ambulatory  car- 
diac monitoring,  pulmonary  function  tests,  telephonic  pacemaker 
monitoring,  and  certain  ultrasound  tests.  In  some  instances,  mark- 
ups of  200  percent  have  been  passed  onto  the  Medicare  program. 
Excessive  markups  on  purchased  tests  also  create  strong  incentives 
for  physicians  to  provide  tests  even  where  the  medical  need  is  mar- 
ginal. 

The  committee  notes  that  the  medical  profession  has  considered 
markups  on  purchased  services  to  be  unethical.  For  instance,  the 
Council  on  Ethical  and  Judicial  Affairs  of  the  American  Medical 
Association  has  stated  that  "A  physician  should  not  charge  a 
markup,  commission,  or  profit  on  the  services  rendered  by 
others.  ...  A  markup  is  an  excessive  charge  that  exploits  patients 
if  it  nothing  more  than  a  tacked  on  amount  for  a  service  already 
provided  and  accounted  by  the  laboratory.  A  physician  may  make 
an  acquisition  charge  or  processing  charge.  .  .  ." 

Effective  Date 

The  prohibition  on  billing  for  a  purchased  service  is  effective  for 
services  provided  on  or  after  January  1,  1988.  The  Secretary  would 
be  required  to  complete  a  review  of  payments  for  purchased 
services  and  to  make  appropriate  adjustments  in  payments  by 
January  1,  1989. 
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5.  COMPLETION  OF  FORMS  FOR  UNASSIGNED  CLAIMS  (SEC.  9365  OF  THE 

BILL) 

Present  Law 

If  a  physician  accepts  assignment,  the  physician  must  submit  a 
claim  form  to  Medicare  requesting  payment.  If  assignment  is  not 
accepted,  the  physician  bills  the  beneficiary  who  in  turn  is  respon- 
sible for  submitting  a  claim  to  Medicare  for  reimbursement. 

Explanation  of  Provision 

Current  law  requirements  regarding  submission  of  claims  forms 
would  be  extended  to  unassigned  claims.  Specifically,  a  physician 
not  accepting  assignment  would  be  required  to  prepare  and  submit 
a  claim  to  Medicare  on  behalf  of  the  beneficiary.  The  physician 
would  be  required  to  submit  the  claim  to  Medicare  no  later  than 
the  date  on  which  the  physician  submits  a  bill  to  the  beneficiary 
involved. 

The  requirement  would  apply  whenever  covered  services  are  pro- 
vided. Separate  payment  would  not  be  allowed  for  claims  prepara- 
tion, and  physicians  would  be  prohibited  from  billing  beneficiaries 
for  claims  preparation.  Knowing  and  willful  failure,  on  a  repeated 
basis,  to  comply  with  these  requirements  would  be  subject  to  civil 
monetary  penalties  and/or  exclusion  from  the  program. 

The  principal  purpose  of  the  committee  provision  is  to  assure 
that  enrollees  receive  benefit  payments  to  which  they  are  entitled. 
Because  of  the  difficulty  for  elderly  in  obtaining  a  claim  form  and 
filling  it  out  properly,  in  a  small  percentage  of  cases,  beneficiaries 
fail  to  submit  claims  and  receive  no  benefit  payments. 

The  provision  will  also  improve  program  administration.  Benefi- 
ciary submitted  claims  are  more  costly  to  process  and  are  likely  to 
contain  errors  or  omissions.  These  problems,  in  turn,  lead  to  an  in- 
creased number  of  inquiries,  reconsiderations,  and  appeals. 

Moreover,  the  unreliability  of  data  contained  on  beneficiary  sub- 
mitted claims  has  created  difficulties  for  medical  necessity  and 
quality  of  care  review.  For  this  reason,  the  General  Accounting 
Office,  in  a  July  1987  report,  strongly  endorsed  the  concept  of  re- 
quiring physicians  to  prepare  and  submit  all  claims  whether  as- 
signment is  accepted  or  not. 

The  committee  believes  that  any  additional  clerical  burden  for 
physicians  should  be  minimal.  Physicians  who  accept  assignment 
are  already  required  to  submit  claims,  and  more  than  70  percent  of 
services  are  currently  provided  on  an  assigned  claims  basis.  A  sub- 
stantial proportion  of  unassigned  claims  are  already  submitted  by 
physicians  as  a  voluntary  service  to  their  patients. 

Effective  Date 

The  provision  would  be  effective  for  items  or  services  furnished 
on  or  after  January  1,  1989. 
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6.  SUBMISSION  OF  CLAIMS  TO  SUPPLEMENTAL  INSURANCE  CARRIERS 
(SEC.  9366  OF  THE  BILL) 

Present  Law 

Physicians  and  suppliers  who  accept  assignment  must  submit  a 
claim  to  Medicare  and  bill  the  beneficiary  or  the  beneficiary's  sup- 
plemental Medicare  ("Medigap")  insurer  to  receive  payment  for  the 
standard  20  percent  coinsurance.  If  assignment  is  not  accepted,  the 
physician  or  supplier  simply  sends  a  bill  to  the  beneficiary. 

Although  there  are  Federal  standards  for  certification  of  Medi- 
gap policies,  there  are  no  standards  for  payment  coordination. 
Some  Medigap  insurers  currently  exchange  claims  information 
with  Medicare  on  a  voluntary  basis. 

Explanation  of  Provision 

A  simplified  billing  arrangement  would  be  offered  to  participat- 
ing physicians  and  suppliers  to  reduce  the  need  for  duplicate  bill- 
ing. A  beneficiary  could  assign  his  right  to  payment  under  a  Medi- 
gap policy  to  a  physician  or  supplier  by  including  the  name  and  ad- 
dress of  the  Medigap  insurer  and  the  Medigap  policy  number  on 
the  Medicare  claim  form.  If  the  beneficiary  has  more  than  one  Me- 
digap policy  the  beneficiary  would  decide  which  policy  would  be  re- 
ported. 

When  a  Medicare  carrier  receives  a  claim  from  a  participating 
physician  or  supplier  with  an  assignment  of  rights  to  payment 
under  a  Medigap  policy,  the  carrier  would  be  required  to  send  a 
notice  of  payment  to  the  Medigap  insurer.  The  notice  would  indi- 
cate the  fact  that  the  beneficiary  has  assigned  his  right  to  payment 
under  the  Medigap  policy  and  would  include  information  that 
would  enable  the  Medigap  insurer  to  decide  whether  payment  is 
due  and  the  amount.  The  Secretary  would  be  authorized  to  enter 
into  agreements  with  Medigap  insurers  to  provide  notices  of  pay- 
ment by  electronic  transmission  and  to  charge  for  such  service. 

Current  standards  for  Medigap  insurance  policies  would  be 
amended  to  require  that  Medigap  insurers  (i)  make  payment  deter- 
minations on  the  basis  of  information  contained  on  the  notice  of 
payment;  (ii)  pay  participating  physicians  and  suppliers  directly 
pursuant  to  an  assignment  of  benefits  and  provide  a  notice  of 
claims  disposition  to  the  physician  or  supplier  and  the  beneficiary; 
(iii)  provide  each  Medigap  subscriber  with  a  card  listing  the  name 
and  address  of  the  insurer  and  the  beneficiary's  policy  number  at 
the  time  of  enrollment;  and  (iv)  provide  the  Secretary,  at  least  an- 
nually, a  single  mailing  address  to  be  used  by  carriers  for  transmit- 
ting notices  of  payment  in  cases  in  which  the  beneficiary  or  physi- 
cian neglects  to  include  a  mailing  address  on  the  claim  form. 

The  committee  believes  that  simplifying  billing  procedures  will 
make  the  participation  program  more  attractive  to  physicians. 
Moreover,  the  committee  believes  that  it  is  important  to  assist  frail 
elderly  with  the  complex  task  of  submitting  claims  to  Medigap  in- 
surers. 

The  committee  notes  that  this  amendment  is  not  intended  to  pre- 
clude existing  voluntary  arrangements  under  which  Medigap  insur- 
ers arrange  to  receive  claims  information  from  Medicare  carriers 
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regardless  of  the  participation  status  of  the  physician  involved  or 
the  recovery  of  costs  involved  with  such  arrangements. 

The  committee  expects  that  the  Secretary  will  allocate  sufficient 
funds  to  enable  carriers  to  implement  this  provision  without  ad- 
verse impact  on  existing  responsibilities.  Moreover,  the  committee 
expects  that  the  Secretary  will  carefully  consider  the  costs  of  this 
provision  in  setting  carrier  budgets  and  claims  processing  efficiency 
standards. 

Effective  Date 

The  provision  applies  to  Medicare  supplemental  policies  as  of 
January  1,  1989.  The  Secretary  may,  however,  delay  the  effective 
date  in  specific  instances  if  state  law  must  be  amended  to  imple- 
ment the  provision  and  the  state  legislature  is  not  scheduled  to 
meet  during  1988. 

7.  RETURN  ON  EQUITY  FOR  HOSPITAL  OUTPATIENT  DEPARTMENTS  (SEC. 

9367  OF  THE  BILL) 

Present  Law 

The  Secretary  is  authorized  to  pay  a  return  on  equity  capital  to 
proprietary  providers  for  services  reimbursed  on  a  reasonable  cost 
basis.  If  the  Secretary  elects  to  provide  for  a  return,  the  payment 
must  be  equal  to  the  average  rates  of  increase  on  obligations  issued 
for  purchase  by  the  Part  A  trust  fund. 

Explanation  of  Provision 

The  provision  would  eliminate  the  Secretary's  authority  to  pay 
return  on  equity  to  hospital  outpatient  departments. 

Effective  Date 

The  provision  would  be  effective  51  days  after  the  beginning  of 
cost  reporting  periods  beginning  on  or  after  October  1,  1987. 

8.  MEDICARE  PAYMENT  FOR  THERAPEUTIC  SHOES  FOR  INDIVIDUALS 
WITH  SEVERE  DIABETIC  FOOT  DISEASE  (SEC.  9368  OF  THE  BILL) 

Present  Law 

Under  current  law  Medicare  does  not  provide  coverage  or  reim- 
bursement for  therapeutic  footwear  required  for  the  treatment  of 
severe  diabetic  foot  disease. 

Explanation  of  Provision 

The  bill  would  provide  Medicare  coverage  of  therapeutic  foot- 
wear for  a  beneficiary  with  severe  diabetic  foot  disease  when  the 
physician  managing  the  beneficiary's  care  certified  the  medical 
need  for  the  therapeutic  footwear.  Following  certification,  a  podia- 
trist or  other  qualified  physician  would  be  required  to  prescribe  the 
particular  type  of  footwear  necessary,  and  the  footwear  would  be 
fitted  and  furnished  by  a  podiatrist  or  other  qualified  individual, 
such  as  a  certified  pedorthodist  or  orthodist.  To  avoid  conflicts  of 
interest,  the  physician  who  certified  the  need  for  the  footwear 
would  not  be  allowed  to  furnish  the  footwear,  unless  the  physician 
would  be  the  only  one  qualified  in  the  area. 
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Medicare  would  allow  payment  for  only  one  pair  of  footwear  a 
year.  Payment  for  therapeutic  footwear  would  be  limited  to  80  per- 
cent of  the  reasonable  charge,  up  to  a  limit  of  $300  for  custom 
molded  shoes,  $100  for  extra-depth  shoes  with  or  without  inserts, 
and  $50  for  shoe  inserts.  These  amounts  include  payment  for  any 
expenses  for  the  fitting  of  such  footwear.  The  limits  may  be  low- 
ered by  the  Secretary  or  a  carrier  if  the  Secretary  finds  that  shoes 
and  inserts  of  an  appropriate  quality  are  readily  available  below 
such  limits.  The  limits  would  be  indexed  by  the  same  percentage 
increase  allowed  for  durable  medical  equipment  for  future  years. 

The  committee  has  decided  to  provide  reimbursement  for  thera- 
peutic footwear  to  prevent  costly  hospitalizations  and  amputations 
that  diabetics  too  frequently  experience.  These  costly  medical  prob- 
lems arise  because  many  persons  with  diabetes  experience  loss  of 
feeling  and  circulatory  problems  in  their  feet  and  legs,  which 
makes  them  susceptible  to  injury,  ulceration,  infection  and  gan- 
grene. It  is  estimated  that  about  63,000  of  the  2.1  million  Medicare 
beneficiaries  with  diabetes  have  severe  diabetic  foot  disease. 

Research  indicates  that  hospitalizations  and  amputations  due  to 
severe  diabetic  foot  disease  can  be  reduced  by  as  much  as  50  per- 
cent if  those  suffering  from  this  condition  wear  specially  fitted 
shoes.  Despite  the  effectiveness  of  these  shoes,  most  at-risk  elderly 
and  disabled  diabetics  do  not  wear  them,  because  of  the  cost  of  the 
special  shoes.  The  committee  believes  that  Medicare  coverage  of 
this  footwear  will  reduce  the  need  for  medical  treatment  and  there- 
fore the  overall  costs  to  the  Medicare  program  for  beneficiaries 
with  severe  diabetic  foot  disease. 

Effective  Date 

The  provision  would  be  effective  for  therapeutic  foot  wear  fur- 
nished on  or  after  January  1,  1988. 

9.  COMMUNITY  NURSING  DEMONSTRATION  PROJECTS  (SEC.  9370  OF  THE 

BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  Secretary  would  be  required  to  conduct  a  demonstration 
project  involving  at  least  four  sites  of  a  prepaid  community  nursing 
system.  The  demonstration  is  intended  to  determine  the  practicali- 
ty of  prepaid  community  nursing  as  a  means  of  improving  home 
health  care  and  reducing  the  need  for  costly  institutional  care. 

Under  the  demonstration.  Medicare  beneficiaries  would  be  eligi- 
ble to  enroll  with  a  qualified  community  nursing  organization 
(CNO)  to  receive  community  nursing  services.  Covered  services 
would  include  home  health  care  and  other  appropriate  Medicare 
Part  B  covered  services  (other  than  outpatient  hospital  services, 
physicians'  services,  X-rays  services,  and  laboratory  services)  as  de- 
termined by  the  Secretary. 

Qualified  CNOs  would  receive  capitated  payments  in  a  manner 
similar  to  that  provided  to  health  maintenance  organizations  under 
a  section  1876  risk  sharing  contract. 
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The  Secretary  would  be  authorized  to  require  CNOs  to  provide 
financial  or  other  assurances  (including  financial  risk-sharing)  to 
minimize  the  potential  for  inappropriate  substitution  of  other  Med- 
icare-covered services  provided  by  the  CNO. 

The  committee  believes  that  these  assurances  are  necessary  be- 
cause, in  contrast  with  a  HMO,  a  CNO  would  be  at  risk  for  only  a 
small  portion  of  Medicare-covered  services.  Consequently,  a  CNO 
might  have  incentives  to  limit  home  care  services  inappropriately 
even  when  these  services  could  reduce  the  need  for  admission  to  a 
hospital  or  skilled  nursing  facility. 

The  Secretary  would  establish  standards  to  ensure  that  the 
orders  of  any  attending  physician  of  the  patient  are  followed  inso- 
far as  they  relate  to  services  provided  by  the  community  nursing 
organization.  In  establishing  these  standards,  the  Secretary  would 
be  required  to  consider  the  need  for  coordination  of  patient  care. 
The  committee  is  concerned  by  the  risk  to  health  that  could  result 
if  nursing  care  plans  developed  by  the  CNO  are  not  fully  consistent 
with  medical  plans  developed  by  the  patient's  attending  physician. 

The  committee  expects  that,  in  establishing  specifications  for  the 
demonstrations,  the  Secretary  would  develop  standards  which 
assure  that  services  are  provided  under  the  supervision  of  appropri- 
ately qualified  professionals. 

If  the  Secretary  determines  that  a  CNO  has  failed  to  perform  re- 
quirements stipulated  in  the  demonstration,  including  financial  re- 
sponsibilities,  the  Secretary  would,  after  prompt  notice,  be  required 
to  terminate  the  CNO's  provider  agreement.  The  committee  ex- 
pects that  the  Secretary  would  monitor  for  any  pattern  of  dispro- 
portionate or  inappropriate  institutionalization  and  would  prompt- 
ly sanction  the  responsible  CNO. 

The  Secretary  would  be  required  to  implement  the  demonstra- 
tions in  a  budget  neutral  manner.  Aggregate  benefit  payments  and 
administrative  costs  under  the  demonstrations  should  not  exceed 
aggregate  payments  and  costs  which  would  have  been  made  in  the 
absence  of  the  demonstrations. 

The  Secretary  would  be  authorized  to  waive  requirements  under 
Title  XVIII  of  the  Social  Security  Act  as  needed  to  conduct  the 
demonstrations. 

The  Secretary  would  be  required  to  submit  a  report  to  Congress 
concerning  the  advantages  and  disadvantages  of  prepaid  communi- 
ty nursing  by  no  later  than  4  years  after  enactment. 

Effective  Date 
Enactment. 

10.  PHYSICIAN  PAYMENT  STUDIES  (SEC.  9370  OF  THE  BILL) 

Present  Law 

(a)  Definitions  of  Medical  and  Surgical  Procedures. — Medi- 
care carriers  have  responsibility  for  defining  procedures  for  pay- 
ment purposes.  No  uniform  national  set  of  definitions  has  been  de- 
veloped for  use  by  the  Medicare  program. 

(b)  Expansion  of  Relative  Value  Study. — The  Secretary  is  re- 
quired to  conduct  a  study  to  develop  a  relative  value  scale  (RVS) 
for  physicians'  services.  The  report  is  due  July  1,  1989.  The  Secre- 
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tary  has  entered  into  a  cooperative  agreement  with  Harvard  Uni- 
versity to  develop  the  RVS  mandated  by  Congress. 

(c)  Miscellaneous  Studies. — The  Secretary  routinely  conducts 
studies  on  a  variety  of  issues  related  to  Medicare. 

Explanation  of  Provision 

(a)  Definition  of  Procedures.— (i)  The  Secretary  would  be  re- 
quired to  complete  a  study  on  variations  in  carrier  payment  prac- 
tices by  May  1,  1987.  The  study  would  examine  variations  in  carri- 
ers policies  with  regard  to  bundling  of  ancillary  services  and  the 
bundling  of  pre-  and  post-operative  services  into  global  fees  for  sur- 
gical and  other  procedures.  The  study  would  provide  information 
necessary  to  enable  the  implementation  of  national  or  regional 
payment  limits  in  1989.  The  study  should  provide  recommendations 
concerning  possible  adjustments  to  geographical  payment  limits 
that  would  take  into  account  legitimate  differences  in  payment 
amounts  resulting  from  different  bundling  policies. 

(ii)  The  Secretary  would  also  be  required  to  develop  uniform  defi- 
nitions of  physicians'  services  for  payment  purposes.  To  the  extent 
practical,  ancillary  procedures  commonly  performed  in  conjunction 
with  a  major  procedure  would  be  included  with  the  major  proce- 
dure, pre-  and  post-procedure  services  would  be  included  with  the 
procedure,  and  related  procedure  would  be  listed  together  if  similar 
in  terms  of  resources  requirements.  In  developing  standards  and 
definitions,  the  Secretary  would  be  required  to  consult  with  appro- 
priate national  medical  speciality  societies.  The  Secretary  would  be 
required  to  complete  the  uniform  list  by  July  1,  1989. 

The  committee  believes  that  the  development  of  uniform  defini- 
tions for  physicians'  services  should  have  a  high  priority  for  two 
reasons.  First,  uniform  procedure  definition  is  necessary  to  the  eq- 
uitable implementation  of  a  national  fee  schedule.  Second,  new 
definitions  could  address  several  well-known  shortcomings  in  the 
current  procedure  codes.  Specific  problems  include  ' 'unbundling' ' — 
the  practice  of  separate  billing  for  a  man  procedure  plus  additional 
billing  for  ancillary  services  or  pre-  and  post-operative  services  in- 
stead of  submitting  a  single  all-inclusive  bill  and  "upcoding" — the 
practice  of  billing  for  a  higher  level  of  service  solely  to  increase  re- 
imbursement. 

The  committee  recognizes  that  the  development  of  uniform  pro- 
cedues  for  all  physician  services  will  be  a  lengthy  undertaking.  It  is 
expected  that  the  Secretary  will  first  develop  definitions  for  proce- 
dures which,  due  to  frequency  or  high  unit  cost,  account  for  a  high 
proportion  of  Medicare  expenditures. 

(iii)  The  Secretary  would  be  required  to  conduct  a  study  of  alter- 
native definitions  for  office  and  hospital  visits.  Currently  used  defi- 
nitions have  been  criticized  as  not  reliably  distinguishing  between 
services  which  involve  substantially  different  resource  costs.  Fur- 
thermore, imprecision  in  current  definitions  make  verification  for 
utilization  review  purposes  difficult.  Development  of  alternative 
definitions  could  result  in  more  equitable  payments  and  could 
result  in  program  savings.  The  study  would  be  due  by  July  1,  1989. 

(b)  Expansion  of  Relative  Value  Study. — The  Secretary  would 
be  required  to  expand  the  Department's  cooperative  agreement 
with  Harvard  University  to  develop  a  relative  value  scale  (RVS) 
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pursuant  to  Section  1845(e)  of  the  Social  Security  Act  to  include 
certain  additional  medical  specialties  not  included  in  the  original 
agreement.  The  specialties  that  would  be  added  are:  cardiology, 
emergency  medicine,  gastroenterology,  hematology,  infectious  dis- 
ease, oncology,  pulmonary  medicine,  nephrology,  neurology,  neuro- 
surgery, nuclear  medicine,  radiation  therapy,  plastic  surgery,  and 
physical  medicine  and  rehabilitation.  Addition  of  these  specialties 
is  needed  to  ensure  that  a  comprehensive  RVS  is  developed  that 
encompasses  the  entire  range  of  a  physicians  services  provided 
under  Medicare. 

The  committee  expects  that  the  Secretary  will  take  necessary 
steps  to  ensure  that  the  expansion  of  the  RVS  study  will  not  delay 
submission  to  the  Secretary  of  the  report  currently  being  prepared 
by  Harvard.  It  is  currently  expected  that  Harvard  will  submit  its 
report  to  the  Secretary  by  July  1,  1988.  The  committee  also  expects 
that  the  expansion  will  not  delay  submission  of  the  Secretary's 
report  to  Congress  by  July  1,  1989  as  mandated  by  Section  1845(e). 

The  committee  bill  also  requires  the  Secretary  to  arrange  for 
submission  of  the  Harvard  report  to  the  Secretary  and  all  relevant 
supporting  data  (including  survey  data,  analytic  data  files,  and  file 
documentation)  to  the  Physician  Payment  Review  Commission  no 
later  than  30  days  after  the  Secretary  receives  the  Harvard  report. 
This  would  allow  the  Commission  to  conduct  a  detailed  analysis  of 
the  proposed  RVS  and  develop  possible  modifications. 

(c)  Miscellaneous  Studies. — The  Secretary  would  be  required  to 
conduct  three  studies  related  to  physician  payment: 

(i)  A  study  of  technical  issues  related  to  fee  schedule  implementa- 
tion would  be  due  on  July  1,  1989.  The  purpose  would  be  to  identify 
any  major  technical  problems,  including  systems  changes,  that 
would  need  to  be  resolved  in  advance  to  enable  implementation  of 
a  fee  schedule  on  January  1,  1990. 

(ii)  A  study  of  issues  related  to  volume  of  physician  services 
would  include:  an  analysis  of  historical  trends  with  regard  to  in- 
creases in  volume,  including  an  analysis  of  aggregate  increases  by 
setting,  physician  specialty,  and  type  of  procedure;  an  analysis  of 
geographic  variations  in  volume;  an  analysis  of  the  effectiveness  of 
methods  currently  used  by  Medicare  to  ensure  that  payments  are 
made  only  for  medically  necessary  services;  development  and  anal- 
ysis of  alternative  methods  to  control  volume  of  services;  and  an 
analysis  of  the  likely  effect  on  volume  if  payment  for  physician 
services  is  based  on  a  relative  value  scale.  An  interim  report  would 
be  due  by  May  1,  1988.  A  final  report  would  be  due  by  May  1,  1989. 

(iii)  A  two-part  study  of  out-of-pocket  health  care  costs  incurred 
by  Medicare  beneficiaries  would  be  required. 

The  study  would  consist  of  a  beneficiary  survey  to  determine  the 
distribution  of  out-of-pocket  liabilities  and  expenditures  for  health 
care  services.  The  survey  should  also  determine  the  extent  to 
which  such  out-of-pocket  costs  are  covered  by  other  insurance  cov- 
erage. With  regard  to  physician  services  covered  under  Medicare, 
beneficiaries  would  be  asked  specific  questions  related  to  collection 
efforts,  effect  of  extra  charges  on  choice  of  physician,  and  knowl- 
edge and  use  of  the  participating  physician  program.  Appropriate 
socio-economic  data  would  also  be  collected. 
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A  survey  of  physicians  would  also  be  conducted  to  determine  col- 
lection rates  for  unassigned  claims  and  for  coinsurance  and  deduct- 
ible payments  in  the  case  of  assigned  claims.  Collection  rates  would 
be  analyzed  by  physician  specialty,  type  of  practice,  region,  and  by 
other  appropriate  factors.  The  study  would  be  due  on  July  1,  1989. 

Finally,  the  Physician  Payment  Review  Commission  would  be  re- 
quired to  conduct  a  study  of  geographic  variations  in  approved 
charges  or  prevailing  charges.  The  Commission  would  be  required 
to  develop  policy  recommendations  for  reducing  unjustified  vari- 
ations in  payment  levels  after  adjusting  for  geographic  differences 
in  cost  of  practice  and  cost  of  living.  The  report  would  be  due  no 
later  than  March  1,  1988. 

Effective  Date 
Enactment. 

11.  MISCELLANEOUS  AND  TECHNICAL  PROVISIONS  (SEC.  9371  OF  THE 

BILL) 

Present  Law 

(a)  Prompt  Submission  of  Data.— The  Secretary  has  developed  a 
national  Part  B  data  system  known  as  the  Part  B  Medicare  Annual 
Data  System  (B-MADS). 

(b)  Capacity  To  Set  Geographic  Payment  Limits.— There  are  no 
regional  or  national  limits  on  payment  under  current  law. 

(c)  Revision  of  Appointment  Process  for  the  Physician  Pay- 
ment Review  Commission. — In  appointing  the  members  of  the 
Physician  Payment  Review  Commission,  the  Director  of  the  Office 
of  Technology  Assessment  is  required  to  consult  with  a  variety  of 
national  organizations  in  seeking  nominations. 

(d)  Application  of  Maximum  Allowable  Actual  Charge 
(MAAC)  Limits.— The  Omnibus  Budget  Reconciliation  Act  of  1986 
established  MAAC  limits  to  prevent  increases  in  extra  charges  for 
beneficiaries  on  unassigned  claims. 

For  1987,  MAACs  are  based  on  actual  charges  during  the  April- 
June  1984  base  period.  If  a  physician's  base  period  actual  charge 
exceeds  115  per  cent  of  the  1987  prevailing  charge,  the  MAAC  is 
101  percent  of  the  base  period  charge.  Otherwise,  the  MAAC  equals 
the  base  period  charge  increased  by  one  quarter  of  the  difference 
between  115  percent  of  the  1987  prevailing  charge  and  the  base 
period  charge. 

For  physicians  without  a  base  period  charge,  the  MAAC  is  based 
on  the  50th  percentile  of  customary  charges  of  nonparticipating 
physicians  during  July  1986-June  1987.  Similar  rules  apnly  for 
1988,  1989,  and  1990. 

MAACs  are  to  be  provided  to  physicians  at  the  beginning  of  each 
year.  If  a  physician  knowingly  and  willfully  charges  on  average 
more  than  the  applicable  MAAC,  the  physician  would  be  liable  for 
civil  monetary  penalties  or  exclusion  from  Medicare. 

(e)  Clarification  of  Penalties  for  Unassigned  Laboratory 
Services. — Assignment  is  required  on  all  claims  for  clinical  diag- 
nostic laboratory  services.  No  payment  may  be  made  if  assignment 
is  not  accepted. 
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(f)  Extension  of  Moratorium  on  Laboratory  Payment  Demon- 
stration.— The  Secretary  is  prohibited  from  conducting  any  dem- 
onstration project  related  to  use  of  competitive  bidding  for  the  pay- 
ment of  clinical  diagnostic  laboratory  services.  The  moratorium 
will  expire  on  January  1,  1988. 

(g)  Applying  Prompt-Pay  Interest  Requirement  to  Comprehen- 
sive Outpatient  Rehabilitation  Facilities. — In  general,  hospitals, 
physicians,  and  suppliers  of  medical  equipment  receive  interest 
payments  from  medicare  if  the  time  period  for  payment  of  clean 
claims  exceeds  a  specified  period.  Interest  payments  are  not  re- 
quired for  Part  B  providers  paid  by  intermediaries. 

(h)  Treatment  of  Certain  Comprehensive  Outpatient  Reha- 
bilitation Facilities. — The  Secretary  by  regulation  has  required, 
as  a  condition  of  payment,  that  all  comprehensive  outpatient  reha- 
bilitation services  be  provided  at  a  single  fixed  location. 

(i)  Technical  Part  B  Amendments. — There  are  a  number  of 
drafting  errors  in  current  law. 

Explanation  of  Provision 

(a)  Prompt  Submission  of  Data. — The  Secretary  would  be  re- 
quired to  submit  B-MADS  data  for  a  year  to  the  Physician  Pay- 
ment Review  Commission  (PPRC),  the  Congressional  Budget  Office 
(CBO),  and  the  Congressional  Research  Service  (CRS)  no  later  than 
9  months  after  the  close  of  the  year. 

To  ensure  that  data  is  available  on  a  timely  basis,  the  Secretary 
would  be  required  to  establish  carrier  performance  evaluation 
standards  for  preparation  and  submission  of  B-MADS  data.  Carri- 
ers would  be  required  to  submit  data  that  meets  the  applicable 
standards  no  later  than  6  months  after  the  close  of  the  year.  The 
Secretary,  in  consultation  with  PPRC,  CBO,  and  CRS  would  estab- 
lish and  revise  standards  for  B-MADS  data  on  an  annual  basis. 

The  Secretary  would  be  required  to  provide  PPRC,  CBO,  and 
CRS  with  additional  data  as  may  be  reasonably  requested  on  an 
agreed-upon  schedule. 

Finally,  the  Secretary  would  be  required  to  develop  a  system  for 
providing  summary  data  on  Part  B  costs  on  a  quarterly  basis.  Re- 
ports should  provide  aggregate  costs  by  type  of  service  and  type  of 
provider.  Summary  reports  would  be  submitted  to  PPRC,  CBO,  and 
CRS  no  later  than  90  days  after  the  end  of  the  quarter.  Quarterly 
reports  would  be  due  starting  with  the  first  quarter  of  calendar 
year  1989. 

Since  1981,  the  committee  has  been  obligated,  on  an  annual 
basis,  to  develop  deficit  reduction  measures  involving  Part  B.  This 
need  is  expected  to  continue.  The  committee's  efforts,  in  this 
regard,  have  been  impeded  by  problems  in  the  Part  B  data  system. 
The  committee,  therefore,  expects  the  Secretary  to  give  highest  pri- 
ority to  cooperation  with  Congressional  agencies  advising  the  com- 
mittee on  Medicare  issues. 

The  committee  fully  appreciates  the  fact  that  some  expenditures 
may  be  necessary  to  improve  the  timeliness,  quality,  and  analytic 
utility  of  Part  B  data.  For  example,  the  committee  understands 
that  the  beneficiary,  provider,  and  procedure  files  do  not  include 
associated  prevailing  and  customary  charge  data.  Moreover,  data 
files  do  not  include  information  concerning  maximum  allowable 
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actual  charge  limits.  These  shortcomings  make  it  impossible  to  ex- 
amine important  policy  issues.  The  committee  strongly  urges  that 
these  and  other  relevant  data  be  included  in  the  B-MADS  system 
as  soon  as  possible. 

(b)  Capacity  To  Set  Geographic  Payment  Limits. — The  Secre- 
tary would  be  required  to  develop  the  capability  to  implement  geo- 
graphic limits  on  payments  and  charges  based  on  statewide,  region- 
al, or  national  prevailing  charges  beginning  January  1,  1989. 

The  committee  believes  that  it  is  important  for  HCFA  to  develop 
promptly  systems  necessary  to  support  geographic  payment  limits. 
Advance  preparation  would  be  required  to  enable  implementation 
as  part  of  the  1989  reasonable  charge  update. 

(c)  Revision  of  Appointment  Process  for  the  Physician  Pay- 
ment Review  Commission. — The  requirement  that  the  Director  of 
the  Office  of  Technology  Assessment  seek  nominations  from  vari- 
ous organizations  is  repealed.  The  Director  shall  appoint  individ- 
uals with  national  recognition  for  their  expertise  in  health  econom- 
ics, physician  reimbursement,  medical  practice,  and  other  related 
fields. 

(d)  Application  of  Maximum  Allowable  Actual  Charge 
(MAAC)  Limits. — A  nonparticipating  physician  without  an  actual 
charge  for  a  procedure  during  the  April-June  1984  base  period 
could  submit  documentation  to  the  Medicare  carrier  to  show  that 
the  physician  had  an  established  charge  for  the  procedure  prior  to 
June  30,  1984.  Charges  made  to  individuals  not  covered  by  Medi- 
care could  be  used  for  this  purpose.  If  the  carrier  agrees  that  the 
physician  had  an  established  charge  prior  to  June  30,  1984,  the 
physician's  MAAC  would  be  based  on  this  charge. 

The  purpose  of  the  amendment  is  to  prevent  unintended  1  'roll- 
backs' '  in  charge  limits  for  physicians  who  had  an  established 
actual  charge  for  a  procedure  prior  to  imposition  of  the  Medicare 
fee  freeze  on  July  1,  1984. 

The  committee  provision  would  also  amend  current  law  to  pro- 
vide that  the  MAACs  would  apply  as  a  flat  limit  on  individual 
charges  rather  than  as  a  limit  on  average  charges  over  the  course 
of  a  year.  If  a  nonparticipation  physician  knowingly  and  willfully 
charges  amounts  in  excess  of  the  applicable  MAAC  on  a  repeated 
basis,  the  physician  would  be  subject  to  civil  monetary  penalties  or 
exclusion  from  Medicare. 

The  committee  believes  that  a  flat  limit  a  clear  rule  that  will 
promote  compliance  and  understanding  of  the  MAAC  limit.  Appli- 
cation of  the  MAAC  on  the  basis  of  average  charges  has  made  it 
difficult  for  physicians  to  know  when  they  are  in  compliance  and 
has  hindered  monitoring  by  carriers. 

(e)  Clarification  of  Penalties  for  Unassigned  Lab  Services. — 
To  ensure  that  providers  comply  with  the  current  law  requirement 
that  assignment  be  accepted  for  clinical  diagnostic  laboratory  serv- 
ices, providers  who  knowingly  and  willfully  violate  the  assignment 
requirement  on  a  repeated  basis  would  be  subject  to  civil  monetary 
penalties  of  up  to  $2,000  and/or  exclusion  from  Medicare. 

Many  physicians  are  not  accepting  assignment  on  laboratory 
tests.  As  a  result,  beneficiaries  are  having  to  pay  full  charges  for 
these  services  without  any  Medicare  reimbursement,  even  though 
the  same  services  generally  would  be  available  with  full  Medicare 
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coverage  and  at  a  lower  cost  from  hospital-operated  or  independent 
laboratory  providers. 

For  example,  one  carrier  reported  that  during  first  six  months  of 
1987,  156,000  claims  for  laboratory  tests,  totaling  $2.8  million,  were 
denied  because  assignment  was  not  accepted. 

The  committee  continues  to  believe  that  payments  under  the 
clinical  laboratory  fee  schedule  are  sufficient  to  allow  efficient  pro- 
viders to  make  a  reasonable  profit  without  imposing  additional 
charges  on  beneficiaries.  Allowing  an  exception  to  the  assignment 
requirement  for  physicians  would  give  physician-owned  clinical  lab- 
oratories an  unfair  competitive  advantage  and  would  encourage  the 
operation  of  inefficient  facilities. 

(f)  Extension  of  Moratorium  on  Laboratory  Payment  Demon- 
stration.— The  moratorium  on  competitive  bidding  demonstrations 
for  clinical  laboratory  services  would  be  extended  until  January  1, 
1989. 

(g)  Applying  Prompt-Pay  Interest  Requirement  to  Comprehen- 
sive Outpatient  Rehabilitation  Facilities. — Prompt  payment 
provisions  would  be  extended  to  claims  submitted  by  comprehen- 
sive outpatient  rehabilitation  facilities,  rehabilitation  agencies,  and 
other  Part  B  providers.  Interest  payments  would  be  due  for  such 
claims  if  the  carrier  fails  to  meet  standards  for  timeliness  of  claims 
payment. 

(h)  Treatment  of  Certain  Comprehensive  Outpatient  Reha- 
bilitation Facilities. — The  Secretary  would  be  prohibited  from  re- 
quiring that  comprehensive  outpatient  rehabilitation  facilities  cer- 
tified on  or  before  July  1,  1987  provide  physical  therapy,  occupa- 
tional therapy,  and  speech  pathology  services  at  a  single  fixed  loca- 
tion. Such  facilities  could  provide  these  services  at  other  locations 
if  provided  as  an  integrated  part  of  a  comprehensive  rehabilitation 
plan. 

The  Secretary  would  be  required  to  monitor  the  provision  of 
physical  therapy,  occupational  therapy,  and  speech  pathology  serv- 
ices at  sites  other  than  a  single  fixed  location.  The  Secretary  would 
be  required  to  report  to  Congress  by  no  later  than  January  1,  1989 
on  the  quality  of  such  off-site  services,  on  compliance  of  such  facili- 
ties with  the  requirements  of  section  1861(cc)(2),  and  on  whether 
the  exemption  from  the  single  site  requirement  should  be  extended 
to  facilities  certified  after  July  1,  1987. 

(i)  Technical  Part  B  Amendments. — A  number  of  drafting 
errors  in  current  law  would  be  corrected. 

Effective  Date 

Paragraphs  (c)  and  (d)  are  effective  for  items  and  services  provid- 
ed on  or  after  January  1,  1988.  Other  paragraphs  are  effective  on 
enactment. 

Part  4 — Provisions  Relating  to  Peer  Review  Organizations 
peer  review  organizations  (sec.  9381  of  the  bill) 
Present  Law 

(a)  Contract  Period  for  PROs. — Contracts  with  peer  review  or- 
ganizations have  a  two-year  term. 
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(b)  Beneficiary  Liability  for  PRO  Disallowed  Services.— No 
Medicare  payment  may  be  made  for  a  service  determined  by  a  PRO 
to  have  been  unnecessary  or  of  substandard  quality.  Although  phy- 
sicians may  not  charge  beneficiaries  for  unnecessary  services, 
under  current  law,  they  may  charge  for  services  determined  by  a 
PRO  to  be  of  substandard  quality.  Hospitals  may  not  charge  benefi- 
ciaries for  the  inpatient  hospital  deductible  if  Medicare  payment 
for  inpatient  care  is  denied  by  a  PRO  for  reasons  of  substandard 
quality,  but  may  charge  for  the  deductible  in  the  case  of  medical 
necessity  denials. 

(c)  Review  Standards  and  Provider  Education. — PROs  are  re- 
quired to  apply  professionally  developed  norms  of  care  when  re- 
viewing the  medical  necessity  or  quality  of  services.  Each  PRO  is 
required  to  develop  its  own  norms  of  care. 

Explanation  of  Provision 

(a)  Contract  Period  for  PROs. — The  Secretary  would  be  author- 
ized to  extend  existing  contracts  for  up  to  6  months  and  to  provide 
up  to  two  additional  extensions  of  one  year  each.  Subsequently,  the 
Secretary  could  provide  for  a  three-year  contract  period  for  PROs 
which  have  been  performing  satisfactorily. 

The  committee  believes  that  under  current  procedures,  an  exces- 
sive amount  of  administrative  effort  is  consumed  by  the  contract 
renewal  process.  Contracts  with  53  PROs  expire  during  a  6-month 
period  every  other  year.  PROs  are  just  beginning  work  under  a 
new  contract  when  they  must  begin  to  plan  for  contract  renewals. 
As  a  result,  the  contract  renewal  process  has  diverted  HCFA  and 
PRO  administrators  from  the  more  important  long-term  task  of  im- 
proving the  PRO  scope  of  work.  The  committee  provision  would  ad- 
dress these  problems  by  allowing  HCFA  to  stagger  contract  expira- 
tion dates  and  would  allow  HCFA  to  renew  contracts  for  three-year 
terms. 

Renewal  for  a  three-year  term  would  only  be  allowed  for  those 
PROs  which  the  Secretary  determines  to  be  satisfactory  perform- 
ers. The  committee  expects  that  the  Secretary  would  be  judicious 
in  determining  whether  a  PRO  has  performed  sufficiently  well  to 
warrant  a  three-year  extension. 

(b)  Beneficiary  Liability  for  PRO  Disallowed  Services.— Phy- 
sicians would  not  be  allowed  to  bill  Medicare  beneficiaries  for  serv- 
ices for  which  payment  has  been  denied  by  a  PRO  for  reason  of 
substandard  quality.  If  a  physician  bills  a  beneficiary  for  such  a 
service  before  receiving  a  denial  notice  from  the  PRO  and  the  bene- 
ficiary pays  for  the  service,  the  physician  would  be  requried  to 
make  a  refund  within  30  days  of  receving  a  denial  notice.  If  the 
physician  appeals  the  PRO's  decision  on  a  timely  basis,  repayment 
would  not  be  due  until  15  days  after  receiving  notice  of  an  adverse 
decision  on  appeal. 

Beneficiaries  would  be  indemnified  by  Medicare  for  any  coinsur- 
ance or  deductible  payments  made  to  a  hospital  or  other  provider 
if:  (i)  Medicare  payment  for  the  service  is  denied  on  medical  neces- 
sity grounds,  (ii)  the  provider  knew  or  should  have  known  that  pay- 
ment would  be  denied,  and  (iii)  the  beneficiary  did  not  know  and 
had  no  reason  to  know  that  payment  would  be  denied.  Any  indem- 
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nification  so  paid  would  be  treated  as  an  overpayment  to  the  pro- 
vider and  recoverable  pursuant  to  applicable  provisions  of  law. 

(c)  Review  Standards  and  Provider  Education. — Requirements 
regarding  review  norms  to  be  used  by  PROs  would  be  amended  to 
require  that  such  norms  include  consideration  of  social  factors 
which  could  adversely  affect  the  safety  or  effectiveness  of  treat- 
ment provided  on  an  outpatient  basis.  Such  factors  could  include 
the  distance  from  a  patient's  residence  to  the  site  of  outpatient 
care,  availability  of  nearby  alternative  sites  of  care,  and  the  pa- 
tient's (or  the  family's)  ability  to  carry  out  necessary  or  prescribed 
self-care  regimens. 

Each  PRO  would  be  required  to  provide,  not  less  often  than  quar- 
terly, for  a  physician  representing  the  PRO  to  meet  with  the  medi- 
cal and  administrative  staff  of  each  hospital  in  the  PRO's  service 
area.  The  PRO  representative  would  educate  providers  concerning 
Medicare  coverage  standards  and  would  discuss  clinical  issues  un- 
derlying the  PRO's  denial  and  sanction  activities.  Although  the 
committee  believes  that  face-to-face  discussions  between  providers 
and  PROs  are  crucial  to  the  success  of  the  program  and  should  be 
encouraged  wherever  possible,  PROs  would  have  flexibility  to 
schedule  regional  meetings  instead  of  meetings  with  individual  hos- 
pitals. 

Each  PRO  would  also  be  required  to  publish  and  distribute  at 
least  twice  a  year  a  report  which  describes  the  type  of  cases  in- 
volved in  payment  denials.  The  report  should  provide  an  analysis 
of  the  common  clinical  issues  with  the  goal  of  giving  providers  con- 
crete guidance  as  to  the  circumstances  under  which  payment  is 
likely  to  be  denied  for  reasons  of  medical  necessity  or  quality. 

Effective  Date 

Paragraph  (a)  is  effective  on  enactment.  Paragraph  (b)  applies  to 
services  provided  on  or  after  January  1,  1988.  Paragraph  (c)  applies 
to  contracts  with  PROs  as  of  6  months  after  enactment. 

Part  5 — State  Health  Insurance  Pools 

incentives  for  the  establishment  of  state  health  insurance 
pools  (sec.  9391  of  the  bill) 

Present  Law 

Under  current  law  States  are  not  required  to  establish  health  in- 
surance pools  for  the  purpose  of  offering  health  insurance  to  people 
who  are  otherwise  unable  to  purchase  health  insurance. 

Beginning  in  1974  States  have  enacted  laws  establishing  compre- 
hensive health  insurance  pools.  These  States  are:  Connecticut,  Flor- 
ida, Illinois,  Indiana,  Iowa,  Maine,  Minnesota,  Montana,  Nebraska, 
New  Mexico,  North  Dakota,  Oregon,  Tennessee,  Washington,  and 
Wisconsin. 

Each  State  insurance  pool  is  an  independent  nonprofit  corpora- 
tion governed  by  a  board  and  administered  by  an  insurance  carrier 
selected  by  the  board. 
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Explanation  of  Provision 

States  woud  be  encouraged  to  voluntarily  establish  health  insur- 
ance risk  pools. 

If  a  State  establishes  a  health  insurance  risk  pool  that  meets  the 
statutory  criteria,  any  large  employer  doing  business  in  the  State, 
whether  or  not  it  provides  insurance  for  its  employees  or  has  an 
ERISA  self  funded  plan  would  have  to  share  in  pool  losses  or  be 
subject  to  a  Federal  tax.  Because  this  provision  affects  employers 
and  not  employee  welfare  benefit  plans,  it  has  no  effect  on  ERISA 
or  ERISA  preemption  of  State  law. 

The  term  "large  employer"  with  regard  to  a  State  risk  pool, 
means  an  employer,  who,  on  each  of  some  20  days  during  the  tax- 
able year  or  the  preceding  taxable  year,  employed  for  some  portion 
of  the  day  (whether  or  not  at  the  same  moment  of  time)  20  or  more 
individuals. 

The  term  "large  employer"  does  not  include  the  United  States, 
any  State  or  political  subdivision  thereof,  or  any  possession  of  the 
United  States  or  any  agency  or  instrumentality  of  any  of  the  above 
including  the  United  States  Postal  Service  and  Post  Rate  Commis- 
sion. However,  the  term  "large  employer"  does  include  any  nonap- 
propriated fund  instrumentality  of  the  United  States.  The  commit- 
tee has  included  nonappropriated  fund  instrumentalities  because 
these  entities  are  for-profit  employers  and  therefore  should  be  in- 
cluded as  are  all  other  for-profit  employers  doing  business  in  the 
State. 

The  term  "large  employer"  also  does  not  include,  with  respect  to 
a  State  health  insurance  pool  in  a  State,  any  (1)  church,  (2)  conven- 
tion or  association  of  churches,  or  (3)  organization  which  is  con- 
trolled by  or  associated  (as  described  in  section  414(c)(3)(D)  of  the 
Internal  Revenue  Code)  with  a  church  or  convention  or  association 
of  churches,  if  the  church,  convention,  association,  or  organization 
states  that  it  is  opposed  for  religious  reasons  to  participation  in  the 
State  health  insurance  pool  of  that  State.  The  Secretary  of  Health 
and  Human  Services  shall  develop  the  procedures  by  which  such  a 
church,  convention  or  association,  or  organization  may  become 
exempt  from  pool  participation. 

To  the  extent  that  there  are  losses  in  a  State  pool,  the  losses 
would  be  assessed  equitably  among  all  participating  employers  in 
the  State.  Each  State  would  be  required  to  define  how  the  losses 
would  be  equitably  assessed  among  the  participating  employers  in 
its  State.  Any  employer  that  does  not  voluntarily  participate  in 
sharing  the  losses  in  a  risk  pool  would  be  subject  to  the  imposition 
of  a  Federal  tax  equal  to  5  percent  of  gross  wages  (as  defined  in  the 
Internal  Revenue  Code  sec.  3401)  paid  or  incurred  during  the  tax- 
able year.  If  a  State  does  not  create  a  health  insurance  risk  pool, 
there  would  be  no  tax  on  employers  in  that  State. 

All  residents  of  a  State  with  a  pool  who  are  not  eligible  for  Medi- 
care or  Medicaid  would  be  eligible  to  purchase  health  insurance 
from  the  risk  pool. 

A  State  risk  pool  would  charge  a  premium  based  upon  the  rea- 
sonable actuarial  projection  of  anticipated  use  of  health  services 
and  expenses.  The  premium  rate  would  be  expected  to  ensure  that 
the  pool  is  self-supporting  but  in  no  event  could  it  be  higher  than 
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150  percent  of  the  average  premium  rates  for  individual  standard 
risk  policies  for  comparable  coverage  sold  in  the  State. 

The  insurance  policies  offered  under  the  State  risk  pool  would  be 
required  to  offer  coverage  typical  of  large  employer  plans  except 
that:  (1)  out-of-pocket  limits  would  be  no  more  than  $2,000  for  indi- 
viduals and  $4,000  for  families,  (2)  there  could  be  a  choice  of  deduc- 
tibles but  no  deductible  could  exceed  $1,000  per  covered  individual, 
(3)  exclusion  of  coverage  for  preexisting  conditions  could  not  be  for 
more  than  6  months,  except  no  waiting  period  could  be  imposed  for 
certain  newborns  and  infants  under  the  age  of  1  year,  (4)  lifetime 
limits  on  benefits  could  not  be  less  than  $500,000,  and  (5)  the  pur- 
chase and  repair  of  durable  medical  equipment  would  be  covered. 

The  exclusion  of  coverage  for  preexisting  conditions  would  not 
apply  in  the  following  circumstances:  (1)  to  a  newborn  child  of  a 
parent  covered  under  the  pool  plan,  (2)  to  a  child  who,  at  the  time 
of  application  for  pool  insurance,  is  under  1  year  of  age  and  whose 
private  health  insurance  lifetime  limit  has  been  exhausted,  or  (3)  to 
a  condition  of  a  child  at  the  time  of  birth  if  the  child  is  under  1 
year  of  age  at  the  time  of  application  for  insurance  and  the  condi- 
tion is  diagnosed  not  later  than  30  days  after  the  birth  of  the  child. 
The  committee  has  included  the  exemption  for  clause  (1)  because 
all  States  currently  require  that  insurance  benefits  cover  newborn 
from  the  moment  of  birth. 

The  committee  is  concerned  about  the  lack  of  access  to  health  in- 
surance for  those  who  exhaust  the  lifetime  limits  of  their  private 
health  insurance  and  for  those  high  cost  infants  who  currently 
have  no  health  insurance.  The  committee  anticipates  that  the  State 
risk  pool  will  serve  as  insurance  of  last  resort  for  these  groups  and 
others. 

A  State  health  insurance  risk  pool  may  deny  coverage  for  some 
or  all  services  or  costs  directly  relating  to  abortion. 

A  State  health  insurance  risk  pool  may  include  cost  containment 
features  that  are  currently  utilized  by  large  employer  groups  in  the 
State. 

Existing  State  health  insurance  risk  pools  would  be  allowed  to 
maintain  all  of  their  current  policies.  Any  State  that  chooses  to  op- 
erate a  pool  under  this  provision  would  have  to  comply  with  all  of 
the  requirements  set  forth  in  this  provision. 

The  committee  understands  the  State  health  insurance  pools  es- 
tablished by  this  provision  are  generally  designed  for  people  who 
can  afford  to  pay  sizable  premiums.  A  State  or  other  entity  would 
be  permitted  to  provide  payment  of  part  or  all  of  the  premium  of 
an  enrollee  and  could  vary  the  amount  of  the  payment  based  on 
the  enrollee's  income  or  on  some  other  basis. 

A  recent  General  Accounting  Office  study  indicated  that,  pool 
losses  ranged  from  about  $0.50  to  $1.76  per  person  covered  by 
health  insurance  in  the  States  having  pools  in  place.  The  commit- 
tee therefore  believes,  based  on  the  experience  of  the  States  which 
have  enacted  similar  legislation,  that  the  losses  will  be  small. 

The  committee  anticipates  that  the  establishment  of  these  health 
insurance  pools  will  take  some  pressure  off  the  need  for  new  or  ex- 
isting public  programs  for  people  who  do  not  have  access  to  health 
insurance. 
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The  committee  understands  that  States  have  generally  chosen  to 
tax  contracts  or  policies  of  insurance  sold  to  employee  benefit  plans 
(or  insurance  companies  that  sell  employers  such  contracts  or  poli- 
cies) to  pay  for  losses  to  the  pool.  This  has  created  an  impression  of 
unfairness;  i.e.,  that  only  those  employers  that  choose  to  provide 
health  insurance  through  State-regulated  commercial  insurers  can 
be  required  to  help  fund  risk  pool  shortfalls.  Under  the  current  ap- 
proach, employers  with  ERISA  self-funded  health  benefit  plans  are 
immune  from  taxation.  Illinois,  alone,  has  chosen  to  fund  pool 
losses  through  general  revenues.  The  committee  intends  that  by 
spreading  potential  losses  among  all  large  employers  in  the  State 
that  equity  and  fairness  will  be  served. 

Effective  Date 

The  proposal  would  be  effective  for  taxable  years  beginning  on  or 
after  January  1,  1989,  after  a  State  establishes  a  risk  pool  in  com- 
pliance with  the  provisions  in  the  proposal. 

Subtitle  E— Customs  User  Fees;  Trade  and  Customs  Agency 
Authorizations 

1.  CUSTOMS  USER  FEES  (SEC.  9401  OF  THE  BILL) 

Present  Law 

As  enacted  in  the  Omnibus  Budget  Reconciliation  Act  of  1986,  an 
ad  valorem  user  fee  is  applied  to  all  formal  entries  of  merchandise 
imported  for  consumption  in  the  amount  of  0.22  percent  during 
fiscal  year  1987,  dropping  to  the  lesser  of  0.17  percent  or  the  rate 
which  will  provide  revenue  equal  to  the  appropriated  level  of  Cus- 
toms' commercial  operations  in  fiscal  year  1988,  and  expiring  Sep- 
tember 30,  1989.  The  fee  does  not  apply  to  articles  classifiable  in 
schedule  8  of  the  Tariff  Schedules  (including  products  containing 
U.S.  components  which  are  classifiable  in  item  807.00  of  the  Sched- 
ules and  U.S.  articles  returning  to  the  United  States  after  having 
been  repaired  (item  806.20)  or  processed  (806.30)  abroad). 

Explanation  of  Provision 

Section  9401  amends  the  customs  user  fees  provisions  in  several 
important  respects.  First,  the  expiration  date  for  the  fees  would  be 
extended  for  1  additional  year,  until  September  30,  1990,  and  the 
original  fee  level  of  0.22  percent  would  be  restored  and  remain  in 
effect  through  fiscal  year  1988,  at  which  time  the  rate  would  be  ad- 
justed to  the  lesser  of  0.22  percent  or  the  rate  which  would  provide 
revenue  approximating  the  appropriated  level  of  Customs'  commer- 
cial operations.  Second,  in  order  to  avoid  placing  a  double  burden 
on  operators  of  foreign  trade  zones  and  customs  bonded  ware- 
houses, a  provision  has  been  added  precluding  the  Customs  Service 
from  assessing  an  annual  fee  on  such  operators  in  addition  to  the 
per-entry  fee  which  is  now  applicable  to  merchandise  withdrawals 
from  such  facilities. 

Third,  the  committee  has  taken  steps  to  close  the  so-called 
806.30/807.00  loophole  which,  under  current  law,  permits  importers 
to  avoid  the  application  of  the  users  fees  entirely  if  any  portion  of 
the  imported  article  is  of  U.S.  origin  and  eligible  for  duty-free 
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treatment  under  items  806.30  or  807.00  of  the  Tariff  Schedules.  As 
amended,  only  the  value  of  the  U.S.  components  or  materials 
which  are  eligible  for  duty-free  treatment  under  such  provisions 
would  be  exempt  from  the  users  fee.  The  value  of  the  foreign  com- 
ponents of  the  imported  article  would  be  subject  to  the  fee. 

To  ensure  that  no  additional  recordkeeping  burdens  are  imposed 
upon  the  public  as  a  result  of  this  amendment,  the  following  sim- 
plified accounting  requirements  applicable  to  duty-free  articles  en- 
tering, or  eligible  for  entry,  under  items  806.30  and  807.00  of  the 
Tariff  Schedules  of  the  United  States  (TSUS)  should  be  implement- 
ed. These  requirements  would  apply  to  all  imports  of:  (1)  articles 
with  U.S.  content;  (2)  commingled  merchandise  consisting  of  arti- 
cles with  U.S.  content  and  like  or  similar  articles  not  containing 
U.S.  content;  and  (3)  articles  exported  from  the  United  States  for 
processing  abroad  and  returned  to  the  United  States  for  further 
processing. 

Importers  may  enter  the  articles  on  the  basis  of  aggregate  data 
derived  from  financial  and  manufacturing  reports  used  by  the  im- 
porter in  the  normal  course  of  business.  The  data  would  be  calcu- 
lated according  to  generally  accepted  accounting  principles  so  as  to 
establish  the  following  for  a  1-year  period:  (1)  the  total  value  of  all 
articles  imported,  based  on  U.S.  customs  principles  of  valuation;  (2) 
for  item  807.00  articles,  the  U.S.  content  portion  of  the  value  cited 
in  item  1  value  represented  by  processing  abroad;  and  (3)  for  item 
806.30  articles,  the  portion  of  the  item  1  value  represented  by  proc- 
essing abroad.  In  this  context,  the  valuation  of  all  imports  during 
an  import  year  would  be  based  on  data  from  the  prior  import  year 
and  applied  across-the-board  to  such  imports,  thereby  eliminating 
discrete  calculations  with  respect  to  articles,  individual  components 
contained  within  such  articles,  and  individual  entries.  Accordingly, 
1986  data  would  apply  to  1987  imports,  1987  data  to  1988  imports, 
and  so  on.  It  is  intended  that  the  term  "import  year"  be  defined  as 
^either  a  calendar  year  or  some  other  12-month  cycle,  depending  on 
the  accounting  cycle  utilized  by  the  importer. 

Upon  termination  of  operations  by  an  importer,  a  -  'catch-up"  ad- 
justment reflecting  actual  percentages  from  the  year  prior  to  ter- 
mination would  be  required  to  ensure  that  the  importer  has  paid 
the  appropriate  amount  of  user  fee.  With  the  exception  of  this  ad- 
justment, or  unless  required  by  a  Customs  audit,  no  other  adjust- 
ment or  reconciliation  in  connection  with  user  fee  payments  shall 
be  required  of  the  importer. 

Fourth,  clarifying  language  was  added  to  the  statute  requiring 
customs  service  to  be  "adequately  provided"  for  the  clearance  or 
preclearance  of  vessels,  vehicles,  aircraft,  or  passengers  upon  rea- 
sonable request  and  without  the  imposition  of  additonal  charges 
other  than  the  users  fees.  The  term  "adequately  provided"  is  de- 
fined to  mean  that  customs  services  are  to  meet  the  needs  of  par- 
ties subject  to  customs  inspections  in  a  timely  manner  taking  into 
account  factors  such  as  the  unavoidability  of  weather,  mechanical, 
or  other  delays;  necessity  for  prompt  and  efficient  passenger  and 
baggage  clearance;  perishability  of  cargo;  desirability  or  unavoida- 
bility of  late  night  and  early  morning  arrivals  from  various  time 
zones;  the  availability  of  customs  personnel  and  resources;  and  the 
need  for  specific  enforcement  checks. 
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Another  important  amendment  clarifies  that  users  fees  designat- 
ed to  reimburse  an  appropriation  for  Customs'  overtime  in  provid- 
ing clearance  and  preclearance  services  shall  be  reimbursed  direct- 
ly without  being  deposited  in  the  users  fee  account  and  without 
being  subject  to  apportionment  by  the  Office  of  Management  and 
Budget.  A  related  amendment  would  preclude  the  Customs  Service 
from  taking  steps  to  modify  regular  work  shifts. 

This  section  also  directs  the  General  Accounting  Office  to  con- 
duct a  comprehensive  study  of  Customs'  Centralized  Cargo  Exami- 
nation Station  (CES)  concept  to  be  completed  by  March  30,  1988. 
Customs  is  directed  to  suspend  current  CES  operations  at  airports 
and  not  to  implement  further  CES  changes  after  October  31,  1987, 
unless  at  least  90  days  advance  notice  is  provided  to  the  House 
Committee  on  Ways  and  Means  and  the  Senate  Committee  on  Fi- 
nance. 

Finally,  a  technical  amendment  would  permit  Customs  to  issue 
refunds  to  vessel  operators  who  were  entitled  to  such  refunds 
under  section  1893(g)(2)  of  the  Tax  Reform  Act  of  1986  (Public  Law 
99-514)  but  missed  the  filing  deadline.  An  additional  90-day  period 
from  date  of  enactment  of  this  Act  would  be  provided  for  appropri- 
ate requests  for  such  refunds  to  be  made  to  the  U.S.  Customs  Serv- 
ice. 

Reasons  for  Change 

Most  of  the  amendments  to  the  customs  users  fees  provisions 
contained  in  section  9401  are  a  response  to  administration  sugges- 
tions and  to  complaints  the  committee  has  received  from  broad  seg- 
ments of  the  trading  community  based  on  their  experience  with 
the  users  fees  over  the  past  year. 

The  administration's  budget  proposal  would  have  extended  the 
customs  users  fees  indefinitely  and  modified  the  schedule  8  exemp- 
tion insofar  as  it  applies  to  imported  articles  containing  U.S.  com- 
ponents. Although  the  committee  adopted  the  administration's  rec- 
ommendation with  respect  to  the  schedule  8  exemption,  it  chose  to 
extend  the  program  for  1  additional  year,  to  September  30,  1989, 
rather  than  extending  it  indefinitely.  The  committee  has  a  number 
of  concerns  about  the  way  the  program  has  been  administered  thus 
far  and  would  like  to  see  several  problems  resolved  before  it  will 
consider  making  this  program  permanent. 

The  committee  is  particularly  concerned  that  the  fundamental 
purpose  of  the  program  of  providing  adequate  funding  for  the  com- 
mercial operations  of  the  Customs  Service  is  not  being  met.  During 
the  first  year  of  the  program,  the  Office  of  Management  and 
Budget  did  not  allow  any  of  the  proceeds  of  the  customs  users  fees 
account  to  be  spent  for  the  commercial  operations  of  the  Customs 
Service.  Further,  the  administration's  budget  proposal  for  the  Cus- 
toms Service  for  fiscal  year  1988  once  again  called  for  a  drastic  re- 
duction of  2,000  customs  officers.  Such  cuts  should  not  be  necessary 
if  the  customs  users  fees  program  is  being  properly  implemented. 

The  adjustments  in  the  fee  level  adopted  by  the  Committee  are 
intended  to  insure  that  sufficient  funds  exist  to  provide  an  effective 
and  efficient  commercial  program  for  the  U.S.  Customs  Service 
without  reducing  Customs'  personnel.  The  Customs  Service  plays 
an  extremely  important  role  in  enforcing  numerous  customs-relat- 
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ed  laws  in  a  manner  that  does  not  impede  the  flow  of  legitimate 
shipments  through  our  ports  in  a  timely  manner.  The  users  fees 
program  is  designed  to  provide  Customs  with  sufficient  resources  to 
do  this  job  without  creating  strains  on  the  fiscal  budget. 

On  the  other  hand,  the  committee  recognizes  and  understands 
that  in  paying  specific,  identifiable  passenger  user  fees  for  customs 
processing,  the  traveling  public  rightfully  expects  an  appropriate 
level  of  service  in  return  for  fees  paid.  To  a  significant  degree,  the 
enhanced  staffing  levels  which  have  been  provided  to  the  Customs 
Service  are  directly  attributable  to  this  fee,  and  the  committee 
agrees  that  the  staffing  level  should  be  utilized  to  expedite  the 
clearance  formalities  of  the  fee-paying  public. 

New  sections  have  therefore  been  included  which  require  ade- 
quate provision  of  customs  services  for  clearing  passengers  and 
cargo  and  which  define  the  term  "adequately  provided"  to  include 
the  need  for  timely  clearance  while  implementing  specific  enforce- 
ment checks  to  uphold  the  customs  laws. 

In  order  to  assure  that  Customs'  inspection  personnel  are  appro- 
priately maintained,  the  committee  believes  that  an  objective 
standard  should  be  established  for  determining  when  Customs 
staffing  is  producing  a  "fully  adequate"  level  of  service.  In  the  case 
of  arriving  international  air  passengers,  the  committee  believes 
that  Customs  should  strive  to  complete  processing  of  arriving  pas- 
sengers within  no  more  than  45  minutes  of  their  arrival  at  the  air- 
port terminal  gate. 

The  Commissioner  is  to  submit  reports  to  this  committee  on  Feb- 
ruary 1,  1988,  and  August  1,  1988,  detailing  procedures  adopted  to 
achieve  compliance  with  this  standard  and  the  level  of  successful 
compliance.  In  the  event  that  this  standard  is  not  being  met  or  bet- 
tered at  a  given  location  the  report  should  explain  in  detail  steps 
which  are  being  undertaken  to  rectify  such  a  situation. 

The  committee  amendment  further  provides  that  no  other 
charges  except  the  users  fees  specifically  provided  by  law  may  be 
assessed  upon  the  public  in  connection  with  Customs'  clearance  or 
preclearance  services  associated  with  entry  of  passengers  or  cargo. 

The  committee  amendment  also  modifies  current  law  dealing 
with  the  disposition  of  users  fees  and  the  manner  of  their  applica- 
tion to  fund  Customs'  commercial  operations.  This  modification  is 
designed  to  obviate  certain  administrative  problems  which  have 
arisen  from  OMB's  interpretation  of  current  law.  OMB  has  seen  fit 
to  maintain  two  users  fees  accounts,  one  for  passenger  and  convey- 
ance fees  and  another  for  the  commercial  operations  fee  on  im- 
ports. Because  certain  legal  requirements,  such  as  the  procedure 
for  recommending  an  increase  or  decrease  in  users  fees,  are  trig- 
gered by  the  user  fee  account  balance  in  relation  to  expenditures, 
the  committee  considers  that  administration  and  oversight  will  be 
simplified  if  only  a  single  Customs  Users  Fees  Account  is  estab- 
lished. Under  the  committee  amendment,  all  users  fees,  except 
those  used  to  reimburse  a  customs  appropriation  for  overtime  in- 
spectional  services  and  preclearance  services,  are  required  to  be  de- 
posited in  a  single  Customs  Users  Fees  Account. 

The  portion  of  the  users  fees  required  to  reimburse  a  Customs 
appropriation  for  overtime  inspectional  services  or  preclearance 
services  will  not  be  deposited  in  the  Customs  Users  Fees  Account, 
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but  will  be  accounted  for  as  a  reimbursement  to  an  appropriation 
under  19  U.S.C.  1524.  Overtime  inspectional  and  preclearance  serv- 
ices are  unique  in  requiring  a  high  degree  of  responsiveness  to  the 
needs  of  carriers  and  others  requesting  such  services.  In  the  past, 
requestors  reimbursed  the  Customs  Service  for  such  services,  and 
the  committee  desires  to  maintain  the  same  degree  of  responsive- 
ness as  existed  when  Customs  was  being  directly  reimbursed  by 
private  parties  for  such  services.  Accordingly,  the  committee  has 
provided  for  direct  reimbursement  to  the  Customs  appropriation  of 
that  portion  of  users  fees  required  to  cover  the  costs  of  providing 
inspectional  overtime  and  preclearance  services.  It  is  the  commit- 
tee's intention  that  such  costs  be  directly  reimbursed  out  of  users 
fees  by  the  Secretary  of  the  Treasury  in  the  manner  specified,  and 
that  such  reimbursement  not  be  subject  to  apportionment  or  other 
administrative  limitation.  During  the  past  year,  when  these  funds 
were  apportioned  by  OMB  and  subsequently  distributed  to  Customs 
regions,  insufficient  funds  reached  the  ports  and  inspectional  over- 
time services  had  to  be  curtailed.  The  procedure  established  by  the 
committee  will  avoid  this  problem  and  assure  responsiveness  by  re- 
quiring that  services  be  provided  when  requested,  with  the  cost  of 
such  services  reimbursed  to  Customs  out  of  users  fees. 

The  committee  amendment  further  clarifies  current  law  by  reit- 
erating that  funds  deposited  in  the  Customs  Users  Fees  Account  be 
employed,  to  the  extent  provided  in  appropriation  acts,  to  reim- 
burse all  costs  of  the  Customs  Service  for  commercial  operations.  It 
is  the  committee's  intention  that  user  fees  be  employed  for  develop- 
ment of  a  modern,  efficient  Customs  Service  capable  of  harnessing 
the  human  and  technological  resources  needed  to  accomplish  its 
multifaceted  mission.  Accordingly,  the  committee  has  included  a 
provision  that  there  should  be  no  reduction  in  Customs  personnel 
staffing  levels  for  commercial  operations  below  those  appropriated 
by  Congress. 

Finally,  the  amendment  would  direct  the  initiation  of  a  General 
Accounting  Office  Study  of  Customs'  Centralized  Examination  Site 
(CES)  Program.  Initiated  on  January  5,  1987,  through  Customs  Di- 
rective 3270-03,  the  program  provides  for  centralized  examination 
of  cargo  at  border  stations,  ocean  ports,  and  airport  facilities. 
Rather  than  having  inspectors  perform  this  examination  at  the 
point  where  the  goods  transit,  the  plan  calls  for  diversion  to  a  cen- 
tralized warehouse  location  where  they  are  devanned,  inspected, 
restuffed,  and  returned  to  their  previous  route.  Previously,  inspec- 
tors were  located  on  the  premises  of  a  common  carrier  or  devan- 
ning  station,  or  in  some  instances  where  available  at  the  importer's 
warehouse  on  a  reimbursed  basis. 

The  committee  is  generally  supportive  of  Customs'  efforts  to  use 
its  resources  in  a  more  efficient  manner,  particularly  if  such  efforts 
result  in  more  effective  enforcement  of  our  customs  laws.  However, 
the  committee  has  received  testimony  and  considerable  negative  in- 
dustry comment  about  this  program.  Industry  criticism  revolves 
around  numerous  points,  including:  (1)  operation  of  the  CES  site 
has  been  contracted  to  the  private  sector,  which  now  performs 
duties  previously  assumed  by  Customs;  (2)  CES  operators  charge 
fees  which  have  not  previously  been  costs  borne  by  the  importer 
and  which,  according  to  reports,  have  been  very  substantial;  (3)  the 
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program  was  commenced  5  weeks  after  the  customs  0.22  percent  ad 
valorem  user  fee  went  into  effect,  a  fee  intended  by  this  committee 
to  sustain  Customs  commercial  operations  and  which  the  private 
sector  argues  should  absorb  CES  costs;  and  (4)  the  process  of  cen- 
tralization may  well  work  in  some  instances  but  has  proven  to  be 
disruptive  in  others,  particularly  at  airports  and  on  the  Southern 
border.  The  committee  is  concerned  about  these  reports  and  strong- 
ly believes  that  the  Customs  Service  must  take  greater  caution  in 
implementing  programs  which  have  such  an  impact  on  the  trading 
community  and  more  carefully  evaluate  its  programs  before  they 
are  put  into  effect.  From  indications  from  importers  and  customs 
brokers,  CES  has  had  a  profoundly  negative  impact  on  many  areas 
and  needs  a  second  look  before  Customs  moves  ahead. 

The  committee  therefore  intends  to  delay  expansion  of  the  CES 
program  until  a  careful  reappraisal  is  conducted  and  the  commit- 
tee has  had  an  opportunity  to  guide  the  direction  of  the  program. 
The  committee  therefore  orders  a  comprehensive  General  Account- 
ing Office  audit  of  centralized  examination  in  order  to  review, 
among  other  issues,  the  criticism  of  the  private  sector  described 
above.  Customs  is  also  directed  to  begin  accumulation  of  the  data 
necessary  to  make  a  similarly  comprehensive  report  to  the  commit- 
tee. Both  reports  shall  be  submitted  to  this  committee  no  later 
than  March  30,  1988. 

In  order  to  facilitate  this  study  and  to  ensure  that  the  private 
sector  is  protected  from  the  disruptions  and  excessive  costs  that 
CES  has  generated,  Customs  is  directed  to  postpone  expansion  of 
the  CES  program.  No  ocean  port,  land  border,  or  airport  site  may 
be  established  after  October  31,  1987,  unless  the  Customs  Service 
has  formally  notified  the  House  Committee  on  Ways  and  Means 
and  the  Senate  Committee  on  Finance  of  its  intentions  to  do  so  at 
least  90  days  before  taking  such  actions.  Further,  the  Customs 
Service  is  directed  to  discontinue  operation  of  CES  sites  used  for 
air  cargo  operations  until  the  study  is  complete  and  appropriate 
notification  has  been  made.  It  is  the  committee's  understanding 
that  such  operations  are  least  adaptable  to  the  CES  concept  and 
that,  particularly  at  JFK  Airport,  airports  are  where  the  greatest 
problems  have  occurred.  At  the  same  time,  however,  Customs  is 
also  directed  to  maintain  a  minimum  staffing  level  at  air  cargo  lo- 
cations equal  to  that  which  existed  immediately  prior  to  the  sus- 
pension of  the  program. 

2.  U.S.  INTERNATIONAL  TRADE  COMMISSION  (SEC.  9402  OF  THE  BILL) 

Present  Law 

Section  175  of  the  Trade  Act  of  1974  (Public  Law  93-618),  pro- 
vides that  the  estimated  expenditures  and  proposed  appropriations 
for  the  U.S.  International  Trade  Commission  (ITC)  shall  be  includ- 
ed without  revision  in  the  budget  submitted  by  the  President  to  the 
Congress.  It  also  amended  section  330  of  the  Tariff  Act  of  1930  (19 
U.S.C.  1330(e)(2))  to  require  that  that  annual  authorization  of  ap- 
propriations for  the  Commission  be  established  by  law. 

A  total  authorization  level  of  $28,901,000  was  provided  for  the 
ITC  for  fiscal  year  1986  as  part  of  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985  (Public  Law  99-272).  The  ITC  is 
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operating  under  the  terms  of  the  Continuing  Resolution  (Public 
Law  99-591)  for  fiscal  year  1987  in  the  amount  of  $33,900,000. 

Explanation  of  Provision 

Section  9402  amends  section  330(e)(2)  of  the  Tariff  Act  of  1930  to 
provide  a  two-year  authorization  of  appropriations  of  $35,386,000 
for  fiscal  year  1988  and  $36,730,000  for  fiscal  year  1989.  Of  these 
amounts,  not  more  than  $2,500  may  be  used  for  reception  and  en- 
tertainment expenses,  subject  to  the  approval  of  the  Chairman. 
The  authorization  covers  necessary  expenses  of  the  Commission,  in- 
cluding the  rental  of  conference  rooms  in  the  District  of  Columbia 
and  elsewhere. 

Reasons  for  Change 

The  authorization  of  $35,386,000  for  fiscal  year  1988  is  the 
amount  requested  by  the  ITC  and  represents  a  4.4  percent  increase 
(or  $1,486,000)  over  the  fiscal  year  1987  appropriation,  an  amount 
which  will  maintain  operations  at  current  levels.  The  fiscal  year 

1987  appropriation  included  $4,000,000  for  the  Commission's  reloca- 
tion to  new  facilities,  a  one-time  appropriation  which  remains 
available  for  relocation  expenses  as  they  occur.  Thus,  the  fiscal 
year  1988  request  represents  an  increase  of  18.3  percent  (or 
$5,486,000)  over  the  $29,900,000  appropriation  for  the  current  servlfc 
ices  budget  for  fiscal  year  1987,  an  increase  comprised  primarily  of 
three  nondiscretionary  cost  increases. 

The  three  nondiscretionary  cost  increases  for  fiscal  year  1988 
total  $5,918,000  and  include:  (1)  $1,084,000  for  increased  salary 
costs,  including  anticipated  step  increases,  promotions,  and  related 
benefit  increases,  and  the  January  1987  three  percent  cost-of-living 
increase;  (2)  $1,381,000  for  the  increase  in  retirement  costs  due  to 
the  new  Federal  Employees'  Retirement  System;  and  (3)  $3,453,000 
for  increased  space  rental  costs  in  the  new  facilities  into  which  the 
Commission  is  scheduled  to  move  in  December  1987.  The  fiscal  year 

1988  authorization  also  reflects  a  decrease  of  $432,000  for  adminis- 
tration and  services,  due  to  cost  savings  in  these  areas.  Finally,  it 
provides  for  502  full-time  permanent  positions,  including  the  20  ad- 
ditional positions  provided  by  Congress  in  the  fiscal  year  1987  Con- 
tinuing Resolution. 

The  fiscal  year  1989  authorization  of  $36,730,000  represents  a  3.8 
percent  increase  over  fiscal  year  1988  levels.  This  amount  should 
approximately  cover  the  expected  increase  in  nondiscretionary 
costs  for  that  year. 

The  committee  believes  that  the  ITC  budget  request  for  fiscal 
year  1988  is  reasonable.  The  budget  request  for  fiscal  year  1988  and 
the  level  proposed  for  fiscal  year  1989  would  simply  maintain,  not 
expand,  the  current  level  of  operations  of  the  Commission.  The 
Commission  plays  a  central  role  in  deciding  import  relief  matters 
and  making  recommendations  to  the  President,  and  in  responding 
to  numerous  requests  from  the  Congress  and  the  President  for  spe- 
cial economic  studies  and  other  fact-finding  and  technical  services. 
As  such,  the  ITC  is  of  critical  importance  to  the  operation  of  a 
transparent,  fair,  and  effective  U.S.  trade  policy. 
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3.  U.S.  CUSTOMS  SERVICE  (SEC.  9403  OF  THE  BILL) 

Present  Law 

The  Customs  Procedural  Reform  and  Simplification  Act  of  1978 
(Public  Law  95-410)  provides  for  the  annual  authorization  of  appro- 
priations for  the  Customs  Service.  The  Omnibus  Budget  Reconcilia- 
tion Act  of  1986  (Public  Law  99-509),  which  provides  for  the  imposi- 
tion of  Customs  user  fees,  requires  that  the  salaries  and  expense 
portion  of  the  Customs  authorization  specify  separate  amounts  for 
commercial  and  non-commercial  operations,  beginning  in  fiscal 
year  1988.  Section  8102  of  the  Act  also  provided  for  the  authoriza- 
tion of  appropriations  for  fiscal  year  1987  for  the  U.S.  Customs 
Service  in  the  amount  of  $1,001,180,000  for  salaries  and  expenses 
and  $171,050,000  for  operation  and  maintenance  of  the  air  pro- 
gram. In  lieu  of  the  regular  Treasury  Department  appropriation 
bill,  Customs  is  operating  under  the  fiscal  year  1987  Continuing 
Resolution  (Public  Law  99-591)  at  a  level  of  $1,019,435,000. 

Explanation  of  Provision 

Section  9403  amends  section  301(b)  of  the  Customs  Procedural 
Reform  and  Simplification  Act  of  1978  (19  U.S.C.  2075(b))  to  provide 
a  two-year  authorization  of  appropriations  for  salaries  and  ex- 
penses and  air  interdiction. 

For  non-commercial  operations  for  fiscal  year  1988,  section  2  au- 
thorizes $348,192,000,  of  which  $171,857  is  available  only  for  con- 
cluding a  contract  (TC-82-54)  for  the  development  and  testing  of 
an  automatic  license  plate  reader  program.  For  fiscal  year  1989, 
non-commercial  operations  are  authorized  at  a  level  of 
$381,819,000.  The  section  also  authorizes  an  appropriation  out  of 
the  Customs  User  Fee  Account  for  Customs'  commercial  operations 
in  the  amount  of  $615,000,000  for  fiscal  year  1988  and  $630,865,000 
for  fiscal  year  1989.  It  further  amends  section  301(b)  to  provide  au- 
thorization of  appropriations  for  the  operation  and  maintenance  of 
the  air  interdiction  program  in  the  amounts  of  $118,309,000  and 
$126,068,000  for  fiscal  years  1988  and  1989,  respectively. 

Reasons  for  Change 

The  President's  total  customs  budget  request  for  fiscal  year  1988 
of  $899,786,000  would  have  required  a  2,000  position  cut  in  person- 
nel. The  committee  bill  not  only  restores  this  proposed  cut,  but  also 
includes  funds  to  add  800  new  positions  for  commercial  operations 
to  be  funded  out  of  the  Customs  User  Fee  Account.  It  is  the  intent 
of  the  committee  that  these  new  positions  in  the  commercial  area 
be  filled  as  soon  as  practicable.  The  fiscal  year  1989  amount  would 
maintain  the  same  level  of  service  and  personnel  as  provided  in 
fiscal  year  1988. 

The  committee  strongly  believes  that  this  increased  authoriza- 
tion level  is  essential  for  Customs  to  properly  conduct  its  commer- 
cial activity  mandate.  The  committee  received  unanimous  testimo- 
ny during  hearings  from  the  importing  and  business  community 
that  the  lack  of  Customs  manpower  in  the  commercial  area,  cou- 
pled with  the  increased  emphasis  on  enforcement  related  activities, 
has  contributed  to  cargo  and  passenger  delays  as  well  as  other  im- 
pediments to  trade  facilitation.  Witnesses  noted  that  this  problem 
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was  even  more  acute  since  Congress  enacted  user  fees  on  merchan- 
dise entries  which  were  intended  to  finance  Customs  commercial 
operations.  In  authorizing  funds  for  800  new  positions,  the  commit- 
tee expects  that  both  facilitation  of  trade  and  investigation  of  com- 
mercial fraud  will  be  enhanced.  Finally,  the  committee  objects  to 
the  Administration,  in  particular  the  Office  of  Management  and 
Budget  (OMB),  proposing  drastic  cuts  in  Customs  personnel  year 
after  year,  with  the  expectation  that  Congress  will  restore  full 
funding  levels. 

The  authorization  level  for  fiscal  year  1988  was  arrived  at  by 
starting  with  a  level  necessary  to  maintain  current  operating  levels 
as  estimated  by  the  Customs  Service  ($907,192,000  for  salaries  and 
expenses,  of  which  $559,000,000  would  be  necessary  to  maintain 
current  commercial  levels)  and  adding  $56  million  to  both  to  fund 
the  800  new  positions.  Thus,  the  non-commercial  activity  amount  of 
$348,192,000  is  the  difference  between  total  salaries  and  expenses 
($963,192,000)  and  total  commercial  operations  ($615,000,000). 

For  fiscal  year  1989,  Customs  estimated  $954,724,000  would  be  re- 
quired for  salaries  and  expenses  to  maintain  the  same  level  of  serv- 
ice and  personnel  as  in  fiscal  year  1988,  with  $572,905,000  neces- 
sary for  commercial  operations.  These  amounts  were  increased  by 
$57,960,000  to  fund  the  cost  of  the  new  positions  in  1989.  Thus,  the 
fiscal  year  1989  non-commercial  operations  are  authorized  at  level 
of  $381,819,000  and  commercial  operations  at  $630,865,000  (e.g.,  the 
difference  between  $1,012,684,000  and  $630,865,000). 

With  respect  to  the  air  interdiction  program,  $118,309,000  is  au- 
thorized for  fiscal  year  1988,  with  $126,068,000  in  fiscal  year  1989, 
for  operations  and  maintenance.  The  fiscal  year  1988  amount  re- 
stores a  $32  million  program  reduction  proposed  for  fiscal  year 
1988  and  the  fiscal  year  1989  amount  maintains  the  same  level  of 
service. 

Automatic  License  Plate  Reader  Program 

The  automatic  license  plate  reader  program  has  been  under 
review  by  the  committee  for  more  than  a  year.  In  fact,  the  1986 
Budget  Reconciliation  Act  expressly  included  such  sums  to  com- 
plete the  testing  and  implementation  of  a  prototype  of  an  automat- 
ic license  plate  reader  program  in  the  fiscal  year  1987  authoriza- 
tion of  customs  salaries  and  expenses.  Until  recently,  the  Customs 
Service  has  assured  the  committee  that  the  program  was  proceed- 
ing smoothly,  that  there  were  sufficient  funds  in  the  fiscal  year 
1987  budget  to  complete  testing  and  begin  implementation  of  the 
readers  and  that  the  program  was  a  "positive  development  which 
will  be  of  assistance  in  both  law  enforcement  and  facilitation  ef- 
forts." Smuggling  and  drug-trafficking  were  cited  as  areas  where 
the  automatic  license  plate  reader  would  be  particularly  helpful  to 
Customs. 

After  final  testing  at  San  Ysidro,  California,  in  mid-January 
1987,  the  Customs  Service  conducted  a  policy  review  of  the  pro- 
gram and  concluded  that  the  prototype  would  not  meet  the  Serv- 
ice's operational  needs  and  decided  to  terminate  the  project.  This 
decision  was  confirmed  in  a  letter  from  Commissioner  von  Raab 
dated  June  2,  1987. 
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However,  Customs  has  now  indicated  that  they  do  not  want  to 
pay  to  the  contractor  outstanding  costs  for  development  and  testing 
incurred  prior  to  January  1987.  The  contractor  incurred  such  costs 
primarily  because  of  assurance  by  Customs  that  the  program  would 
continue.  The  provision  would  earmark  $171,857.06  out  of  the  fiscal 
year  1988  authorization  for  non-commercial  operations  solely  for 
payment  in  full  on  the  contract. 

Elimination  of  Sureties  on  Customs  Bonds 

Under  section  13022(b)  of  the  Consolidated  Omnibus  Budget  Rec- 
onciliation Act  of  1985  (Public  Law  99-272)  Customs  is  prohibited 
from  publishing  a  final  rule  change  relating  to  the  requirement  for 
sureties  on  customs  bonds  unless  a  report  is  submitted  to  the 
House  Committee  on  Ways  and  Means  and  to  the  Senate  Commit- 
tee on  Finance  containing  a  cost  estimate,  justification  for  revision, 
and  other  analyses.  The  committee  reaffirms  its  intent  under  this 
provision  to  require  Customs  to  report  to  the  Congress  prior  to  any 
final  regulatory  change  for  sureties  on  customs  bonds. 

Improvement  of  Inspectional  Procedures 

The  committee  urges  the  Commissioner  of  Customs  to  conduct 
and  fund  operational  tests  of  new  technology  for  inspection  proce- 
dures at  appropriate  ports  of  entry  for  the  inspection  of  cargo,  par- 
ticularly at  major  international  airports.  Funding  should  be  provid- 
ed for  the  purchase  or  lease  of  the  equipment  necessary  to  perform 
tests  and  evaluations  of  such  equipment,  as  well  as  for  any  addi- 
tional manpower  that  may  be  needed.  Ports  of  entry  should  be  se- 
lected for  such  tests  primarily  based  on  those  most  in  need  of  addi- 
tional interdiction  capabilities. 

Specifically,  Customs  should  investigate  the  operational  viability 
and  effectiveness  of:  (1)  mass  spectrometry  cargo  inspection  "sniff- 
er" devices;  and  (2)  enhanced  cargo  X-ray  equipment,  capable  of 
processing  vehicles  and  containers.  In  developing  and  conducting 
such  tests,  Customs  is  strongly  encouraged  to  consult  with  airport 
authorities  and  airlines,  and  to  enter  into  cooperative  arrange- 
ments during  the  life  of  the  tests  with  selected  airport  authorities 
for  assistance  in  the  U.S.  Customs  funding  of  all,  or  a  portion  of, 
such  tests,  including  but  not  limited  to  the  construction  of  any  nec- 
essary facilities  and  the  joint  operation  of  any  facility  or  equip- 
ment. Further,  Customs  should  encourage  the  cooperative  partici- 
pation of  the  airlines  in  such  tests.  The  criteria  for  judging  the  suc- 
cess of  such  tests  should  be  a  greater  contraband  interdiction  capa- 
bility, for  the  same  or  higher  level  of  air  cargo  facilitation. 

The  committee  also  urges  the  Commissioner  to  establish  45  min- 
utes as  the  maximum  Federal  inspection  clearance  time  standard 
for  any  arriving  passenger.  The  45  minutes  maximum  standard 
should  be  measured  from  the  first  aircraft  door  being  opened  to  the 
time  that  the  passenger  has  cleared  all  Federal  inspection  formali- 
ties. It  is  the  intent  of  this  committee  that  the  45  minutes  maxi- 
mum standard  should  apply  to  a  fully  loaded,  high  density  seating, 
large  wide-body  aircraft,  arriving  during  a  peak  period.  The  com- 
mittee believes  that  innovative  operational  procedures  for  more  ef- 
ficient use  of  Customs'  manpower  should  be  implemented  to  help 
meet  this  standard. 
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Other  Customs  Issues 

Recognizing  that  the  paramount  consideration  in  adopting  a 
tariff  classification  system  of  the  magnitude  of  the  Harmonized 
System  is  providing  relevant  information  to  the  trading  communi- 
ty, this  committee  directs  the  Customs  Service  to  see  that  such  in- 
formation is  provided  the  public  in  a  timely  manner.  Therefore,  the 
Customs  Service  is  directed  to  inform  the  trade  community  as  to 
binding  rulings  issued  by  the  Service  that  pertain  to  the  classifica- 
tion of  merchandise  under  the  Harmonized  System  by  utilizing  the 
following  vehicles: 

1.  Make  every  effort  to  place  copies  of  rulings  on  an  auto- 
mated information  system. 

2.  Significantly  increase  publication  in  the  Customs  Bulletin 
or  the  Federal  Register,  of  those  rulings  deemed  to  be  of  suffi- 
cient interest  to  the  general  public  or  to  larger  segments  of  the 
trading  community,  especially  as  it  relates  to  the  Harmonized 
System. 

3.  Make  available  on  a  timely  basis  to  interested  parties 
printed  packages  of  recently  issued  ruling  letters  that  are  not 
published  in  the  Customs  Bulletin  or  elsewhere. 

Further,  within  60  days  after  date  of  enactment,  the  Customs 
Service  shall  submit  to  the  Committees  on  Finance  and  Ways  and 
Means  a  report  on  preparations  for  the  implementation  of  the  Har- 
monized System  including  timetables  for  full  implementation, 
training  procedures  for  import  specialists  and  inspectors,  programs 
for  informing  importers,  coordination  among  agencies,  and  proce- 
dures for  ensuring  compliance  with  existing  textile,  steel,  and  other 
quantitative  limitations. 

Finally,  the  Customs  Service  shall  submit  to  the  Committees  on 
Finance  and  Ways  and  Means,  before  the  end  of  the  first  quarter  of 
each  year,  a  report  on  commercial  violations  of  customs  laws  inves- 
tigated by  the  Customs  Service  involving  negligence,  gross  negli- 
gence and  fraud;  the  report  shall  include  the  number  of  cases  in 
each  category,  those  cases  that  involved  seizures,  those  cases  where 
administrative,  civil,  or  criminal  procedures  were  pursued  follow- 
ing investigation,  and  those  that  resulted  in  forfeiture  or  other  civil 
or  criminal  penalties. 

4.  OFFICE  OF  THE  U.S.  TRADE  REPRESENTATIVE  (SEC.  9404  OF  THE  BILL) 

Present  Law 

Section  141(f)(1)  of  the  Trade  Act  of  1974  contains  the  authoriza- 
tion of  appropriations  for  the  USTR,  a  one-year  authorization 
under  present  law.  Present  law  reflects  the  most  recent  authoriza- 
tion level  of  $13,582,000  for  fiscal  year  1986,  including  not  to  exceed 
$80,000  for  entertainment  and  representation  expenses.  Section 
141(f)(2)  contains  a  continuing  authorization  beginning  in  fiscal 
year  1983  for  annual  employee  salary  increases  under  the  Federal 
Pay  Comparability  Act  of  1970. 

Explanation  of  Provision 

Section  9404  of  the  bill  amends  section  141(f)(1)  of  the  Trade  Act 
of  1974  to  provide  a  two-year  authorization  of  appropriations  of 
$15,141,000  for  fiscal  year  1988  and  $15,514,000  for  fiscal  year  1989. 
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Of  these  amounts,  not  to  exceed  $69,000  may  be  used  for  entertain- 
ment and  representation  expenses  of  the  Office  in  each  of  fiscal 
years  1988  and  1989.  This  section  also  amends  section  141(f)(1)  to 
provide  for  the  first  time  that  not  to  exceed  $1,000,000  of  the 
amounts  authorized  to  be  appropriated  in  each  of  fiscal  years  1988 
and  1989  shall  remain  available  until  expended  (i.e.,  constitute  ' 'no- 
year"  funds). 

Reasons  for  Change 

The  total  authorization  level,  including  the  amount  for  entertain- 
ment and  representation  expenses  for  fiscal  year  1988  is  the 
amount  requested  in  the  President's  budget  submission  to  the  Con- 
gress, as  subsequently  amended  to  reflect  an  adjustment  downward 
of  office  space  rent  increases.  The  authorization  level  of  $15,141,000 
for  fiscal  year  1988  represents  an  increase  of  $1,841,000  or  about  14 
percent  from  the  current  appropriation  level  of  $13,300,000  (an  in- 
crease of  $1,596,000  or  12  percent  if  the  proposed  supplemental  ap- 
propriation for  fiscal  year  1987  of  $245,000  is  enacted). 

Of  the  total  increase,  $1,291,000  represents  increases  in  basic  op- 
erating costs  to  maintain  current  recurring  services:  a  nondiscre- 
tionary  rent  increase  of  $617,000;  USTR's  participation  at  a  cost  of 
$469,000  in  the  new  Federal  Employees  Retirement  System  (FERS); 
and  a  fiscal  year  1988  cost  of  $205,000  for  the  1987  three  percent 
pay  raise. 

The  second  component  of  the  total  fiscal  year  1988  increase  rep- 
resents costs  of  $550,000  related  to  additional  program  support  for 
the  Uruguay  Round  of  GATT  multilateral  trade  negotiations 
launched  in  September  1986.  USTR  requests  an  increase  of  10  per- 
manent staff  positions,  an  increase  from  the  current  136  to  a  total 
of  146  permanent  positions.  Salaries  and  associated  costs  for  5  of 
the  10  new  positions  to  be  dedicated  to  substantive  and  managerial 
requirements  of  the  negotiations  total  $240,000.  No  additional  costs 
are  associated  with  the  other  5  new  positions  since  they  represent 
conversion  of  present  staff  on  contract  or  reimbursable  detail  into 
permanent  status  in  order  to  increase  stability  and  continuity  of 
Office  operations.  An  additional  $10,000  from  the  current  1987 
level  is  included  in  the  maximum  allocation  available  for  enter- 
tainment and  representation  funds  to  support  expanded  require- 
ments associated  with  participation  in  the  international  negotia- 
tions. Finally,  the  fiscal  year  1988  authorization  includes  a  one- 
time cost  of  $300,000  to  upgrade  the  analytic  capacity  and  to  im- 
prove the  security  of  USTR  computer  facilities  to  meet  the  de- 
mands of  the  Uruguay  Round. 

The  committee  believes  that  the  additional  funds  requested  by 
the  USTR  for  fiscal  year  1988  above  basic  operating  costs  are  fully 
justified  and  necessary  for  that  agency  to  perform  its  statutory 
functions  for  U.S.  participation  in  the  Uruguay  Round.  These  trade 
negotiations  encompass  a  comprehensive  agenda  of  complex  issues 
involving  about  90  countries,  including  many  important  objectives 
sought  by  the  United  States  to  strengthen  disciplines  against 
unfair  trade  practices  and  to  liberalize  foreign  market  access.  As 
lead  trade  agency  in  the  Executive  branch,  the  USTR  has  the  stat- 
utory responsibility  for  developing  and  coordinating  interagency 
trade  agreement  policy  and  for  representing  the  United  States  in 
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trade  negotiations.  The  level  of  attention  necessary  to  support  the 
Uruguay  Round  effort  now  underway,  in  addition  to  bilateral  nego- 
tiations and  ongoing  trade  policy  functions,  require  the  modest  ad- 
ditional level  of  funding  authorized  in  this  bill. 

The  committee  notes  that  the  Committee  on  Appropriations  has 
reported  on  June  24,  1987,  an  appropriation  level  of  $16,590,000  for 
the  USTR  in  fiscal  year  1988  (H.R.  2733),  $1,449,000  above  the 
budget  request  primarily  for  additional  personnel  and  other  Uru- 
guay Round  support.  The  committee  also  notes  that  the  Committee 
on  Appropriations  has  also  approved  requested  funding  for  72  addi- 
tional personnel  for  the  Department  of  Commerce  to  support  the 
USTR  Uruguay  Round  effort. 

The  $15,514,000  authorization  of  appropriations  for  fiscal  year 
1989  represents  maintenance  of  current  services  from  the  recurring 
cost  base  authorized  for  fiscal  year  1988  of  $14,841,000  ($15,141,000 
less  $300,000  non-recurring  expense  for  computers).  The  increase  of 
$673,000  from  this  base  assumes  the  following  estimated  increases 
in  basic  operating  costs:  $450,000  for  a  three  percent  pay  raise  plus 
participation  in  the  FERS;  $73,000  for  an  executive  pay  raise;  and 
$150,000  for  currency  adjustments. 

In  addition,  USTR  requested  for  the  first  time  that  the  full  fiscal 
year  1988  appropriation  be  provided  on  a  "no  year"  basis.  The  sig- 
nificant fluctuations  in  the  exchange  rate  of  the  U.S.  dollar  against 
the  Swiss  franc  have  created  difficulties  for  funding  expenses  that 
must  be  paid  in  Swiss  francs  to  maintain  the  permanent  USTR 
office  in  Geneva.  This  section  of  the  bill  provides  $1,000,000  of  "no 
year"  spending  authority  for  both  fiscal  years  1988  and  1989,  which 
USTR  estimates  would  be  sufficient  to  allow  retention  of  dollars  in 
years  in  which  the  U.S.  currency  appreciates  against  the  Swiss 
fane  and  the  spending  of  dollars  when  a  depreciation  causes  a 
shortfall  relative  to  basic  costs.  The  Senate  has  already  approved  a 
similar  provision  in  its  fiscal  year  1988  authorization  for  the  USTR 
(S.  829),  and  the  Committee  on  Appropriations  has  reported  a  simi- 
lar provision  in  the  fiscal  year  1988  appropriation  for  USTR  (H.R. 
2763). 

Subtitle  F— PBGC  and  Pension  Funding 

1.  MINIMUM  FUNDING  STANDARD  AND  DEDUCTIONS 

(A)    MODIFICATIONS    OF   MINIMUM   FUNDING   STANDARD  (SEC. 
9511  OF  THE  BILL) 

Present  Law 

In  general. — Under  present  law,  certain  defined  benefit  pension 
plans  are  required  to  meet  a  minimum  funding  standard  for  each 
plan  year.  The  minimum  funding  standards  require  that  an  em- 
ployer contribute  an  annual  amount  sufficient  to  fund  a  portion  of 
participants'  projected  benefits  determined  in  accordance  with  one 
of  several  prescribed  funding  methods,  using  actuarial  assumptions 
that  are  reasonable  in  the  aggregate. 

Generally,  a  funding  method  calculates  the  cost  of  benefits  under 
the  plan  in  two  components:  (1)  normal  cost,  which  represents  the 
cost  of  benefits  allocated  to  the  current  year  under  the  plan's  fund- 
ing method,  and  (2)  a  portion  of  the  plan's  accrued  liabilities  (i.e., 
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all  costs  other  than  normal  cost).  The  costs  in  (2)  include  costs  with 
respect  to  past  service  liability  (e.g.,  the  cost  of  retroactive  benefit 
increases),  experience  losses,  and  changes  in  actuarial  assumptions. 
The  amounts  in  (2)  above  are  amortized  over  a  period  of  years  de- 
pending on  the  nature  of  the  cost.  Experience  gains  and  gains  from 
changes  in  actuarial  assumptions  are  taken  into  account  generally 
by  offsetting  a  portion  of  the  gains  against  the  amounts  determined 
under  (1)  and  (2)  above  for  the  year.  Losses  increase  such  amounts. 

Each  defined  benefit  pension  plan  is  required  to  maintain  a  spe- 
cial bookkeeping  account  called  a  "funding  standard  account."  The 
account  is  charged  with  the  costs  described  above  and  the  amount 
necessary  to  amortize  waived  contributions  (see  below),  and  cred- 
ited with  the  gains  described  above,  the  amount  of  waived  contribu- 
tions for  the  year,  and  contributions  for  the  plan  year.  If,  as  of  the 
close  of  a  plan  year,  the  account  reflects  credits  equal  to  or  in 
excess  of  charges,  the  plan  is  treated  as  meeting  the  minimum 
funding  standard  for  the  year.  Thus,  as  a  general  rule,  the  mini- 
mum contribution  for  a  plan  year  is  determined  as  the  amount  by 
which  the  charges  to  the  account  would  exceed  credits  to  the  ac- 
count if  no  contribution  were  made  to  the  plan. 

Past  service  liabilities. — Past  service  liability  existing  before  the 
effective  date  of  the  minimum  funding  standards  (generally,  1976) 
is  amortized  over  a  period  of  40  years.  All  other  past  service  liabil- 
ity is  amortized  over  a  period  of  30  years. 

Experience  gains  and  losses. — Experience  losses  arise  when  a 
plan  s  experience  is  less  favorable  than  anticipated  under  the 
plan's  assumptions  (e.g.,  interest,  mortality,  morbidity,  and  employ- 
ee turnover,  including  turnover  due  to  plant  closings).  Similarly, 
experience  gains  arise  when  a  plan's  experience  is  more  favorable 
than  anticipated.  Experience  gains  and  losses  are  amortized  over 
15  years. 

Gains  and  losses  from  changes  in  assumptions. — If  the  actuarial 
assumptions  used  for  funding  a  plan  are  revised  and,  under  the 
new  assumptions,  the  accrued  liability  of  a  plan  is  less  than  the  ac- 
crued liability  computed  under  the  previous  assumptions,  the  de- 
crease is  a  gain  from  changes  in  actuarial  assumptions.  If  the  new 
assumptions  result  in  an  increase  in  the  accrued  liability,  the  plan 
has  a  loss  from  changes  in  actuarial  assumptions.  The  gain  or  loss 
for  a  year  from  changes  in  actuarial  assumptions  is  amortized  over 
a  period  of  30  plan  years. 

Switchback  liability. — Certain  plans  may  elect  to  use  an  alterna- 
tive minimum  funding  standard  account  for  any  year  in  lieu  of  de- 
termining contributions  under  the  rules  described  above.  Specified 
annual  charges  and  credits  apply  with  respect  to  the  alternative 
account.  The  minimum  funding  standard  is  considered  satisfied  for 
a  year  if  a  contribution  meeting  the  requirements  of  the  alterna- 
tive account  is  made,  even  if  a  greater  contribution  would  be  re- 
quired under  the  normal  funding  rules. 

If  the  plan  switches  back  from  the  alternative  account  to  the  reg- 
ular method  of  determining  contributions,  the  excess,  if  any,  of 
charges  over  credits  at  the  time  of  the  change  ("the  switchback  li- 
ability") must  be  amortized  over  a  period  of  5  plan  years. 

Liability  for  contributions;  excise  taxes. — If,  as  of  the  close  of  any 
plan  year,  the  minimum  required  contribution  has  not  been  made 
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and  charges  to  the  funding  standard  account  exceed  credits  to  the 
account,  then  the  excess  is  referred  to  as  an  "accumulated  funding 
deficiency."  Unless  a  minimum  funding  waiver  is  obtained,  an  em- 
ployer who  is  responsible  for  contributing  to  a  plan  with  an  accu- 
mulated funding  deficiency  is  subject  to  a  5-percent  nondeductible 
excise  tax  on  the  amount  of  the  deficiency  (sec.  4971). 1  If  the  defi- 
ciency is  not  corrected  within  the  "taxable  period,"  then  an  em- 
ployer who  is  responsible  for  contributing  to  the  plan  is  also  sub- 
ject to  a  nondeductible  excise  tax  equal  to  100  percent  of  the  defi- 
ciency. The  taxable  period  is  the  period  beginning  with  the  end  of 
the  plan  year  in  which  there  is  a  deficiency  and  ending  on  the  ear- 
lier of  (1)  the  date  of  a  mailing  of  a  notice  of  deficiency  with  respect 
to  the  5-percent  tax  or  (2)  the  date  on  which  the  5-percent  tax  is 
assessed  by  the  Internal  Revenue  Service  (IRS).  Under  proposed 
regulations,  related  employers  would  be  jointly  and  severally  liable 
for  the  excise  tax. 

Valuation  of  assets. — Under  present  law,  the  value  of  plan  assets 
is  to  be  determined  in  accordance  with  any  reasonable  actuarial 
method  of  valuation  that  takes  into  account  fair  market  value  and 
that  is  permitted  under  Treasury  regulations.  The  regulations  pro- 
vide that  the  valuation  method  must  use  either  the  fair  market 
value  or  the  average  value  over  a  period  not  exceeding  the  5  most 
recent  plan  years.  Regardless  of  the  valuation  method  used,  the 
method  must  result  in  a  value  that  is  between  80  percent  and  120 
percent  of  fair  market  value  or  between  85  percent  and  115  percent 
of  average  value  (Treas.  reg.  sec.  1.412(c)(2)-l(b)(6)). 

Factors  contributing  to  underfunding  of  defined  benefit  plans. — A 
plan  is  considered  to  be  underfunded  if,  upon  termination,  it  lacks 
sufficient  assets  to  discharge  its  liabilities.  One  reason  underfund- 
ing may  arise  is  that,  despite  the  minimum  funding  standards,  the 
plan  may  terminate  before  the  time  necessary  for  full  amortization 
of  its  liabilities  has  expired.  This  is  particularly  true  with  respect 
to  plans  that  base  benefits  solely  on  service,  rather  than  on  service 
and  salary,  and  that  provide  regular  benefit  increases  with  respect 
to  all  years  of  service. 

For  example,  assume  that,  at  the  time  a  plan  was  adopted,  it  pro- 
vided benefits  measured  (in  part)  by  service  performed  before  the 
plan  was  adopted.  The  liability  for  those  benefits  (past  service  li- 
ability) is  amortized  over  a  period  of  30  years.  If  the  plan  termi- 
nates before  the  end  of  the  30-year  period,  then  the  plan  will  be 
underfunded  unless  favorable  investment  experience,  gains  due  to 
favorable  mortality  experience,  or  other  experience  gains  are  suffi- 
cient to  offset  the  unfunded  liability  arising  from  the  past  service 
benefit. 

Underfunding  may  also  be  attributable  to  unamortized  losses 
arising  from  investment  experience  or  other  experience  (e.g.,  mor- 
tality, morbidity,  employee  turnover)  that  is  less  favorable  than  an- 
ticipated. An  example  of  significant  experience  losses  creating  un- 
derfunding is  the  substantial  increase  in  plan  liabilities  that  is  trig- 
gered by  a  plant  closing  or  similar  sudden  workforce  contraction 
that  has  not  been  fully  anticipated  in  funding  the  plan.  In  some 


1  Citations  to  "section,"  "sec.,"  or  "the  Code"  refer  to  the  Internal  Revenue  Code  of  1986, 
unless  otherwise  indicated. 
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cases,  a  plan  is  underfunded  at  termination  because  the  employer 
failed  to  make  required  contributions  or  obtained  a  waiver  of  the 
funding  standard  and  the  plan  was  terminated  before  the  waived 
funding  deficiency  was  fully  amortized. 

Reasons  for  Change 

As  of  September  30,  1985,  the  Pension  Benefit  Guaranty  Corpora- 
tion (PBGC)  reported  a  deficit  of  approximately  $1.3  billion.  As  of 
September  30,  1986,  the  PBGC's  deficit  nearly  tripled  over  the 
prior  year,  reaching  $3.8  billion  (approximately  $2  billion  of  which 
is  attributable  to  the  termination  of  plans  maintained  by  LTV  Cor- 
poration). The  substantial  increase  in  the  deficit  of  the  PBGC  is 
generally  attributed  to  the  termination  of  certain  steel  industry 
pension  plans  with  insufficient  assets  to  provide  guaranteed  bene- 
fits. 

The  PBGC's  deficit  has  not  affected  its  immediate  ability  to  pay 
pension  benefits  to  retired  participants  in  terminated  plans.  How- 
ever, PBGC  officials  estimate  that  projected  increases  in  the 
PBGC's  deficit  could  result  in  insufficient  assets  to  pay  annual 
costs  in  approximately  15  years. 

The  General  Accounting  Office  issued  a  report  on  March  19,  1987 
(the  "GAO  Report")  2  stating  that,  during  the  years  1983-85,  70  per- 
cent of  the  claims  against  the  PBGC  for  termination  of  underfund- 
ed plans  resulted  because  the  present-law  funding  standards  do  not 
require  sufficient  contributions  to  fund  increased  unfunded  liabil- 
ities arising  in  part  from  numerous  benefit  increases  within  5 
years  of  plan  termination. 

The  committee  believes  that  the  present-law  funding  require- 
ments expose  plan  participants  and  the  PBGC  to  excessive  risk. 
Under  present  law,  the  funded  status  of  a  plan  may  deteriorate 
even  if  the  minimum  funding  requirements  are  fully  satisfied. 
Thus,  the  committee  concludes  that  the  present-law  rules,  which 
provide  long-term  financing  of  increases  in  unfunded  liabilities 
under  a  pension  plan,  create  an  incentive  for  employers  to  provide 
benefit  increases  that  might  otherwise  not  be  affordable. 

Accordingly,  more  rapid  funding  requirements  would  more  ap- 
propriately limit  the  ability  of  employers  to  delay  or  avoid  funding 
obligations.  An  employer  should  not  have  the  opportunity  to  make 
pension  promises  that  exceed  its  financial  capacity  to  meet  its 
promises. 

In  order  to  reduce  the  financial  risk  to  plan  participants  and  the 
PBGC,  the  bill  requires  certain  plans  to  be  funded  more  rapidly, 
depending  on  the  funded  status  of  the  plan,  the  liabilities  for  bene- 
fits that  are  coming  due  in  the  near  future,  and  the  extent  to 
which  the  plan's  funding  status  deteriorates. 

Explanation  of  Provisions 

In  general. — Under  the  bill,  the  amount  required  to  be  charged  to 
the  funding  standard  account  for  a  plan  year  is  increased  by  the 
excess  of  (1)  the  unfunded  termination  liability  contribution  over 
(2)  certain  charges  to  the  funding  standard  account  reduced  by  cer- 


2  U.S.  General  Accounting  Office,  Pension  Plans:  Government  Insurance  Program  Threatened 
By  Its  Growing  Deficit  (GAO/HRD-87-42). 
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tain  credits  to  such  account.  The  charges  taken  into  account  under 
the  preceding  sentence  include  (1)  the  amount  necessary  to  amor- 
tize past  service  liability,  experience  losses,  and  losses  from 
changes  in  actuarial  assumptions,  (2)  the  amount  necessary  to  am- 
ortize each  waived  funding  deficiency,  and  (3)  the  amount  neces- 
sary to  amortize  certain  amounts  credited  in  the  case  of  an  employ- 
er previously  using  the  alternative  minimum  funding  standard  ac- 
count (the  switchback  liability).  The  credits  taken  into  account  in- 
clude the  amounts  necessary  to  amortize  decreases  in  past  service 
liability,  experience  gains,  and  gains  from  changes  in  actuarial  as- 
sumptions. 

The  unfunded  termination  liability  contribution  is  the  greatest  of 
3  amounts:  (1)  the  unfunded  amortization  charge,  (2)  the  anti-insol- 
vency amount,  or  (3)  the  anti-deterioration  amount. 

Unfunded  amortization  charge. — Under  the  bill,  the  unfunded 
amortization  charge  for  any  plan  year  is  the  amount  of  the  charge 
that  would  apply  for  the  year  for  which  the  determination  is  being 
made  if  the  unfunded  termination  liability  of  the  plan  were  amor- 
tized over  a  specified  period  beginning  with  the  plan  year  in  ques- 
tion. The  specified  period  is  (1)  3  years,  in  the  case  of  a  plan  with  a 
funded  termination  liability  percentage  less  than  50  percent,  (2)  5 
years,  in  the  case  of  a  plan  with  a  funded  termination  liability  per- 
centage equal  to  or  greater  than  50  percent  but  less  than  70  per- 
cent, and  (3)  15  years,  in  the  case  of  a  plan  with  a  funded  termina- 
tion liability  percentage  equal  to  or  greater  than  70  percent.  Of 
course,  if  the  funded  termination  liability  of  the  plan  equals  at 
least  100  percent,  the  unfunded  amortization  charge  is  zero. 

The  bill  provides  a  transition  rule  in  the  case  of  certain  existing 
plan  liabilities.  Under  this  transition  rule,  in  the  case  of  any  plan 
year  beginning  before  January  1,  1991,  the  unfunded  amortization 
charge  with  respect  to  the  portion  of  the  unfunded  termination  li- 
ability not  in  excess  of  the  adjusted  existing  liabilities  is  amortized 
over  a  separate  specified  period.  In  the  case  of  a  plan  year  begin- 
ning after  December  31,  1990,  but  before  January  1,  1994,  the  speci- 
fied period  for  amortizing  adjusted  existing  liabilities  is  (1)  4  years, 
in  the  case  of  a  plan  with  a  funded  termination  liability  percentage 
less  than  50  percent,  (2)  7  years,  in  the  case  of  a  plan  with  a  funded 
termination  liability  percentage  equal  to  or  greater  than  50  per- 
cent, but  less  than  70  percent,  and  (3)  20  years,  in  the  case  of  a 
plan  with  a  funded  termination  liability  percentage  equal  to  or 
greater  than  70  percent. 

Under  the  bill,  the  term  "adjusted  existing  liabilities"  means  the 
unfunded  termination  liability  as  of  the  beginning  of  the  first  plan 
year  beginning  after  December  31,  1987,  reduced  by  the  sum  of  the 
adjusted  contributions  for  all  plan  years  beginning  after  December 
31,  1987,  and  before  the  plan  year  for  which  the  determination  of 
adjusted  existing  liabilities  is  being  made.  Plan  amendments  after 
June  30,  1987,  are  not  taken  into  account  in  determining  unfunded 
termination  liability  for  purposes  of  the  rule  relating  to  adjusted 
existing  liabilities. 

The  term  '  'adjusted  contributions"  means,  with  respect  to  any 
plan  year,  the  amount  considered  contributed  by  the  employer  to 
or  under  the  plan  for  such  plan  year  to  the  extent  that  the  amount 
considered  contributed  exceeds  the  normal  cost  of  the  plan  for  the 
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plan  year.  Thus,  under  the  bill,  plan  contributions  in  excess  of  the 
plan's  normal  cost  for  a  plan  year  reduce  adjusted  existing  liabil- 
ities before  reducing  other  liabilities. 

Anti-insolvency  amount. — Under  the  bill,  the  anti-insolvency 
amount  for  any  plan  year  is  the  amount  determined  by  calculating 
the  sum  of  (1)  the  nonannuity  distributions  under  the  plan  during 
the  plan  year,  and  (2)  the  amount  of  the  charge  that  would  apply 
for  the  plan  year  for  which  the  determination  is  being  made  if  the 
adjusted  unfunded  termination  liability  of  the  plan  were  amortized 
over  3  years  in  equal  annual  installments  beginning  with  such  plan 
year.  Under  the  bill,  the  anti-insolvency  amount  is  not  to  exceed 
the  plan's  unfunded  termination  liability. 

The  bill  defines  nonannuity  distributions  to  mean  (1)  any  distri- 
bution that  is  not  part  of  a  series  of  payments  that  would  qualify 
for  the  annuity  exception  to  the  10-percent  additional  income  tax 
on  early  withdrawals  (sec.  72(t)(2)(A)(iv)),  and  (2)  except  as  provided 
by  the  Secretary  of  the  Treasury,  any  payment  for  the  purchase  of 
an  annuity  contract  for  a  participant. 

For  purposes  of  the  anti-insolvency  rule,  the  term  ' 'adjusted  un- 
funded termination  liability"  means  the  unfunded  termination  li- 
ability determined  by  only  taking  into  account  liabilities  for  bene- 
fits in  pay  status  and  liabilities  for  benefits  reasonably  expected  to 
commence  within  the  5-year  period  beginning  on  the  first  day  of 
the  plan  year.  Such  liabilities  are  adjusted  to  take  account  of  any 
nonannuity  distribution  made  during  the  plan  year  with  respect  to 
those  liabilities.  Such  adjustments  are  necessary  to  prevent  double 
counting  of  liabilities  with  respect  to  nonannuity  distributions. 

Under  the  bill,  for  purposes  of  determining  the  adjusted  unfund- 
ed termination  liability,  it  is  to  be  assumed  that  (1)  the  benefits  of 
employees  who  are  expected  to  be  employed  when  they  reach  the 
earliest  retirement  age  will  commence  at  that  age,  and  (2)  the  ben- 
efits of  employees  who  have  reached  the  earliest  retirement  age, 
but  whose  benefits  have  not  commenced,  will  commence  during  the 
plan  year  for  which  the  determination  of  adjusted  unfunded  termi- 
nation liability  is  being  made. 

In  determining  the  benefits  that  are  reasonably  expected  to  com- 
mence during  the  5-year  period,  the  actuarial  assumptions  used 
generally  in  determining  the  minimum  funding  requirement  are  to 
be  used.  Of  course,  such  assumptions  are  subject  to  the  new  stand- 
ards for  determining  reasonableness  contained  in  the  bill. 

Anti-deterioration  amount. — Under  the  bill,  the  anti-deteriora- 
tion amount  for  any  plan  year  is  the  sum  of  (1)  the  amortization 
charges  and  (2)  2  percent  of  the  termination  liability  of  the  plan. 
The  bill  provides  that  the  anti-deterioration  amount  is  not  to 
exceed  the  unfunded  termination  liability  of  the  plan. 

The  amortization  charges  include  (1)  the  amount  necessary  to 
amortize  the  "amortizable  amount"  for  the  current  year,  and  (2) 
the  amounts  necessary  to  amortize  the  "amortizable  amount"  for 
each  prior  plan  year  in  equal  annual  installments  (until  fully  am- 
ortized) over  3  plan  years.  The  amortizable  amount  for  any  plan 
year  is  the  sum  of  (1)  the  amount  representing  the  unfunded  per- 
centage of  the  funding  deterioration  allocable  to  benefit  increases, 
and  (2)  the  amount  of  the  funding  deterioration  allocable  to  factors 
other  than  benefit  increases  (e.g.,  experience  losses).  Thus,  only  a 


987 


portion  of  benefit  increases  is  taken  into  account  under  this  rule. 
The  unfunded  percentage  means  the  excess  of  100  percent  over  the 
funded  termination  liability  percentage. 

The  bill  provides  that  the  funding  deterioration  with  respect  to 
any  plan  year  is  calculated  by  multiplying  the  termination  liability 
of  the  plan  for  the  plan  year  by  the  excess,  if  any,  of  the  funded 
termination  liability  percentage  for  the  immediately  preceding 
plan  year  over  the  funded  termination  liability  percentage  for  the 
plan  year.  The  committee  expects  that  regulations  will  provide  nec- 
essary adjustments  in  the  determinations  of  the  applicable  funded 
termination  liability  percentages  for  a  plan  year  to  assure  that  con- 
tributions made  during  the  plan  year  do  not  disguise  a  funding  de- 
terioration for  the  year. 

For  example,  assume  a  plan  has  a  termination  liability  of  $1  mil- 
lion. The  funded  termination  liability  percentage  for  the  current 
plan  year  is  60  percent,  and  for  the  prior  year  is  64  percent.  The 
funding  deterioration  is,  therefore,  $40,000.  Assume  further  that 
$30,000  of  the  funding  deterioration  is  due  to  benefit  increases  and 
$10,000  is  due  to  other  factors.  The  amortizable  amount  is  $22,000 
[$10,000  +  (.4  x  $30,000)]. 

Definitions. — Under  the  bill,  the  term  "termination  liability" 
means  the  value  of  all  liabilities  to  employees  and  their  benefici- 
aries under  the  plan.  For  purposes  of  determining  termination  li- 
ability under  the  minimum  funding  rules  only,  liability  for  any 
benefit  contingent  on  (1)  a  facility  shutdown,  (2)  a  reduction  or  con- 
traction in  workforce,  or  (3)  any  event  that  cannot  reliably  and  rea- 
sonably be  predicted  (as  determined  under  Treasury  regulations)  is 
not  to  be  taken  into  account  until  such  shutdown,  reduction  or  con- 
traction, or  other  event  occurs.  The  bill  does  not  change  the 
present-law  definition  of  termination  liability  for  other  purposes. 

The  committee  does  not  intend  that  an  event  will  be  considered 
reliably  and  reasonably  predictable  solely  because  an  actuarial 
probability  of  the  event  occurring  may  be  determined.  It  is  further 
intended  that  the  Secretary  of  the  Treasury  will  prescribe  regula- 
tions defining  events  that  can  and  cannot  be  reasonably  and  reli- 
ably predicted  and  will  revise  these  regulations  as  new  benefits  are 
developed. 

The  third  category  of  contingent  benefits  is  intended  to  include 
contingencies  that,  like  facility  shutdowns  or  reductions  or  contrac- 
tions in  workforce,  are  not  reliably  and  reasonably  predictable. 
This  category  is  not  limited  to  events  that  are  similar  to  shutdowns 
or  reductions  in  force.  An  example  of  a  benefit  that  is  included  in 
the  third  category  is  a  benefit  dependent  upon  the  profits  of  the 
employer  or  the  value  of  employer  stock  dropping  below  a  certain 

-  level  (unless  the  contingency  is  illusory). 

On  the  other  hand,  if  an  employer  provides  an  early  retirement 
window  benefit  under  which  employees  who  have  satisfied  certain 
age  or  service  requirements  or  both  are  offered  a  limited  period  of 
time  during  which  they  may  elect  to  retire,  such  a  window  benefit 

|  is  not  necessarily  considered  to  be  contingent  on  an  event  that 
cannot  be  reasonably  or  reliably  predicted. 

The  committee  intends  that  the  Secretary  of  the  Treasury  may 
prescribe  rules  to  prevent  employers  from  avoiding  the  new  mini- 
mum funding  rules  by  creating  illusory  contingencies.  For  purposes 
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of  the  definition  of  termination  liability,  a  benefit  is  not  to  be  con- 
sidered contingent  if  there  is  substantial  certainty  that  the  event 
on  which  the  benefit  depends  will  occur. 

The  bill  provides  that  unfunded  termination  liability  means, 
with  respect  to  any  plan  year,  the  excess  of  (1)  the  termination  li- 
ability under  the  plan  over  (2)  the  value  of  the  plan's  assets  re- 
duced by  any  credit  balance  in  the  funding  standard  account.  The 
funded  termination  liability  percentage  of  a  plan  for  a  plan  year  is 
the  percentage  that  (1)  the  value  of  the  plan's  assets  reduced  by 
any  credit  balance  in  the  funding  standard  account  is  of  (2)  the  ter- 
mination liability  under  the  plan.  Unfunded  termination  liability 
and  the  funded  termination  liability  percentage  are  calculated  by 
including  adjusted  existing  liabilities  even  though  such  liabilities 
are  subject  to  a  special  transition  rule. 

Valuation  regulations. — The  bill  provides  that,  effective  with  re- 
spect to  plan  years  beginning  after  December  31,  1987,  the  regula- 
tions permitting  asset  valuations  to  be  based  on  a  range  of  other 
than  fair  market  value  are  to  have  no  force  and  effect.  In  addition, 
the  bill  provides  that  the  Secretary  of  the  Treasury  is  to  amend  the 
regulations  to  carry  out  the  intent  of  this  provision. 

Effective  Dates 

In  general,  the  changes  in  the  minimum  funding  requirements 
for  pension  plans  apply  with  respect  to  plan  years  beginning  after 
December  31,  1987. 

A  special  rule  is  provided  under  the  bill  for  steel  companies. 
Under  this  special  rule,  for  any  plan  year  beginning  before  Janu- 
ary 1,  1993,  the  unfunded  termination  liability  contribution  with 
respect  to  any  steel  employee  plan  is  not  to  exceed  the  required 
percentage  of  the  termination  liability  under  the  steel  employee 
plan.  The  required  percentage  means,  with  respect  to  any  plan 
year,  the  excess  (if  any)  of  (1)  the  sum  of  the  funded  termination 
liability  percentage  as  of  the  beginning  of  the  first  plan  year  begin- 
ning after  December  31,  1987  (determined  without  regard  to  any 
plan  amendment  after  June  30,  1987),  plus  1  percentage  point  for 
the  plan  year  for  which  the  determination  is  being  made  and  1  per- 
centage point  for  each  prior  plan  year  preceding  the  plan  year  for 
which  the  determination  is  being  made,  over  (2)  the  funded  termi- 
nation liability  percentage  as  of  the  beginning  of  the  plan  year  for 
which  the  determination  is  being  made. 

For  example,  assume  a  steel  employee  plan  has  a  calendar  year 
plan  year.  The  funded  termination  liability  percentage  of  the  plan 
(determined  without  regard  to  any  plan  amendment  adopted  after 
June  30,  1987)  as  of  January  1,  1988,  is  60  percent.  The  funded  ter- 
mination liability  percentage  as  of  January  1,  1990,  is  56  percent. 
The  unfunded  termination  liability  contribution  for  the  1990  plan 
year  will  be  the  lesser  of  (1)  the  unfunded  termination  liability  con- 
tribution determined  without  regard  to  the  special  rule  for  steel 
employee  plans  or  (2)  7  percent  (i.e.,  63  percent  (60  percent  plus  1 
percentage  point  for  each  of  the  plan  years  taken  into  account — 
1988,  1989,  and  1990)  minus  56  percent)  of  the  termination  liability 
of  the  plan. 

Under  the  bill,  a  steel  employee  plan  is  defined  as  any  plan 
maintained  by  a  steel  company  if  substantially  all  of  the  employees 
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covered  under  the  plan  are  employees  of  the  steel  company.  A  steel 
company  includes  any  corporation  described  in  section  806(c)  of  the 
Steel  Import  Stabilization  Act.  A  certain  other  company  is  treated 
as  a  steel  company  for  purposes  of  this  rule. 

(B)  TIME  FOR  MAKING  CONTRIBUTIONS  (SEC.  9512  OF  THE  BILL) 

Present  Law 

Under  present  law,  an  employer  is  treated  as  making  a  contribu- 
tion that  satisfies  its  minimum  funding  requirement  for  a  plan 
year  if  the  contribution  is  made  within  8V2  months  after  the  close 
of  the  plan  year.  Of  that  8y2-month  grace  period  for  making  plan 
contributions,  6  months  were  provided  under  Treasury  regulations. 
Proposed  regulations  would  eliminate  this  6-month  grace  period. 

Reasons  for  Change 

Of  the  8V2-month  post-year  period  provided  under  present  law  for 
making  required  plan  contributions,  6  months  were  provided  under 
Treasury  regulations  during  the  transition  period  that  followed  the 
enactment  of  the  Employee  Retirement  Income  Security  Act  of 
1974  (ERISA).  Because  compliance  with  the  ERISA  requirements 
created  administrative  difficulties  in  calculating,  for  the  first  time, 
the  required  contributions  under  the  ERISA  funding  rules,  the  8V2- 
month  grace  period  aided  employers  attempting  to  satisfy  the  fund- 
ing requirements. 

The  committee  does  not  believe  that  continuation  of  this  grace 
period  is  justified  in  light  of  the  GAO  report.  The  GAO  report 
found  that  a  significant  amount  of  claims  against  the  PBGC  oc- 
curred when  plan  contributions  for  a  year  were  not  made  because 
the  payment  deadline  expired  after  the  date  of  plan  termination. 

Further,  the  committee  believes  that  requiring  quarterly  plan 
contributions  could  provide  an  early  warning  to  the  PBGC,  the 
IRS,  and  to  plan  participants  of  possible  employer  difficulty  in 
meeting  its  funding  obligations.  Such  an  approach  is  consistent 
with  other  tax  laws,  such  as  those  requiring  withholding  taxes  and 
estimated  tax  payments  to  be  made  on  a  quarterly  basis. 

Explanation  of  Provision 

Under  the  bill,  plan  contributions  to  satisfy  the  minimum  fund- 
ing requirements  are  due  not  later  than  2V2  months  after  the  close 
of  the  plan  year.  As  under  present  law,  failure  to  make  a  contribu- 
tion by  the  applicable  due  date  results  in  the  imposition  of  excise 
taxes. 

In  addition,  the  bill  provides  an  excise  tax  that  applies  for  each 
1  taxable  year  of  an  employer  who  maintains  a  plan  that  is  subject 
I  to  the  minimum  funding  requirements  and  is  not  a  multiemployer 
1  plan,  if  the  employer  underpays  a  required  installment  for  a  plan 
1  year  ending  with  or  within  the  employer's  taxable  year. 

Under  the  bill,  3  installment  payments  are  required  for  each 
plan  year.  The  due  dates  of  these  3  required  installments  are,  in 
the  case  of  a  calendar  year  plan  year,  June  15,  September  15,  and 
December  15.  The  amount  of  each  required  installment  is  25  per- 
cent of  the  required  annual  payment. 
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The  bill  defines  the  required  annual  payment  to  be  the  lesser  of 
(1)  80  percent  of  the  amount  the  employer  is  required  to  contribute 
for  the  plan  year  under  the  minimum  funding  requirements  or  (2) 
90  percent  of  the  amount  the  employer  was  required  to  contribute 
for  the  preceding  plan  year  with  respect  to  the  plan  and  any  prede- 
cessor plans.  The  90-percent  rule  does  not  apply  if  the  preceding 
plan  year  was  less  than  12  months. 

In  the  case  of  a  plan  year  that  is  not  a  calendar  year,  the  due 
dates  of  the  required  installments  are  (1)  the  15th  day  of  the  6th 
month,  (2)  the  15th  day  of  the  9th  month,  and  (3)  the  15th  day  of 
the  12th  month  following  the  beginning  of  the  plan  year.  Under 
the  bill,  the  due  dates  of  required  installments  in  the  case  of  a 
short  plan  year  are  to  be  determined  under  Treasury  regulations. 

The  amount  of  the  tax  with  respect  to  any  underpayment  of  a 
required  installment  is  determined  by  applying  the  underpayment 
rate  of  interest  (as  defined  in  sec.  6621(a)(2))  to  the  amount  of  the 
underpayment  for  the  period  of  the  underpayment. 

The  liability  for  the  tax  is  imposed  on  the  employer  who  is  re- 
quired to  make  the  contribution  required  under  the  minimum 
funding  rules.  In  addition,  if  the  employer  is  a  member  of  a  con- 
trolled group  (i.e.,  any  group  treated  as  a  single  employer  under 
sec.  414(b),  (c),  (m),  or  (o)),  then  each  member  of  the  controlled 
group  is  jointly  and  severally  liable  for  the  tax. 

The  amount  of  the  underpayment  is  determined,  under  the  bill, 
by  subtracting  the  installment  payments  made  on  or  before  the  due 
date  of  the  installment  from  the  required  installment. 

The  period  of  the  underpayment  is  the  period  from  the  due  date 
of  the  installment  to  the  earlier  of  (1)  the  contribution  due  date  for 
the  plan  year  (i.e.,  the  15th  day  of  the  3rd  month  (6th  month  in  the 
case  of  plan  years  beginning  in  1988)  following  the  close  of  the  plan 
year),  or  (2)  with  respect  to  any  portion  of  an  underpayment,  the 
date  on  which  the  portion  is  contributed  to  the  plan.  Contributions 
are  credited  first  to  the  underpayments  arising  first. 

Effective  Dates 

The  acceleration  of  the  due  date  for  required  plan  contributions 
generally  is  effective  for  plan  years  beginning  after  December  31, 
1988.  For  plan  years  beginning  in  1988,  the  bill  provides  that  plan 
contributions  are  required  to  be  made  by  the  date  that  is  5V2 
months  after  the  close  of  the  plan  year. 

The  provision  requiring  plan  contributions  to  be  made  in  install- 
ments during  the  plan  year  is  effective  for  plan  years  beginning 
after  December  31,  1987.  Under  a  transition  rule,  the  amount  of 
each  required  installment  payment  for  the  first  plan  year  begin- 
ning after  December  31,  1987,  is  15  percent  of  the  required  annual 
contribution. 

(C)  LIABILITY  OF  MEMBERS  OF  CONTROLLED  GROUP  FOR  TAXES 
ON  FAILURE  TO  MEET  MINIMUM  FUNDING  STANDARDS  (SEC. 
9513  OF  THE  BILL) 

Present  Law 

The  excise  tax  imposed  for  a  failure  to  meet  the  funding  require- 
ments applicable  to  a  plan  are  imposed  only  on  an  employer  who  is 
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responsible  for  contributing  to  the  particular  plan  in  which  the  de- 
ficiency arises  (Code  sec.  4971).  Another  taxpayer  that  is  a  member 
of  the  same  controlled  group  of  corporations  or  trade  or  business  as 
the  employer  is  not  liable  for  a  funding  deficiency  unless  the  other 
taxpayer  is  also  responsible  for  contributing  to  that  plan.  Under 
proposed  regulations,  the  entire  controlled  group  would  be  liable 
for  any  excise  taxes  imposed  for  a  failure  by  a  member  of  the 
group  to  satisfy  the  minimum  funding  requirements. 

Reasons  for  Change 

The  committee  believes  that  the  present-law  rules  relating  to  the 
liability  to  make  contributions  to  a  pension  plan  enable  an  employ- 
er that  is  a  member  of  a  controlled  group  to  avoid  its  liabilities 
when  it  is  unable  to  make  a  required  contribution  even  though 
other  members  of  the  employer's  controlled  group  have  sufficient 
assets  to  make  the  employer's  required  contribution.  The  commit- 
tee finds  that  the  failure  to  impose  liability  for  the  contributions 
on  a  controlled  group  basis  increases  the  potential  risk  to  plan  par- 
ticipants and  the  PBGC. 

Explanation  of  Provision 

Under  the  bill,  as  under  present  law,  the  employer  who  main- 
tains a  pension  plan  is  liable  for  any  excise  taxes  imposed  for  a 
failure  to  meet  the  minimum  funding  standards.  In  addition,  if  the 
employer  is  a  member  of  a  controlled  group,  each  member  of  the 
employer's  controlled  group  is  jointly  and  severally  liable  for  such 
excise  taxes. 

Under  the  bill,  a  controlled  group  is  any  group  of  employers 
treated  as  a  single  employer  under  section  414(b),  (c),  (m),  or  (o). 

Effective  Date 

The  provision  is  effective  for  taxes  imposed  with  respect  to  plan 
years  beginning  after  December  31,  1987. 

(D)  FUNDING  WAIVERS  (SECS.  9514  AND  9534  OF  THE  BILL) 

Present  Law 

Within  limits,  the  Internal  Revenue  Service  is  permitted  under 
present  law  to  waive  all  or  a  portion  of  the  contributions  required 
under  the  minimum  funding  standard  for  a  plan  year.  A  request 
for  a  waiver  must  be  submitted  by  the  end  of  the  plan  year  follow- 
ing the  plan  year  for  which  the  waiver  is  requested.  A  waiver  may 
be  granted  if  the  employer  (or  employers)  responsible  for  the  con- 
tribution could  not  make  the  required  contribution  without  sub- 
stantial business  hardship  and  failure  to  grant  the  waiver  would  be 
adverse  to  the  interests  of  plan  participants  in  the  aggregate.  The 
IRS  generally  takes  the  position  that  a  waiver  will  not  be  granted 
unless  the  hardship  is  temporary  and  the  employer  demonstrates 
that  recovery  is  likely.  Under  present  law,  an  employer  is  required 
to  notify  each  employee  organization  representing  employees  cov- 
ered by  the  plan  of  an  application  for  a  funding  waiver.  No  more 
than  5  waivers  may  be  granted  within  any  period  of  15  consecutive 
plan  years. 
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A  waived  contribution  is  a  waived  funding  deficiency.  Under  the 
funding  standard,  the  amount  of  a  waived  funding  deficiency  is  am- 
ortized over  a  period  of  15  plan  years,  beginning  with  the  year  fol- 
lowing the  year  for  which  the  waiver  is  granted.  Each  year,  the 
funding  standard  account  is  charged  with  the  amount  amortized 
for  that  year  unless  the  plan  becomes  fully  funded.  Interest  on  the 
waived  amount  is  equal  to  the  rate  applicable  to  late  payment  of 
taxes  (Code  sec.  6621(b)).  The  IRS  generally  allows  deductions  for 
contributions  made  to  amortize  waived  deficiencies  more  quickly 
than  over  15  years.  (See,  e.g.,  Rev.  Rul.  78-223,  1978-1  C.B.  125.) 

The  Secretary  of  the  Treasury  is  authorized  in  certain  cases  to 
extend  the  period  of  years  to  amortize  past-service  liability  for  up 
to  10  years.  As  is  the  case  with  requests  for  funding  waivers,  the 
employer  is  required  to  notify  employee  representatives  of  such  a 
request  as  a  condition  of  obtaining  the  extension. 

The  Single  Employer  Pension  Plan  Amendments  Act  (SEPPAA) 
provides  special  procedures  with  respect  to  requests  for  waivers  of 
the  minimum  funding  standard  if  the  sum  of  the  plan's  accumulat- 
ed funding  deficiencies,  the  balance  of  the  decreases  in  the  mini- 
mum funding  standard  due  to  the  extension  of  the  amortization 
period  for  past-service  liability,  and  the  balance  of  any  outstanding 
waived  funding  deficiencies  equals  or  exceeds  $2  million.  Under 
these  procedures,  the  IRS  is  to  provide  the  PBGC  with  notice  of  the 
application  for  the  waiver  and  an  opportunity  to  comment  on  such 
application.  In  addition,  the  IRS  is  authorized  to  require  the  em- 
ployer to  provide  security  to  the  plan  as  a  condition  of  granting 
such  a  waiver.  The  security  may  be  perfected  and  enforced  only  by 
the  PBGC  or,  at  the  direction  of  the  PBGC,  by  a  contributing  spon- 
sor or  a  member  of  the  contributing  sponsor's  controlled  group. 
These  special  procedures  also  apply  with  respect  to  a  request  for  an 
extension  of  the  amortization  period  for  past-service  liabilities  if 
the  accumulated  funding  deficiencies,  the  balance  of  the  decreases 
in  the  minimum  funding  standard  due  to  extensions  of  the  amorti- 
zation period,  and  waived  contributions  with  respect  to  the  plan 
are  $2  million  or  more. 

Reasons  for  Change 

The  committee  believes  that  employers  have  used  funding  waiv- 
ers in  the  past  to  minimize  plan  contributions  during  the  period 
immediately  preceding  the  termination  of  a  plan.  The  GAO  report 
found  that  30  percent  of  the  claims  against  the  PBGC  arising 
during  the  period  1983-1985  resulted  from  the  failure  of  employers 
to  make  required  plan  contributions  prior  to  plan  termination.  The 
GAO  concluded  that  significant  percentages  of  the  large  claims  rep- 
resented required  contributions  that  were  overdue  or  had  been 
waived  by  the  IRS. 

Under  present  law,  funding  waivers  are  equivalent  to  an  exten- 
sion of  credit  from  a  plan  to  the  employer  that  normally  would  be 
treated  as  a  prohibited  transaction.  The  committee  does  not  believe 
that  such  an  extension  of  credit  is  appropriate  unless  adequate 
safeguards  apply  to  protect  participants'  benefits.  The  plan  partici- 
pants should  not  be  required  to  finance  the  continuing  operations 
of  an  employer  by  placing  their  retirement  benefits  at  risk. 
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Further,  the  committee  believes  that  the  integrity  of  the  plan 
termination  insurance  program  will  be  jeopardized  if  employers 
have  the  opportunity  to  avoid  liability  for  their  pension  promises  at 
the  expense  of  other  employers  who  moderated  their  promises  or 
are  more  financially  secure  and  remain  in  the  defined  benefit 
system. 

Explanation  of  Provision 

The  bill  modifies  the  rules  governing  the  availability  of  mini- 
mum funding  waivers  in  several  respects.  Under  the  bill,  a  waiver 
application  is  required  to  be  filed  within  2Vfe  months  after  the  end 
of  the  plan  year.  The  standards  for  obtaining  a  waiver  are  clarified 
by  incorporating  in  the  statute  the  present-law  requirement  that 
the  employer  seeking  a  waiver  is  required  to  establish  that  the  fi- 
nancial hardship  is  temporary.  The  committee  directs  the  IRS  to 
apply  the  temporary  hardship  standard  to  prevent  the  granting  of 
funding  waivers  to  employers  that  will  not  recover  sufficiently  to 
make  their  waived  contributions.  Because  all  members  of  the  con- 
trolled group  of  the  employer  maintaining  the  plan  are  liable 
under  the  minimum  funding  rules,  the  hardship  determination  is 
based,  under  the  bill,  upon  the  circumstances  of  the  entire  con- 
trolled group,  as  well  as  the  circumstances  of  the  particular  em- 
ployer. 

In  order  to  make  funding  waivers  more  equivalent  to  commercial 
loans,  the  bill  provides  that  the  interest  rate  on  waived  contribu- 
tions for  purposes  of  determining  the  amortization  charge  for 
waived  amounts  is  increased  from  the  interest  rate  applicable  to 
the  late  payment  of  taxes  to  the  greater  of  the  plan's  interest  rate 
for  funding  purposes  or  150  percent  of  the  Federal  mid-term  rate 
(as  in  effect  under  sec.  1274  for  the  first  month  of  the  plan  year). 
The  interest  rate  based  on  the  Federal  mid-term  rate  is  intended  to 
be  an  administrable  measure  of  a  market  interest  rate  for  borrow- 
ing by  a  distressed  company. 

Under  the  bill,  the  amortization  period  for  any  waived  funding 
deficiencies  is  shortened  in  the  case  of  certain  underfunded  plans. 
The  bill  provides  that  the  amortization  period  for  any  waived  fund- 
ing deficiency  is  the  greater  of  (1)  5  years  or  (2)  15  years  multiplied 
by  the  funded  termination  liability  percentage  for  the  first  plan 
year  in  which  amortization  of  the  waiver  is  required  to  begin.  This 
first  plan  year  is  determined  as  under  present  law.  The  amortiza- 
tion period  determined  under  the  preceding  sentence  is  not  to 
exceed  15  years  and  is  rounded  to  the  closest  whole  number  of 
years.  Thus,  the  amortization  period  for  any  waived  funding  defi- 
ciency generally  is  longer  if  the  plan  is  better  funded. 

For  example,  if  a  plan  is  60  percent  funded  for  the  plan  year  in 
which  a  waived  funding  deficiency  arises,  then  the  amortization 
period  with  respect  to  that  deficiency  is  9  years  (i.e.,  15  years  times 
60  percent). 

To  protect  plans  against  protracted  periods  of  serious  underfund- 
ing  and  serious  deterioration  of  the  funded  status  of  the  plan,  the 
bill  reduces  the  number  of  annual  waivers  that  could  be  granted 
with  respect  to  any  plan  within  a  15-year  period  from  5  to  3. 

The  bill  decreases  the  threshold  for  determining  whether  the  spe- 
cial procedures  with  respect  to  security  and  notice  to  the  PBGC 
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apply  with  respect  to  a  waiver  application.  Under  the  bill,  the  spe- 
cial procedures  apply  if  the  sum  of  the  plan's  accumulated  funding 
deficiencies,  the  balance  of  the  decreases  in  the  minimum  funding 
standard  due  to  extension  of  the  amortization  period  for  past-serv- 
ice liability,  and  the  balance  of  any  outstanding  waived  funding  de- 
ficiencies equals  or  exceeds  $250,000. 

In  addition,  the  bill  authorizes  the  PBGC  to  require  security  as  a 
condition  of  granting  certain  waivers  or  extensions  of  amortization 
periods.  The  PBGC  may  require  security  if,  as  of  the  date  of  the 
application  for  granting  or  modifying  a  waiver  or  extension  or  such 
other  date  as  specified  by  the  PBGC,  either  (1)  the  sum  of  the 
plan's  accumulated  funding  deficiencies,  the  balance  of  the  de- 
creases in  the  minimum  funding  standard  due  to  extensions,  and 
the  balance  of  any  outstanding  waived  funding  deficiencies  equals 
or  exceeds  $1  million  or  (2)  the  fair  market  value  of  the  assets  of 
the  plan  does  not  exceed  70  percent  of  the  termination  liability 
under  the  plan.  In  determining  whether  the  70  percent  test  is  satis- 
fied, the  fair  market  value  of  an  irrevocable  commitment  from  an 
insurer  for  the  payment  of  benefits  and  the  present  value  of  bene- 
fits payable  under  such  commitment  are  not  taken  into  account. 

The  security  is  to  be  provided  by  the  employer  maintaining  the 
plan  or,  as  specified  by  the  PBGC,  a  member  or  members  of  the 
controlled  group  including  the  employer  or  any  combination  of 
such  persons.  The  Secretary  of  the  Treasury  is  to  provide  such  in- 
formation to  the  PBGC  as  it  requires  to  carry  out  the  security  pro- 
visions. Information  so  provided  to  the  PBGC  is  treated  as  tax 
return  information  and  is  subject  to  the  safeguarding  and  reporting 
requirements  applicable  to  such  information  under  section  6103(p). 

The  committee  does  not  intend  that  the  bill  will  affect  the  ad- 
ministrative practice  of  the  IRS  under  which  deductions  are  al- 
lowed for  contributions  that  amortize  waived  funding  deficiencies 
more  rapidly  than  the  required  amortization. 

Effective  Dates 

The  provision  relating  to  funding  waivers  generally  is  effective 
with  respect  to  (1)  any  application  for  a  funding  waiver  submitted 
after  June  30,  1987,  and  (2)  any  waiver  granted  with  respect  to  an 
application  submitted  after  June  30,  1987.  With  respect  to  the  rule 
restricting  the  number  of  waivers  in  a  15-year  period,  waivers 
granted  prior  to  the  effective  date  are  taken  into  account. 

The  provision  requiring  that  applications  for  funding  waivers  be 
filed  within  2-1/2  months  following  the  close  of  a  plan  year  is  effec- 
tive for  plan  years  beginning  after  December  31,  1987.  In  the  case 
of  any  plan  year  beginning  in  1988,  an  application  for  a  funding 
waiver  is  required  to  be  filed  within  5-1/2  months  following  the 
close  of  the  plan  year. 

(E)  EXPERIENCE  GAINS  AND  LOSSES  (SEC.  9515(A)  OF  THE  BILL) 

Present  Law 

In  determining  plan  funding  under  an  actuarial  cost  method,  a 
plan's  actuary  generally  makes  certain  assumptions  regarding  the 
future  experience  of  a  plan.  These  assumptions  typically  involve 
rates  of  interest,  mortality,  disability,  salary  increases,  and  other 
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factors  affecting  the  value  of  assets  and  liabilities.  The  actuarial  as- 
sumptions are  required  to  be  reasonable  in  the  aggregate.  If,  on  the 
basis  of  these  assumptions,  the  contributions  made  to  the  plan 
result  in  actual  unfunded  liabilities  that  are  less  than  anticipated 
by  the  actuary,  then  the  excess  is  an  experience  gain.  If  the  actual 
unfunded  liabilities  are  greater  than  those  anticipated,  then  the 
difference  is  an  experience  loss.  For  a  single-employer  plan,  experi- 
ence gains  and  losses  for  a  year  are  amortized  over  a  15-year 
period. 

Reasons  for  Change 

The  committee  believes  that  the  present-law  amortization  period 
for  experience  gains  and  losses  delays  unnecessarily  the  reconcilia- 
tion of  actual  experience  and  actuarial  assumptions.  The  present- 
law  amortization  period  for  experience  losses  contributes  to  under- 
funding  and  thereby  undermines  benefit  security  and  increases  the 
risk  of  loss  to  the  PBGC.  The  present-law  amortization  period  for 
experience  gains  similarly  contributes  to  inappropriate  overfunding 
because  gains  are  taken  into  account  over  a  long  period. 

Explanation  of  Provision 

Under  the  bill,  the  period  for  amortizing  experience  gains  and 
losses  is  reduced  to  3  years  from  15  years. 

Effective  Date 

The  provision  is  effective  for  experience  gains  and  losses  arising 
in  plan  years  beginning  after  December  31,  1987.  The  bill  does  not 
affect  the  amortization  period  applicable  to  experience  gains  and 
losses  arising  in  plan  years  beginning  before  January  1,  1988. 

(F)  ACTUARIAL  ASSUMPTIONS  MUST  BE  REASONABLE  (SEC.  9515 
(B)  AND  (C)  OF  THE  BILL) 

Present  Law 

Under  present  law,  the  actuarial  assumptions  used  to  determine 
costs,  liabilities,  interest  rates,  and  other  factors  under  a  plan  are 
required  to  be  reasonable  in  the  aggregate.  Present  law  does  not 
require  any  individual  actuarial  assumption  to  be  reasonable. 

Reasons  for  Change 

The  present-law  rule  for  actuarial  assumptions  presents  signifi- 
cant compliance  problems  for  the  IRS.  It  is  substantially  more  diffi- 
cult for  the  IRS  to  establish  that  a  plan's  funding  is  determined  on 
the  basis  of  actuarial  assumptions  that  are,  in  the  aggregate,  un- 
reasonable than  to  challenge  any  individual  assumption. 

The  committee  believes  that  these  administrative  problems 
reduce  the  ability  of  the  IRS  to  require  an  employer  to  make  plan 
contributions  necessary  to  meet  the  plan's  benefit  obligations. 

In  addition,  the  committee  is  aware  that  some  employers  who 
wish  to  maximize  their  tax  deferral  or  obtain  a  larger  tax  deduc- 
tion in  a  particular  year  use  unrealistic  actuarial  assumptions 
(such  as  an  extremely  low  interest  rate  assumption)  in  order  to 
generate  larger  plan  contributions  and  deductions.  The  inability  of 
the  IRS  to  challenge  individual  actuarial  assumptions  makes  it 
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more  likely  that  employers  who  want  to  manipulate  the  present- 
law  rules  may  do  so. 

Explanation  of  Provision 

The  bill  modifies  the  standard  for  actuarial  assumptions  to  re- 
quire that  all  costs,  liabilities,  interest  rates,  and  other  factors  are 
to  be  determined  on  the  basis  of  actuarial  assumptions  and  meth- 
ods (1)  each  of  which  is  reasonable  (taking  into  account  the  experi- 
ence of  the  plan  and  reasonable  expectations)  or  (2)  which  result,  in 
the  aggregate,  in  a  total  plan  contribution  equivalent  to  the  contri- 
bution that  would  be  obtained  if  each  assumption  were  reasonable. 
Under  the  bill,  as  under  present  law,  the  costs,  etc.,  are  required  to 
represent  the  plan  actuary's  best  estimate  of  anticipated  experi- 
ence under  the  plan.  The  committee  intends  that  the  taxpayer  has 
the  burden  of  demonstrating  that  each  actuarial  assumption  is  rea- 
sonable and,  if  each  actuarial  assumption  is  not  reasonable,  that 
the  assumptions  in  the  aggregate  result  in  a  total  contribution 
equivalent  to  the  contribution  that  would  be  obtained  if  each  as- 
sumption were  reasonable. 

Further,  the  bill  provides  a  special  limitation  on  the  interest  rate 
used  for  funding  purposes.  Under  the  bill,  the  interest  rate  is  re- 
quired to  be  within  a  permissible  range,  which  is  defined  as  a  rate 
of  interest  that  is  not  more  than  20  percent  above  or  below  the  av- 
erage long-term  applicable  Federal  rate  (AFR)  for  the  5-year  period 
ending  on  the  last  day  before  the  beginning  of  the  plan  year  for 
which  the  interest  rate  is  being  used.  Because  the  AFR  has  not 
been  computed  for  5  full  years,  no  year  before  1984  is  to  be  taken 
into  account  under  the  bill. 

If  any  interest  rate  used  under  the  plan  is  not  within  the  permis- 
sible range,  then  the  plan  generally  is  required  to  establish  a  new 
interest  rate  that  is  within  the  permissible  range.  Similarly,  if  the 
Secretary  of  the  Treasury  determines  that  any  interest  rate  used 
under  the  plan  is  not  reasonable  (without  regard  to  whether  the 
rate  is  within  the  permissible  range),  then  the  plan  is  required  to 
establish  a  new  interest  rate  that  is  permitted  by  the  Secretary. 
Further,  the  Secretary  may  permit  a  plan  to  use  an  interest  rate 
that  is  not  within  the  permissible  range  if  it  is  established,  to  the 
satisfaction  of  the  Secretary,  that  the  interest  rate  is  reasonable. 
However,  the  committee  intends  that  a  plan  is  to  be  permitted  to 
use  an  interest  rate  assumption  outside  the  permissible  range  only 
to  the  extent  that  the  Secretary  has  specifically  approved  the  inter- 
est rate  used  by  the  plan,  as  evidenced,  for  example,  by  a  ruling  or 
determination  letter. 

The  committee  intends  that  the  Secretary  will  not  use  the  au- 
thority to  set  interest  rates  to  require  an  employer  to  use  an  unre- 
alistically  high  interest  rate  that  is  not  based  on  the  actual  experi- 
ence of  the  plan. 

Effective  Date 

The  provisions  are  effective  for  plan  years  beginning  after  De- 
cember 31,  1987. 
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(G)    LIMITATION  ON  AMORTIZATION  OF  PAST  SERVICE  CREDITS 
(SEC.  9515  (D)  OF  THE  BILL) 

Present  Law 

Under  present  law,  an  employer  is  allowed  deductions,  within 
limits,  for  contributions  to  a  qualified  defined  benefit  pension  plan. 
Plan  contributions  are  deductible  to  the  extent  they  do  not  exceed 
the  greater  of  (1)  the  amount  necessary  to  satisfy  the  minimum 
funding  standard  for  plan  years  ending  within  or  with  the  taxable 
year  (or  for  any  prior  plan  year)  or  (2)  the  amount  determined 
under  1  of  2  rules  applicable  to  the  plan.  Under  the  first  rule,  a 
deduction  is  allowed  for  contributions  equal  to  the  amount  neces- 
sary to  provide,  with  respect  to  all  employees  under  the  plan,  the 
remaining  unfunded  cost  of  their  past  and  current  service  credits 
distributed  as  a  level  amount,  or  level  percentage  of  compensation, 
over  the  remaining  future  service  of  each  employee.  If  the  remain- 
ing unfunded  cost  with  respect  to  any  3  individuals  is  more  than  50 
percent  of  the  remaining  unfunded  cost,  the  amount  of  the  remain- 
ing unfunded  cost  attributable  to  those  3  individuals  is  to  be  dis- 
tributed over  a  period  of  at  least  5  years. 

Under  the  second  rule,  a  deduction  is  allowed  for  contributions 
equal  to  the  normal  cost  of  the  plan  plus  an  amount  necessary  to 
amortize  past  service  or  other  supplementary  pension  or  annuity 
credits  in  equal  annual  payments  over  10  years.  In  AMP,  Inc.  v. 
U.S.,  No.  86-5412  (3rd  Cir.,  June  4,  1987),  the  3rd  Circuit  Court  of 
Appeals  held  that  the  amortizable  base  for  purposes  of  determining 
an  employer's  maximum  deduction  under  this  second  rule  includes 
all  past  service  liability,  rather  than  only  the  unfunded  portion  of 
its  past  service  liability. 

Reasons  for  Change 

The  committee  believes  that  the  interpretation  of  the  deduction 
rules  in  AMP,  Inc.  v.  U.S.  is  contrary  to  the  general  concept  of 
funding  for  past  service  liability.  Under  the  minimum  funding  re- 
quirements, the  amortization  base  for  determining  an  employer's 
minimum  funding  requirement  for  a  year  is  the  amount  of  unfund- 
ed past  service  liability,  rather  than  all  past  service  liability.  It  is 
inconsistent  to  conclude  that  a  different  approach  should  be  used 
for  deduction  purposes. 

Explanation  of  Provision 

The  bill  clarifies  the  deduction  rules  for  qualified  plans  to  pro- 
vide that  the  amortizable  base  in  determining  an  employer's  maxi- 
-   mum  deduction  for  past  service  liability  equals  the  unfunded  costs 
attributable  to  such  liability. 

Effective  Date 

The  clarification  is  effective  for  plan  years  beginning  after  De- 
cember 31,  1987.  This  effective  date  is  not  intended  to  create  any 
inference  with  respect  to  the  correct  interpretation  of  the  law  prior 
to  the  effective  date. 
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(H)  LIMITATION  ON  DEDUCTION  FOR  CONTRIBUTIONS  TO  CERTAIN 
PLANS  NOT  LESS  THAN  UNFUNDED  TERMINATION  LIABILITY 
(SEC.  9515  (E)  OF  THE  BILL) 

Present  Law 

Under  present  law,  an  employer  may  deduct  contributions  to  a 
pension  plan,  within  limits.  In  the  case  of  a  defined  benefit  pension 
plan,  an  employer's  contributions  to  a  plan  may  not  be  deductible 
even  though  the  sum  of  the  contributions  plus  the  plan  assets  do 
not  exceed  the  plan's  termination  liability  for  the  plan  year. 

Reasons  for  Change 

The  committee  believes  that  it  is  important  to  encourage  employ- 
ers to  make  contributions  to  a  defined  benefit  pension  plan  so  that 
the  plan  has  assets  sufficient  to  satisfy  its  liabilities  if  the  plan  is 
terminated.  Termination  liability  represents  an  accrued  liability 
and,  therefore,  contributions  to  fund  that  liability  should  be  cur- 
rently deductible. 

Explanation  of  Provision 

The  bill  provides  that  the  maximum  deduction  limit  for  contribu- 
tions to  certain  pension  plans  for  a  plan  year  is  not  to  be  less  than 
the  unfunded  termination  liability  (within  the  meaning  used  for 
funding  purposes)  of  the  plan.  Contributions  to  a  pension  plan  are 
deductible  under  this  rule  if  the  plan  is  subject  to  the  plan  termi- 
nation insurance  provisions  of  ERISA  and  has  100  or  more  partici- 
pants during  the  plan  year. 

For  purposes  of  the  100-participant  rule,  all  single-employer 
plans  maintained  by  the  same  employer  for  any  member  of  such 
employer's  controlled  group  are  to  be  treated  as  a  single  plan.  The 
bill  also  provides  authority  to  the  Secretary  of  the  Treasury  to  pre- 
scribe regulations  relating  to  the  extent  to  which  a  multiple  em- 
ployer plan  will  be  allowed  to  treat  unrelated  employers  as  a  single 
employer  for  purposes  of  this  rule. 

Effective  Date 

The  provision  is  effective  for  plan  years  beginning  after  Decem- 
ber 31,  1987. 

2.  EMPLOYER  ACCESS  TO  PLAN  ASSETS 

(A)  EMPLOYER  ACCESS  TO  ASSETS  OF  OVERFUNDED  PLANS  (SEC. 
9521  (A)  OF  THE  BILL) 

Present  Law 

Access  to  plan  assets. — Under  present  law,  a  trust  forming  part  of 
a  pension  plan  is  not  qualified  under  the  Code  unless  it  is  impossi- 
ble under  the  trust  instrument,  prior  to  the  satisfaction  of  all  li- 
abilities with  respect  to  employees  and  their  beneficiaries  under 
the  trust,  for  any  part  of  the  trust  assets  to  be  used  for,  or  diverted 
to,  purposes  other  than  for  the  exclusive  benefit  of  employees  or 
their  beneficiaries.  However,  upon  termination  of  the  plan  and 
after  satisfaction  of  all  fixed  and  contingent  liabilities  of  the  par- 
ticipants and  beneficiaries  (termination  liability),  the  employer 
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may  recover  any  excess  assets  remaining  in  the  trust  that  are  due 
to  erroneous  actuarial  computations. 

Similarly,  under  ERISA,  the  assets  of  an  employee  benefit  plan 
may  not  inure  to  the  benefit  of  any  employer  and  are  to  be  held  for 
the  exclusive  purpose  of  providing  benefits  to  participants  in  the 
plan  and  their  beneficiaries  and  of  defraying  reasonable  expenses 
of  administering  the  plan.  However,  any  excess  assets  of  a  plan 
may  be  distributed  to  the  employer  upon  termination  of  the  plan  if 
(1)  all  liabilities  of  the  plan  to  participants  and  their  beneficiaries 
have  been  satisfied,  (2)  the  distribution  does  not  contravene  any 
provision  of  law,  and  (3)  the  plan  provides  for  such  a  distribution. 

Both  the  Code  and  ERISA  permit  the  return  of  contributions  to 
the  employer  in  certain  limited  situations  prior  to  the  termination 
of  the  plan.  (See  discussion  below.) 

Under  present  law,  whether  the  employer  has  the  right  to  the 
excess  assets  of  a  pension  plan  or  is  required  to  share  the  excess 
assets  with  plan  participants  is  generally  determined  under  the 
plan  document.  Thus,  if  the  plan  document  provides  that  the  em- 
ployer is  entitled  to  the  reversion  of  excess  assets,  the  employer  is 
not  required  to  share  the  reversion  with  participants.  A  majority  of 
the  cases  provide  that,  subject  to  any  applicable  collective  bargain- 
ing agreements,  a  plan  may  be  amended  at  any  time  prior  to  termi- 
nation of  the  plan  to  provide  that  the  excess  assets  may  revert  to 
the  employer,  even  if,  prior  to  the  amendment,  the  plan  provided 
that  any  excess  was  to  be  distributed  to  employees.  See,  e.g.,  Wash- 
ington-Baltimore Newspaper  Guild  Local  35  v.  Washington  Star, 
555  F.Supp.  257  (D.D.C.  1983),  affd.  729  F.2d  863  (D.C.  Cir.  1984). 

Under  present  law,  the  determination  of  whether  there  are 
excess  assets  is  made  on  a  plan-by-plan  basis.  Thus,  if  an  employer 
maintains  more  than  1  defined  benefit  pension  plan,  the  employer 
is  permitted  to  recover  excess  assets  in  an  overfunded  plan,  regard- 
less of  whether  the  employer's  other  plans  have  sufficient  assets  to 
satisfy  the  liabilities  of  such  other  plans. 

Upon  termination  of  a  plan,  all  benefits  as  of  the  date  of  termi- 
nation are  required  to  become  100  percent  vested  and  nonforfeit- 
able. In  addition,  benefits  generally  are  to  be  distributed  or  annui- 
tized. 

Implementation  guidelines. — Although  an  employer  is  not  per- 
mitted to  recover  excess  assets  except  upon  termination  of  a  plan, 
certain  procedural  guidelines  permit  transactions  that,  in  effect, 
permit  the  withdrawal  of  assets  from  an  ongoing  plan.  Typical  ex- 
amples of  such  transactions  are  termination-reestablishment  and 
spinoff-termination  transactions. 

In  a  termination-reestablishment  transaction,  the  employer  ter- 
minates a  defined  benefit  plan,  recovers  the  excess  assets,  and  then 
establishes  a  "new"  plan  that  generally  covers  the  same  employees 
and  provides  the  same  or  substantially  similar  benefits  as  the  old 
plan.  In  a  spinoff-termination  transaction,  a  single  plan  is  split  into 
2  plans,  1  plan  covering  retirees  and  1  covering  active  employees. 
The  excess  assets  are  allocated  to  the  plan  covering  retirees.  That 
plan  is  then  terminated,  allowing  the  employer  to  recover  the 
excess  assets. 

In  response  to  concern  that  reversions  can  reduce  the  security  of 
participants'  benefits,  procedural  guidelines  were  developed  jointly 
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by  the  Department  of  the  Treasury,  the  Department  of  Labor,  and 
the  PBGC.  The  procedures,  referred  to  as  the  "Implementation 
Guidelines  for  Terminations  of  Defined  Benefit  Pension  Plans"  or 
the  "Implementation  Guidelines,"  were  issued  by  the  Administra- 
tion as  a  news  release  on  May  24,  1984. 

The  Implementation  Guidelines  set  forth  administrative  proce- 
dures for  processing  certain  terminations  of  qualified  defined  bene- 
fit pension  plans  involving  reversions  of  excess  assets  to  the  plan 
sponsor.  The  guidelines  generally  provide  that  a  bona  fide  termina- 
tion of  a  defined  benefit  pension  plan  will  be  recognized  as  having 
occurred  under  either  a  spinoff-termination  or  a  termination-rees- 
tablishment  transaction  only  if  certain  conditions  are  met. 

A  spinoff-termination  is  considered  bona  fide  under  the  guide- 
lines only  if  (1)  the  benefits  of  all  employees  are  vested  as  of  the 
date  of  the  termination,  (2)  all  benefits  accrued  by  all  employees  as 
of  the  date  of  the  termination  are  provided  for  by  the  purchase  of 
annuity  contracts,  (3)  the  continuing  plan  adopts  a  special  amorti- 
zation period  (with  the  approval  of  the  IRS),  and  (4)  appropriate 
notice  is  provided  to  employees. 

Under  the  Implementation  Guidelines,  termination-reestablish- 
ment  transactions  are  generally  recognized  as  bona  fide.  If  the  new 
plan  provides  credit  for  service  before  that  plan  was  adopted,  how- 
ever, the  Guidelines  do  not  treat  the  transaction  as  bona  fide 
unless  a  special  amortization  period  is  adopted  (with  the  approval 
of  the  IRS). 

The  Guidelines  note  that  spinoff-terminations  or  termination- 
reestablishments  may  affect  the  qualified  status  of  plans  because 
the  Code  requires  that  qualified  plans  be  permanent.  The  Guide- 
lines generally  provide  that  the  permanency  requirement  prohibits 
an  employer  that  has  engaged  in  a  spinoff-termination  or  termina- 
tion-reestablishment  transaction  from  engaging  in  another  such 
transaction  for  at  least  15  years. 

By  undertaking  a  termination-reestablishment  or  a  spinoff-termi- 
nation, an  employer  is  effectively  able  to  recover  all  assets  in 
excess  of  the  plan's  termination  liability  from  an  ongoing  defined 
benefit  plan.  Although  all  benefits  earned  to  date  would  have  to  be 
vested  and  annuitized,  the  ongoing  plan  is  not  required  to  retain 
an  asset  cushion  above  the  level  of  the  plan's  termination  liability. 

Factors  contributing  to  overfunding  of  defined  benefit  plans. — 
The  funding  standard  under  present  law  provides  for  funding 
under  an  acceptable  funding  method  on  a  "going  concern"  basis, 
rather  than  a  "termination"  basis.  Accordingly,  employers  are  per- 
mitted to  provide  funding  for  benefits  that  are  expected  to  be  pro- 
vided in  the  future,  even  though  there  is  no  current  liability  for 
those  benefits.  For  example,  if  benefits  under  a  plan  are  based  on 
the  level  of  employees'  pay  and  years  of  service  during  a  period 
preceding  retirement,  the  funding  method  used  by  the  plan  may  re- 
quire that  current  contributions  be  based  on  the  anticipated  future 
pay  and  rate  of  turnover  of  the  employees.  Under  these  circum- 
stances, current  funding  may  reflect  pay  raises  that  are  anticipated 
to  be  provided  under  the  plan's  existing  benefit  formula,  benefits 
expected  to  be  earned  and  the  number  of  employees  expected  to 
vest,  many  years  in  the  future. 
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In  funding  a  plan,  assumptions  are  made  with  respect  to  the  an- 
ticipated rate  of  investment  earnings.  Because  actual  investment 
experience  often  differs  from  anticipated  investment  experience, 
plans  periodically  record  experience  gains  (when  the  experience  is 
better  than  anticipated)  or  experience  losses  (when  the  experience 
is  worse  than  anticipated).  These  experience  gains  and  losses  are 
taken  into  account  by  plans,  through  changes  in  funding,  over  a 
period  of  at  least  15  years.  Similarly,  changes  in  actuarial  assump- 
tions under  a  plan  may  result  in  increases  or  decreases  in  antici- 
pated liabilities,  which  are  taken  into  account  over  a  30-year 
period. 

If  a  defined  benefit  pension  plan  is  terminated,  then  no  further 
benefits  will  be  earned  under  the  plan.  In  addition,  pay  raises  and 
future  service  after  the  date  of  termination  are  not  taken  into  ac- 
count in  determining  benefits  (other  than  for  purposes  of  applying 
any  eligibility  conditions).  Upon  a  termination,  an  employer  may 
recover  assets  in  excess  of  termination  liability,  provided  that  the 
excess  is  attributable  to  actuarial  error.  Actuarial  error  results  be- 
cause the  anticipated  expense  of  benefits  expected  to  be  earned,  in- 
cluding benefits  based  on  expected  pay  raises  and  future  service, 
are  not  incurred.  Similarly,  actuarial  error  may  arise  because  expe- 
rience gains  and  losses,  as  well  as  gains  and  losses  from  changes  in 
actuarial  assumptions,  may  not  have  been  fully  amortized  prior  to 
the  date  of  termination.  The  resulting  reduction  in  liabilities  may 
be  offset  by  the  cost  of  complying  with  the  requirement  that  bene- 
fits under  a  defined  benefit  pension  plan  must  be  fully  vested,  to 
the  extent  funded,  upon  plan  termination. 

In  addition,  some  terminated  defined  benefit  pension  plans  have 
realized  substantial  experience  gains  in  recent  years  because  they 
have  been  able  to  meet  their  benefit  obligations  by  purchasing  an- 
nuity contracts  providing  a  significantly  higher  rate  of  return  than 
was  assumed  by  the  plan. 

Reasons  for  Change 

The  committee  believes  that  present  law  does  not  provide  suffi- 
cient benefit  security.  Under  present  law,  an  employer  that  en- 
gages in  a  spinoff-termination  or  termination-reestablishment  in 
compliance  with  the  Implementation  Guidelines  is  not  required  to 
retain  an  asset  cushion  in  the  ongoing  plan  above  the  level  of  the 
plan's  termination  liability.  The  absence  of  this  cushion  reduces 
employees'  security  with  respect  to  benefits. 

In  addition,  the  present-law  rules  provide  an  incentive  to  employ- 
ers to  maintain  multiple  plans  funded  at  varying  levels  in  order  to 
maximize  their  access  to  tax-favored  plan  assets  at  the  expense  of 
benefit  security.  Employers  may  receive  asset  reversions  from  their 
overfunded  plans  and  then  terminate  their  underfunded  plans. 
Under  these  circumstances,  plan  participants  and  their  benefici- 
aries are  deprived  of  their  full  benefits  and,  in  some  cases,  unfund- 
ed liabilities  are  shifted  to  the  PBGC. 

The  committee  is  aware  of  proposals  that  would  impose  addition- 
al restrictions  on  employer  access  to  plan  assets  and  would  permit 
employers  to  withdraw  excess  assets  from  an  ongoing  plan  without 
a  formal  plan  termination.  The  committee  is  also  aware  that  these 
proposals  stem  from  a  concern  that  the  present-law  rules  and  the 


78-519  0  -  87  -  10 


1002 


Implementation  Guidelines  do  not  provide  sufficient  protection  to 
employees.  In  addition,  there  is  concern  that  the  present-law  rules 
may  encourage  some  employers  to  terminate  a  plan  in  order  to 
obtain  a  reversion  (although  that  concern  is  tempered  by  the  fact 
that  the  Guidelines  permit  benefit  accruals  to  continue  without 
interruption  in  another  plan). 

While  sharing  these  concerns,  the  committee  does  not  believe 
that  it  is  appropriate  to  expand  the  situations  in  which  an  employ- 
er may  obtain  a  reversion.  To  do  so  runs  the  risk  that  employers 
would  use  pension  plans  as  a  tax-deferred  savings  account  rather 
than  as  a  retirement  system. 

Explanation  of  Provisions 

In  general. — Under  the  bill,  in  general,  if  an  employer  receives 
an  employer  reversion  with  respect  to  certain  defined  benefit  pen- 
sion plans,  a  special  funding  rule  applies  with  respect  to  certain 
other  "underfunded"  defined  benefit  pension  plans  maintained  by 
the  employer  during  the  year  in  which  the  employer  reversion 
occurs  and  the  following  3  years.  For  this  purpose,  a  plan  is  consid- 
ered underfunded  if  it  does  not  have  a  specified  asset  cushion  above 
termination  liabilities. 

The  bill  does  not  affect  the  circumstances  under  which  it  is  per- 
missible to  obtain  a  reversion  from  a  plan.  (However,  see  the  dis- 
cussion below  with  respect  to  an  employer's  ability  to  withdraw 
assets  from  a  plan  prior  to  plan  termination  in  certain  circum- 
stances.) 

Plans  triggering  special  funding  rule. — An  employer  reversion 
with  respect  to  a  plan  triggers  the  special  funding  rule  provided 
that  the  plan  (1)  is  not  a  multiemployer  plan,  and  (2)  is  either  sub- 
ject to  the  currently  applicable  minimum  funding  requirements  or 
is  a  governmental  or  church  plan. 

Plans  subject  to  special  funding  rule. — A  plan  maintained  by  an 
employer  receiving  an  employer  reversion  is  subject  to  the  special 
funding  rule  if  it  meets  the  following  conditions:  (1)  it  is  not  a  mul- 
tiemployer plan;  (2)  it  is  a  defined  benefit  plan  that  is  subject  to 
the  currently  applicable  minimum  funding  requirements;  and  (3)  it 
has  an  unfunded  amount  during  a  plan  year  to  which  the  special 
funding  rule  applies.  The  special  funding  rule  applies  to  any  plan 
year  beginning  (1)  in  the  calendar  year  in  which  the  employer  re- 
version is  received,  or  (2)  in  any  of  the  3  succeeding  calendar  years. 

For  purposes  of  this  provision,  the  term  '  'unfunded  amount" 
means  the  excess  (if  any)  of  (1)  the  greater  of  (a)  125  percent  of  the 
plan's  termination  liability,  or  (b)  the  accrued  liability  (including 
normal  cost)  under  the  plan  (determined  under  sec.  412(c)(7)(A)), 
over  (2)  the  value  of  the  assets  of  the  plan  (as  determined  under 
sec.  412(c)(2)). 

Amount  required  to  be  funded. — With  respect  to  a  plan  subject  to 
this  special  funding  rule,  a  specified  amount  is  to  be  charged  to  the 
funding  standard  account  for  any  plan  year  to  which  the  rule  ap- 
plies. This  specified  amount  is  the  plan's  allocated  share  of  the 
total  additional  required  contribution  for  the  calendar  year  in 
which  the  plan  year  begins. 

The  total  additional  required  contribution  for  any  calendar  year 
is  the  lesser  of  (1)  the  applicable  percentage  of  the  employer  rever- 
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sion  triggering  the  special  funding  rule  (reduced  by  all  prior  contri- 
butions required  with  respect  to  the  same  reversion),  or  (2)  the 
total  unfunded  amount  (as  defined  above)  of  all  plans  to  which  the 
special  funding  rule  applies  for  plan  years  beginning  in  the  calen- 
dar year.  For  purposes  of  this  rule,  the  applicable  percentage  is:  (1) 
25  percent  in  the  calendar  year  in  which  the  employer  reversion 
occurs;  (2)  33-1/3  percent  in  the  first  succeeding  calendar  year;  (3) 
50  percent  in  the  second  succeeding  calendar  year;  and  (4)  100  per- 
cent in  the  third  succeeding  calendar  year. 

The  total  additional  required  contribution  is  allocated  first  to  the 
plan  with  the  lowest  funded  ratio  until  such  plan  would  have  a 
funded  ratio  equal  to  the  plan  with  the  next  lowest  funded  ratio. 
This  process  is  repeated  until  the  total  additional  required  contri- 
bution is  allocated.  For  purposes  of  this  provision,  the  funded  ratio 
of  a  plan  is  the  percentage  that  the  value  of  the  plan  assets  (as  de- 
termined under  sec.  412(c)(2))  is  of  the  greater  of  (1)  125  percent  of 
termination  liability,  or  (2)  the  accrued  liability  (including  normal 
cost)  under  the  plan  (determined  under  sec.  412(c)(7)(A))). 

For  example,  assume  that  an  employer  receives  a  $100,000  em- 
ployer reversion  in  1990.  During  1990,  the  employer  maintains  3 
other  single-employer  defined  benefit  plans.  With  respect  to  Plan 
A,  125  percent  of  termination  liability  is  $400,000;  the  accrued  li- 
ability (including  normal  cost)  under  the  plan  (determined  under 
sec.  412(c)(7)(A))  is  $450,000;  and  the  plan  assets  are  $225,000.  The 
same  figures  with  respect  to  Plan  B  are  $50,000,  $40,000,  and 
$20,000.  Plan  C's  figures  are  $100,000,  $100,000,  and  $80,000.  Under 
these  facts,  the  funded  ratios  of  the  3  plans  under  the  special  fund- 
ing rule  are  50  percent  ($225,000/$450,000),  40  percent  ($20,000/ 
$50,000),  and  80  percent  ($80,000/$100,000),  respectively. 

In  the  calendar  year  in  which  the  employer  reversion  occurs,  the 
total  additional  required  contribution  is  25  percent  of  the  $100,000 
reversion,  or  $25,000.  (This  figure,  $25,000,  is  less  than  the  total  un- 
funded amount,  which  is  $275,000.)  This  $25,000  is  to  be  allocated 
first  to  Plan  B,  the  plan  with  the  lowest  funded  ratio  until  its 
funded  ratio  equals  50  percent,  the  funded  ratio  of  Plan  A,  the  plan 
with  the  next  lowest  funded  ratio.  Thus,  $5,000  is  required  to  be 
allocated  to  Plan  B,  so  that  its  funded  ratio  becomes  50  percent. 
That  leaves  $20,000  to  be  allocated  to  Plans  A  and  B,  the  plans 
with  the  lowest  funded  ratio  (50  percent),  until  both  of  their  funded 
ratios  equal  that  of  Plan  C  or  there  is  no  more  to  allocate.  This 
$20,000  is  to  be  allocated  to  the  2  plans  so  that  their  funded  ratios 
remain  equal.  This  means  that  $18,000  is  allocated  to  Plan  A  and 
$2,000  to  Plan  B,  so  that  the  funded  ratios  of  Plans  A  and  B  both 
become  54  percent. 

Plan  termination  rule. — If  a  plan  is  terminated  at  a  time  when  it 
is  subject  to  the  special  funding  rule,  the  increase  in  the  plan's 
funding  standard  account  is,  in  lieu  of  the  amount  determined 
under  the  rules  described  above,  the  lesser  of  (1)  the  employer  re- 
version triggering  the  special  funding  rule  (reduced  by  all  prior 
contributions  made  to  plans  of  the  employer  with  respect  to  the 
same  employer  reversion),  or  (2)  the  unfunded  termination  liability 
of  the  plan.  Under  rules  prescribed  by  the  Secretary  of  the  Treas- 
ury, if  more  than  1  plan  terminates  within  a  period  specified  by 
the  Secretary,  the  remaining  employer  reversion  is  to  be  allocated 
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among  such  terminating  plans  in  the  same  manner  that  applies  to 
ongoing  plans. 

Any  amounts  contributed  under  the  special  funding  rule,  includ- 
ing contributions  required  under  this  plan  termination  rule,  reduce 
the  amount  of  the  employer  reversion,  in  accordance  with  rules 
prescribed  by  the  Secretary,  for  purposes  of  determining  the 
amount  of  contributions  required  to  be  made  to  any  plans  of  the 
employer.  Thus,  in  certain  instances,  a  contribution  required  under 
the  plan  termination  component  of  the  special  funding  rule  could 
eliminate  all  required  contributions  for  other  plans  of  the  employ- 
er. 

Security. — The  PBGC  may  require,  as  a  condition  of  plan  termi- 
nation, that  an  employer  provide  such  security  to  the  plan  as  may 
be  necessary  to  ensure  that  the  additional  contributions  required 
by  the  special  funding  rule  are  made.  If  the  security  is  not  provid- 
ed, the  PBGC  may  issue  a  notice  of  noncompliance  with  respect  to 
the  termination. 

Any  security  provided  under  this  rule  may  be  perfected  and  en- 
forced only  by  the  PBGC  or,  at  the  direction  of  the  PBGC,  by  the 
employer  or  any  member  of  the  employer's  controlled  group. 

Employer  reversion. — The  term  "employer  reversion"  has  the 
same  meaning  given  such  term  under  section  4980(c)(2). 

Employer. — For  purposes  of  the  special  funding  rule,  employers 
that  are  aggregated  under  section  414(b),  (c),  (m),  and  (o)  are  treat- 
ed as  a  single  employer.  For  example,  if  1  member  of  a  group  of 
employers  aggregated  under  section  414(b),  (c),  (m),  and  (o)  receives 
a  reversion,  then  the  plans  of  that  employer  and  the  entire  group 
may  be  subject  to  the  special  funding  rule. 

Effective  Date 

These  provisions  apply  to  any  reversion  received  after  June  30, 
1987,  except  that  the  provisions  do  not  apply  to  any  reversion  on 
account  of  a  termination  if  notice  to  the  PBGC  of  such  termination 
is  provided  on  or  before  June  30,  1987. 

(B)  TAX  TREATMENT  OF  REVERSIONS  (SEC.  9521  (B)  OF  THE  BILL) 

Present  Law 

Under  present  law,  employer  reversions  generally  are  fully  in- 
cludible in  the  gross  income  of  the  employer  receiving  the  employ- 
er reversion  and  thus  are  subject  to  income  tax.  In  addition,  under 
the  Tax  Reform  Act  of  1986,  employer  reversions  are  generally  sub- 
ject to  an  excise  tax  equal  to  10  percent  of  the  amount  of  the  rever- 
sion (Code  sec.  4980).  Certain  employer  reversions  transferred  to  an 
employee  stock  ownership  plan  (ESOP)  prior  to  January  1,  1989, 
and  certain  reversions  transferred  to  an  ESOP  pursuant  to  a  termi- 
nation occurring  before  January  1,  1989,  are  excepted  from  both 
these  rules  and,  therefore,  are  not  includible  in  the  gross  income  of 
the  employer  or  subject  to  the  excise  tax.  Special  rules  apply  with 
respect  to  the  application  of  the  10-percent  excise  tax  to  certain 
taxpayers. 
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Reasons  for  Change 

The  excise  tax  on  employer  reversions  was  added  in  order  to  re- 
capture the  tax  benefit  received  by  an  employer  with  respect  to 
plan  assets  that  are  not  used  for  providing  retirement  benefits  to 
plan  participants,  the  purpose  for  which  the  tax  benefit  was  grant- 
ed. Depending  upon  the  rate  of  return  on  plan  assets,  the  tax  is  not 
adequate  to  fully  recapture  the  tax  benefit  if  the  assets  were  held 
for  a  period  as  short  as  5  years  by  the  plan.  The  committee  believes 
that  a  higher  excise  tax  is  needed  to  recapture  more  fully  the  tax 
benefit  employers  have  received  for  plan  contributions  and  to  dis- 
courage the  termination  of  plans  solely  to  recover  excess  assets. 

In  addition,  the  committee  believes  that  certain  transfers  of 
excess  assets  from  plans  to  other  defined  benefit  plans  (other  than 
multiemployer  plans)  of  the  same  employer  should  be  encouraged, 
through  favorable  tax  treatment,  to  the  extent  necessary  to  provide 
adequate  benefit  security  for  participants  in  such  other  plans.  Such 
transfers  are  a  more  effective  means  of  providing  benefit  security 
to  participants  in  other  plans  than  the  special  funding  rule  de- 
scribed above,  because  there  is  no  intervening  period  during  which 
the  assets  may  be  dissipated  by  the  employer. 

Explanation  of  Provision 

The  bill  raises  the  excise  tax  on  employer  reversions  from  10  per- 
cent to  20  percent.  In  addition,  the  bill  provides  a  special  rule  ap- 
plicable to  situations  in  which  an  employer  receives  an  employer 
reversion  with  respect  to  certain  plans  and  any  portion  of  such  em- 
ployer reversion  is  transferred  in  a  qualified  transfer.  The  special 
rule  provides  that  the  amount  so  transferred  is  not  included  in  the 
employer's  gross  income  and  is  not  subject  to  the  excise  tax  on  re- 
versions. This  special  rule  applies  to  employer  reversions  with  re- 
spect to  plans  subject  to  the  currently  applicable  minimum  funding 
rules  and  to  employer  reversions  with  respect  to  governmental  and 
church  plans. 

For  purposes  of  this  special  rule,  a  qualified  transfer  is  a  transfer 
of  an  amount  to  a  plan  (including  a  reestablished  plan  in  the  case 
of  a  termination-reestablishment)  subject  to  the  special  funding 
rule  described  above  to  the  extent  that  the  amount  of  the  transfer 
does  not  exceed  the  portion  of  the  employer  reversion  allocable  to 
the  plan  under  rules  similar  to  those  applicable  to  the  special  fund- 
ing rule.  A  transfer  does  not  constitute  a  qualified  transfer  to  the 
extent  that  it  exceeds  the  transferee  plan's  unfunded  amount  (as 
defined  for  purposes  of  the  special  funding  rule)  immediately  before 
the  transfer. 

No  inference  is  intended  as  to  the  circumstances,  if  any,  under 
which  such  a  plan-to-plan  transfer  would  be  considered  an  employ- 
er reversion  under  present  law  or  under  the  bill. 

Effective  Date 

These  provisions  apply  to  any  reversion  received  after  June  30, 
1987,  except  that  the  provisions  do  not  apply  to  any  reversion  on 
account  of  a  termination  if  notice  to  the  PBGC  of  such  termination 
is  provided  on  or  before  June  30,  1987. 
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The  bill  does  not  affect  the  special  rules  with  respect  to  the  ap- 
plication of  the  excise  tax  on  reversions  to  certain  taxpayers  or 
with  respect  to  certain  transfers  to  an  ESOP  under  the  Tax  Reform 
Act  of  1986. 

3.  TREATMENT  OF  PLAN  TERMINATIONS  (SECS.  9531-9533  OF  THE  BILL) 

Present  Law 

Law  before  1986. — Prior  to  1986,  an  employer  could,  subject  to 
contractual  obligations,  terminate  a  single-employer  defined  benefit 
pension  plan  at  any  time  without  regard  to  the  financial  health  of 
the  employer  and  without  regard  to  the  level  of  assets  in  the  plan. 
If  a  terminated  single-employer  plan  had  assets  that  were  suffi- 
cient to  pay  benefits  at  the  level  guaranteed  by  the  PBGC,  the  plan 
was  required  to  pay  those  benefits  to  participants  and  beneficiaries, 
and  the  employer  had  no  liability  to  the  PBGC.  If  a  single-employ- 
er plan  was  terminated  with  assets  insufficient  to  pay  benefits  at 
the  level  guaranteed  by  the  PBGC,  the  PBGC  would  pay  unfunded 
guaranteed  benefits.  The  employer  was  then  liable  to  the  PBGC  for 
the  insufficiency  or  for  an  amount  equal  to  30  percent  of  the  em- 
ployer's net  worth,  if  less.  The  employer  had  no  further  liability  to 
plan  participants  and  beneficiaries. 

SEPPAA. — The  Single  Employer  Pension  Plan  Amendments  Act 
(SEPPAA),  enacted  in  1986,  substantially  modified  the  rules  relat- 
ing to  the  termination  of  single-employer  defined  benefit  pension 
plans.  Under  SEPPAA,  the  conditions  under  which  an  employer 
may  voluntarily  terminate  a  plan  were  revised  and  an  employer's 
liability  with  respect  to  plan  participants  and  the  PBGC  was  in- 
creased in  the  case  of  a  termination  of  an  underfunded  plan. 

Guaranteed  benefits. — Subject  to  limits,  the  PBGC  guarantees 
basic  benefits  under  a  plan.  Basic  benefits  consist  of  nonforfeitable 
retirement  benefits  other  than  those  benefits  that  become  nonfor- 
feitable solely  on  account  of  the  termination  of  the  plan.  ERISA  set 
the  maximum  guaranteeable  benefit  at  $750  per  month  in  1974,  to 
be  adjusted  annually  based  on  the  Social  Security  wage  and  benefit 
base.  The  maximum  monthly  amount  for  1987  is  $1,857.95. 

Guarantees  do  not  apply  with  respect  to  benefits  in  effect  for 
fewer  than  60  months  at  the  time  of  plan  termination  unless  the 
PBGC  finds  substantial  evidence  that  the  plan  was  terminated  for 
a  reasonable  business  purpose  and  not  for  the  purpose  of  securing 
increased  guaranteed  benefits  for  participants.  In  cases  in  which 
they  apply,  guarantees  are  phased  in  at  the  rate  of  $20  per  month 
or  20  percent  per  year,  whichever  is  greater,  for  (1)  basic  benefits 
that  have  been  in  effect  for  less  than  60  months  at  the  time  that 
the  plan  terminates,  or  (2)  any  increase  in  the  amount  of  basic  ben- 
efits under  a  plan  resulting  from  a  plan  amendment  within  60 
months  before  the  date  of  plan  termination. 

Standard  terminations. — After  SEPPAA,  a  single-employer  de- 
fined benefit  pension  plan  may  be  voluntarily  terminated  only  in  a 
standard  termination  or  in  a  distress  termination.  A  plan  may  be 
terminated  in  a  standard  termination  only  if  it  has  sufficient  assets 
to  pay  all  benefit  commitments  under  the  plan.  Benefit  commit- 
ments are  greater  than  guaranteed  benefits,  and  include  all  bene- 
fits guaranteed  by  the  PBGC  and  all  benefits  that  would  be  guaran- 
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teed  but  for  the  dollar  limit  on  the  guarantee  or  the  length  of  time 
the  benefit  has  been  in  existence  (the  phase-in  rule).  In  addition, 
benefit  commitments  include  early  retirement  supplements  or  sub- 
sidies and  plant  closing  benefits  with  respect  to  participants  who 
have  satisfied  all  conditions  for  entitlement  prior  to  termination, 
without  regard  to  whether  such  benefits  are  guaranteed. 

Benefit  commitments  are  less  than  plan  termination  liability. 
Termination  liability  represents  all  benefits  that  have  been  prom- 
ised under  the  plan  up  to  the  date  of  plan  termination,  and  consists 
of  all  fixed  and  contingent  liabilities  to  plan  participants  and  bene- 
ficiaries. Benefit  commitments  can  be  significantly  less  than  termi- 
nation liability.  For  example,  benefit  commitments  do  not  include 
benefits  that  vest  solely  due  to  plan  termination  or  contingent  ben- 
efits (such  as  early  retirement  benefits)  for  which  the  participant 
has  not  satisfied  all  conditions  for  entitlement  prior  to  termination; 
these  benefits  are,  however,  included  in  termination  liability. 

If  a  plan  is  terminated  in  a  standard  termination  so  that  the 
plan  assets  are  sufficient  to  satisfy  benefit  commitments,  then  the 
employer  has  no  further  liability  to  plan  participants,  even  if  the 
plan  is  not  sufficiently  funded  to  meet  termination  liabilities. 

Distress  terminations. — A  plan  with  assets  insufficient  to  provide 
benefit  commitments  may  be  terminated  in  a  distress  termination 
only  if  the  PBGC  determines  that  each  contributing  sponsor  and 
each  substantial  member  of  the  contributing  sponsors'  controlled 
group  satisfies  at  least  1  of  4  distress  standards  established  by 
SEPPAA.  An  entity  is  a  contributing  sponsor  if  it  (1)  is  responsible 
for  funding  the  plan  or  (2)  is  a  member  of  the  controlled  group  of 
an  entity  that  is  responsible  for  funding,  has  been  responsible  for 
funding  the  plan,  and  has  employed  a  significant  number  of  par- 
ticipants under  the  plan  while  it  was  so  responsible.  The  term 
"controlled  group"  means  a  group  of  entities  under  common  con- 
trol. A  '  'substantial  member"  of  a  controlled  group  is  generally  any 
entity  whose  assets  comprise  at  least  5  percent  of  the  assets  of  the 
controlled  group. 

In  order  to  terminate  a  plan  in  a  distress  termination,  a  plan  ad- 
ministrator is  required  to  demonstrate  that  each  contributing  spon- 
sor and  each  substantial  member  of  each  contributing  sponsor's 
controlled  group  meets  one  of  the  following  criteria:  (1)  a  petition 
in  bankruptcy  or  a  State  insolvency  proceeding  has  been  filed  seek- 
ing liquidation  of  the  entity  and  the  petition  has  not  been  dis- 
missed; (2)  a  petition  in  bankruptcy  or  a  State  insolvency  proceed- 
ing has  been  filed  seeking  reorganization  of  the  entity  (or  a  case 
described  in  (1)  has  been  converted  to  a  reorganization),  the  peti- 
tion has  not  been  dismissed,  and  the  bankruptcy  court  has  ap- 
proved the  plan  termination;  (3)  unless  a  distress  termination 
occurs,  the  entity  will  be  unable  to  pay  its  debts  when  due  and  will 
be  unable  to  continue  in  business;  or  (4)  with  respect  to  the  entity, 
the  costs  of  providing  pension  coverage  have  become  unreasonably 
burdensome,  solely  as  a  result  of  a  decline  in  the  workforce  covered 
as  participants  under  single-employer  defined  benefit  pension  plans 
of  which  the  entity  is  a  contributing  sponsor. 

In  a  distress  termination,  if  there  are  benefit  commitments  in 
excess  of  PBGC-guaranteed  benefits  that  cannot  be  paid  out  of  cur- 
rent plan  assets  ("outstanding  benefit  commitments"),  then  the 


1008 


PBGC  is  required  to  appoint  an  independent  fiduciary  with  respect 
to  a  special  termination  trust  maintained  for  the  benefit  of  partici- 
pants. Each  contributing  sponsor  of  the  plan  and  each  member  of 
the  controlled  group  of  a  contributing  sponsor  is  jointly  and  sever- 
ally liable  to  the  termination  trust  for  the  lesser  of  (1)  75  percent  of 
the  outstanding  benefit  commitments,  or  (2)  15  percent  of  the  total 
benefit  commitments.  Amounts  paid  to  the  termination  trust  are  to 
be  distributed  to  the  participants  as  collected,  after  payment  of  the 
trust's  administrative  expenses,  without  regard  to  the  usual  alloca- 
tion priorities  of  ERISA  (ERISA  sec.  4044). 

In  general,  payment  of  liability  by  a  contributing  sponsor  to  a 
termination  trust  is  to  be  made  under  commercially  reasonable 
terms,  with  deferrals  of  certain  amounts  in  years  in  which  no 
person  liable  for  the  payment  has  pre-tax  profits.  Such  deferred 
amounts  are  only  payable  after  similar  deferrals  with  respect  to  li- 
ability to  the  PBGC  have  been  paid  in  full.  However,  there  is  no 
assurance  that  amounts  will  not  be  paid  to  plan  participants  before 
the  employer's  full  liability  to  the  PBGC  has  been  discharged. 

In  a  distress  termination,  if  the  plan  assets  are  insufficient  to 
fund  guaranteed  benefits,  each  contributing  sponsor  and  each 
member  of  the  controlled  group  of  each  contributing  sponsor  is 
jointly  and  severally  liable  to  the  PBGC  for  the  sum  of  (1)  the  out- 
standing balance  of  any  accumulated  funding  deficiency,  and  (2) 
the  balance  of  the  amount  of  any  waived  funding  deficiencies.  The 
full  amount  of  a  contributing  sponsor's  liability  to  the  PBGC  is  due 
and  payable  as  of  the  date  of  plan  termination. 

In  addition,  upon  the  termination  of  a  plan  pursuant  to  a  dis- 
tress termination,  each  contributing  sponsor  of  the  plan  and  each 
member  of  the  controlled  group  of  each  contributing  sponsor  is 
jointly  and  severally  liable  to  the  PBGC  for  the  sum  of  (1)  the  total 
amount  of  all  unfunded  guaranteed  benefits,  up  to  30  percent  of 
the  collective  net  worth  of  the  entities  that  are  liable,  (2)  the  excess 
of  75  percent  of  the  unfunded  guaranteed  benefits  over  30  percent 
of  the  collective  net  worth  of  the  entities  that  are  liable,  and  (3) 
interest  on  such  amounts  from  the  date  of  termination.  Payment  of 
this  liability  is  generally  to  be  made  based  on  commercially  reason- 
able terms,  with  deferrals  of  certain  amounts  in  years  in  which  the 
liable  entities  have  no  pre-tax  profits. 

The  rules  described  above  apply  without  regard  to  whether  the 
employer  or  any  member  of  the  controlled  group  also  maintains 
one  or  more  plans  that  have  assets  in  excess  of  termination  liabil- 
ities. 

PBGC  claims  in  bankruptcy. — Under  present  law,  up  to  30  per- 
cent of  the  collective  net  worth  of  the  entities  that  are  liable  to  the 
PBGC,  the  PBGC's  claim  has  the  priority  status  of  a  Federal  tax 
for  bankruptcy  purposes.  The  remainder  of  the  PBGC's  claim  has  a 
lower  priority  status,  i.e.,  that  of  an  unsecured  claim. 

Termination  by  PBGC. — The  PBGC  is  authorized  to  commence 
proceedings  to  terminate  a  plan  under  certain  circumstances  and  is 
required  to  do  so  if  the  plan  does  not  have  assets  available  to  pay 
benefits  that  are  currently  due  under  the  terms  of  the  plan. 


1009 


Reasons  for  Change 

Standards  for  termination. — Under  present  law,  an  employer 
may  terminate  a  defined  benefit  pension  plan  in  a  distress  termina- 
tion even  though  the  employer  also  maintains  a  defined  benefit 
pension  plan  that  is  overfunded.  Because  of  this  ability  to  termi- 
nate underfunded  plans  selectively,  an  employer  may  obtain  an  ad- 
vantage by  maintaining  more  than  one  plan  and  funding  the  plans 
at  different  levels. 

For  example,  assume  an  employer  maintains  a  defined  benefit 
pension  plan  for  hourly  employees  that  is  underfunded  and  a  sepa- 
rate defined  benefit  pension  plan  for  salaried  employees  that  is 
overfunded.  The  employer  may,  assuming  the  requirements  for  a 
distress  termination  are  otherwise  satisfied,  terminate  the  under- 
funded plan  and  shift  liabilities  to  the  PBGC  and  either  continue 
the  overfunded  plan  or,  if  it  desires,  terminate  the  overfunded  plan 
and  obtain  a  reversion.  The  opportunity  to  create  or  obtain  a  rever- 
sion from  the  overfunded  plan  while  shifting  liabilities  to  the 
PBGC  would  be  lessened  if  the  employer  maintained  a  single  plan 
or  funded  the  plans  more  evenly. 

The  committee  believes  that  employers  should  be  encouraged  to 
fund  all  plans,  and  should  not  have  incentives  to  overfund  some 
plans  while  underfunding  others.  Accordingly,  the  committee  be- 
lieves that  a  distress  termination  should  not  be  available  if  the  em- 
ployer (or  controlled  group  member)  maintains  a  defined  benefit 
pension  plan  that  has  assets  in  excess  of  termination  liability. 

The  SEPPAA  distress  termination  standards  still  permit  ongo- 
ing, healthy  companies  to  shift  liabilities  to  the  PBGC.  Under 
SEPPAA,  an  employer  in  financial  distress  may  terminate  an  un- 
derfunded plan  pursuant  to  a  reorganization  while  operating  at  a 
profit  following  the  reorganization.  This  ability  may  also  create  a 
competitive  disadvantage  for  other  companies  in  the  same  industry 
that  have  not  reorganized  and  have  not  reduced  their  liabilities. 
The  committee  believes  that  a  distress  termination  should  not  be 
available  in  these  circumstances. 

Security. — While  eliminating  a  reorganization  as  a  condition  per- 
mitting a  distress  termination,  the  committee  believes  it  is  appro- 
priate to  add  safeguards  to  protect  the  PBGC's  interest  in  a  reorga- 
nization or  other  bankruptcy  proceeding. 

The  GAO  Report  stated  that,  as  of  January  1986,  the  PBGC  had 
recovered  or  expected  to  recover  only  14  percent  of  its  total  claims 
in  1983-1985.  The  report  concluded  that  this  low  recovery  was  due 
to  2  factors.  First,  recovery  was  low  because  the  30  percent  of  net 
worth  limit  on  employer  liability  prevented  the  PBGC  from  recov- 
ering the  full  amount  of  guaranteed  benefits.  Second,  the  PBGC 
claim  has  priority  status  in  bankruptcy  only  up  to  the  30  percent  of 
net  worth  limit.  Because  most  claims  for  due  but  unpaid  contribu- 
tions exceed  this  limit,  they  (with  limited  exceptions)  have  a  low 
priority  in  bankruptcy,  that  of  an  unsecured  claim.  Contributions 
that  were  due  but  unpaid  as  of  the  termination  were  the  cause  of 
30  percent  of  the  PBGC's  claims  in  1983-1985. 

The  GAO  report  concluded  that  increasing  liability  to  the  PBGC 
would  improve  the  recovery  rate,  but  would  not  be  sufficient  to 
reduce  the  potential  liability  of  the  PBGC.  According  to  the  report, 
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a  major  problem  continues  to  be  the  low  priority  of  PBGC  claims  in 
bankruptcy.  SEPPAA  increased  the  ability  of  the  PBGC  to  secure 
its  claim  by  requiring  security  in  the  case  of  certain  funding  waiv- 
ers. Even  if  SEPPAA  had  been  in  effect  with  respect  to  the  claims 
on  the  PBGC  during  1983-1985,  however,  the  GAO  found  that  only 
4  percent  of  the  total  claims  for  the  period  could  have  been  secured 
by  the  PBGC.  The  report  recommended  that  the  priority  of  PBGC 
claims  in  bankruptcy  be  increased. 

The  committee  believes  that  appropriate  measures  are  necessary 
in  order  to  better  protect  the  PBGC  and  plan  participants  in  the 
case  of  bankruptcy.  Accordingly,  the  bill  provides  that  the  plan  is 
entitled  to  security  in  certain  cases  in  which  there  is  risk  of  loss  to 
the  PBGC  or  plan  participants. 

Employer  liability. — Present  law  places  limits  on  the  liability  of 
the  employer  to  plan  participants  and  the  PBGC.  Under  present 
law,  plan  participants  may  lose  their  right  to  pension  benefits  if  a 
plan  is  terminated  with  assets  less  than  termination  liability  be- 
cause the  employer  is  not  fully  liable  for  unfunded  benefits  and  be- 
cause the  PBGC  has  no  liability  for  benefits  in  excess  of  guaran- 
teed benefits.  Similarly,  if  a  plan  terminates  with  assets  less  than 
guaranteed  benefits,  the  PBGC  may  not  be  made  whole  with  re- 
spect to  the  benefits  it  pays  participants  because  the  employer  is 
not  fully  liable  to  the  PBGC  for  unfunded  guaranteed  benefits. 

The  limits  on  employer  liability  under  present  law  may  also  ad- 
versely affect  the  funding  of  plans  because  certain  employers  have 
insufficient  incentive  to  fund  a  plan  in  excess  of  the  level  of  benefit 
commitments.  This  disincentive  may  increase  the  likelihood  that 
participants  will  not  receive  their  full  pension  benefits  and  that 
the  PBGC  will  have  to  provide  unfunded  guaranteed  benefits. 

In  order  to  encourage  employers  to  fund  promised  benefits, 
ensure  that  plan  participants  receive  promised  benefits,  and  ensure 
that  the  PBGC  is  made  whole  with  respect  to  guaranteed  benefits 
it  pays,  the  committee  believes  that  employers  should  be  fully 
liable  for  their  pension  promises. 

Replacement  plans. — Under  present  law,  an  ongoing  entity  can 
continue  in  operation  on  a  profit-making  basis  after  transferring  li- 
ability to  the  PBGC  and  without  being  liable  for  the  amounts  paid 
by  the  PBGC  to  plan  participants.  Similarly,  an  employer,  after 
terminating  a  plan  in  a  distress  termination,  may  continue  or  at- 
tempt to  establish  a  plan  that  provides  retirement  benefits  to  em- 
ployees. Such  a  plan  may  be  designed  to  provide  the  same  benefits 
as  the  terminated  plan  less  the  benefits  paid  by  the  PBGC.  The 
committee  does  not  believe  that  the  pension  insurance  system  was 
intended  to  permit  employers  to  shift  liabilities  of  ongoing  retire- 
ment programs  to  the  PBGC.  Similarly,  the  PBGC  should  not  be 
liable  for  an  employer's  pension  responsibilities  if  the  employer  is 
able  to  continue  to  provide  retirement  benefits. 

Explanation  of  Provisions 

Employer  liability. — Under  the  bill,  the  required  plan  asset  level 
for  a  standard  termination  is  increased  from  the  present-law  re- 
quirement of  benefit  commitments  to  the  full  level  of  the  plan's 
termination  liability  to  participants.  As  under  present  law,  the 
plan's  termination  liability  is  the  value  of  all  liabilities  to  employ- 
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ees  and  their  beneficiaries  under  the  plan,  and  includes  all  fixed 
and  contingent  benefits  that  would  be  provided  if  the  plan  had  suf- 
ficient assets. 

Under  the  bill,  a  defined  benefit  pension  plan  with  assets  insuffi- 
cient to  provide  its  termination  liability  to  participants  is  unable  to 
terminate  unless  the  employer  (and  controlled  group)  can  satisfy 
the  criteria  for  a  distress  termination.  Following  a  distress  termi- 
nation, the  employer's  (and  controlled  group's)  liability  for  plan 
benefits  is  increased  from  the  present-law  percentage  of  benefit 
commitments  to  the  full  amount  of  the  plan's  unfunded  termina- 
tion liability  to  the  extent  not  guaranteed  by  the  PBGC,  and  the 
employer's  (and  controlled  group's)  liability  to  the  PBGC  is  in- 
creased to  termination  liability. 

As  under  present  law,  amounts  collected  to  satisfy  liabilities  in 
excess  of  guaranteed  benefits  are  to  be  paid  to  the  termination 
trust  established  under  section  4049  of  ERISA.  However,  the  PBGC 
is  entitled  to  recover  the  full  amount  of  unfunded  guaranteed  bene- 
fits before  any  benefits  in  excess  of  guaranteed  benefits  are  paid  by 
the  4049  trust.  To  the  extent  amounts  collected  from  the  employer 
are  insufficient  for  unfunded  guaranteed  benefits,  the  excess  will 
be  paid  from  the  trust  to  the  PBGC.  Of  course,  if  the  PBGC  inad- 
vertently receives  too  much  from  the  trust,  it  can  repay  it. 

Standards  for  termination. — The  bill  provides  that  a  reorganiza- 
tion does  not  qualify  as  a  condition  under  which  a  distress  termina- 
tion is  permitted.  Thus,  under  the  bill,  in  order  to  terminate  a  plan 
in  a  distress  termination,  a  plan  administrator  is  required  to  dem- 
onstrate that  each  entity  that  is  a  contributing  sponsor  or  a 
member  of  a  contributing  sponsor's  controlled  group  meets  one  of 
the  following  criteria:  (1)  a  petition  in  bankruptcy  or  a  State  insol- 
vency proceeding  has  been  filed  seeking  liquidation  of  the  entity 
and  the  petition  has  not  been  dismissed  or  converted  to  a  petition 
seeking  reorganization,  (2)  unless  a  distress  termination  occurs,  the 
entity  will  be  unable  to  pay  its  debts  when  due  and  will  be  unable 
to  continue  in  business,  or  (3)  with  respect  to  the  entity,  the  costs 
of  providing  pension  coverage  have  become  unreasonably  burden- 
some, solely  as  a  result  of  a  decline  in  the  workforce  covered  as 
participants  under  single-employer  pension  plans  of  which  the 
entity  is  a  contributing  sponsor. 

In  addition,  under  the  bill,  a  distress  termination  is  available 
only  if  no  person  who  is  a  contributing  sponsor  of  the  plan  or  a 
member  of  the  sponsor's  controlled  group  is  also  a  contributing 
sponsor  of  an  overfunded  single-employer  defined  benefit  pension 
plan.  For  purposes  of  this  rule,  a  plan  is  overfunded  if  (as  of  the 
termination  date)  (1)  the  present  value  of  the  assets  of  the  plan  ex- 
ceeds (2)  the  termination  liability  under  the  plan  (as  defined  in 
ERISA  sec.  4001(a)(16)).  To  the  extent  provided  in  regulations 
issued  by  the  PBGC,  in  the  case  of  a  plan  maintained  by  more  than 
one  employer  (i.e.,  a  multiple  employer  plan),  the  portion  of  such 
plan  attributable  to  each  such  employer  is  treated  as  a  separate 
plan. 

Replacement  plans. — The  bill  provides  that,  if  all  liabilities  to  the 
PBGC  have  not  been  satisfied  following  a  distress  termination, 
then  the  contributing  sponsors  (and  members  of  the  controlled 
group  of  the  contributing  sponsors)  are  precluded  from  establishing 
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an  arrangement  under  which  retirement  benefits  are  provided  or 
providing  for  further  accruals  of  retirement  benefits  under  any  ar- 
rangement previously  established.  The  prohibition  applies  to  all  re- 
tirement benefits,  including  benefits  provided  under  both  qualified 
and  nonqualified  plans,  other  than  benefits  provided  under  a  multi- 
employer plan.  The  PBGC  may  bring  an  action  to  enjoin  any  viola- 
tion of  this  prohibition. 

The  prohibition  applies  during  the  5-year  period  beginning  on 
the  termination  date  and,  to  the  extent  provided  in  regulations,  the 
1-year  period  ending  on  the  termination  date.  It  is  intended  that 
regulations  will  address  situations  under  which,  for  example,  an  ar- 
rangement is  established  or  benefits  are  increased  under  a  preex- 
isting arrangement  prior  to  the  plan  termination  in  order  to  avoid 
the  5-year  rule  or  to  provide  replacement  benefits.  To  this  end,  it 
may  be  appropriate  to  provide  that  certain  amendments  or  estab- 
lishments of  arrangements  are  presumed  to  be  for  this  purpose 
unless  the  employer  establishes  to  the  contrary,  for  example,  by 
showing  that  the  increase  was  consistent  with  past  practices. 

Security. — Under  the  bill,  the  PBGC  is  authorized  to  require  se- 
curity if,  as  of  the  close  of  any  plan  year  (or  as  of  such  other  date 
specified  by  the  PBGC),  the  level  of  plan  assets  does  not  exceed  70 
percent  of  the  termination  liability  of  the  plan.  For  this  purpose, 
termination  liability  is  defined  as  under  present  law  (without 
regard  to  the  plan's  asset  level).  The  security  is  to  be  provided  by 
the  contributing  sponsor  or,  at  the  request  of  the  PBGC,  a  member 
of  the  contributing  sponsor's  controlled  group.  If,  from  one  plan 
year  to  the  next,  the  level  of  plan  assets  falls  further  below  70  per- 
cent, the  security  and/or  lien  previously  in  existence  under  this 
provision  does  not  terminate.  Rather,  the  provision  operates  with 
respect  to  the  increase  in  plan  underfunding. 

In  cases  in  which  the  employer  fails  to  provide  security,  a  lien 
also  arises  in  favor  of  the  plan  in  an  amount  determined  by  the 
PBGC.  The  lien  is  on  all  property  and  rights  to  property,  whether 
real  or  personal,  belonging  to  the  person  or  persons  required  to 
provide  the  security.  The  lien  arises  automatically  on  the  date  of 
demand  for  security  and  continues  until  the  PBGC  determines  ap- 
propriate or  until  the  lien  becomes  unenforceable  by  reason  of 
lapse  of  time. 

Rules  similar  to  the  rules  in  section  4068(c),  (d),  and  (e)  of  ERISA 
apply  with  respect  to  the  lien.  As  under  section  4068(c),  a  perfected 
lien  is  treated  as  a  Federal  tax  lien,  and  an  unperfected  lien  is 
treated  as  a  Federal  tax  claim  (in  accordance  with  the  applicable 
case  law).  In  addition,  any  security  provided  or  lien  created  by  this 
provision  may  be  perfected  and  enforced  by  the  PBGC  or,  at  its  di- 
rection, by  the  contributing  sponsor  or  any  member  of  the  con- 
trolled group  of  the  contributing  sponsor. 

Effective  Dates 

With  the  exception  of  the  provision  regarding  security  where 
plan  assets  do  not  exceed  70  percent  of  termination  liability,  the 
provisions  are  effective  in  the  case  of  terminations  where  notice  to 
the  PBGC  is  provided  after  June  30,  1987,  and  terminations  by  the 
PBGC  after  June  30,  1987.  The  provision  regarding  security  where 
plan  assets  do  not  exceed  70  percent  of  termination  liability  is  ef- 
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fective  with  respect  to  plan  years  beginning  after  the  date  of  enact- 
ment. 

4.  INCREASE  IN  PBGC  PREMIUM  RATES  (SECS.  9541  AND  9542  OF  THE 

BILL) 

Present  Law 

In  general— The  PBGC  was  created  in  1974  by  ERISA  to  provide 
an  insurance  program  for  benefits  under  defined  benefit  pension 
plans  maintained  by  private  employers.  According  to  the  PBGC's 
latest  annual  report,  the  single-employer  insurance  program  cur- 
rently covers  more  than  30  million  participants  in  more  than 
110,000  defined  benefit  pension  plans.  PBGC  revenues  include  pre- 
miums charged  to  defined  benefit  pension  plans,  earnings  on  in- 
vestments, and  collections  from  sponsors  of  terminated  plans. 

Premiums. — Since  its  inception,  the  pension  insurance  program 
has  charged  a  flat-rate  premium  based  on  the  number  of  plan  par- 
ticipants. ERISA  initially  authorized  an  annual  per-participant  pre- 
mium of  $1.00.  The  premium  rate  was  raised  to  $2.60  for  plan  years 
beginning  after  December  31,  1977.  SEPPAA  increased  the  rate  to 
$8.50,  effective  for  plan  years  beginning  after  December  31,  1985. 

Liability  for  premiums. — Under  present  law,  the  plan  adminis- 
trator is  liable  for  the  payment  of  premiums. 

Reasons  for  Change 

The  committee  recognizes  the  need  to  raise  the  PBGC  premium 
in  light  of  the  PBGC  deficit.  In  its  report,  the  GAO  estimated  that 
annual  premium  revenues  of  $446  million  would  be  needed  to 
retire  a  $4  billion  deficit  over  15  years  at  the  PBGC's  current  inter- 
est rates.  Projected  annual  revenue,  however,  is  only  $298  million, 
or  33  percent  less  than  $446  million.  Further,  the  GAO  concluded 
that  additional  revenues  would  be  needed  to  pay  future  expected 
claims  and  the  program's  administrative  expenses. 

The  committee  believes  it  is  equitable  to  base  the  increased 
PBGC  premium  in  part  on  the  extent  of  a  plan's  underfunded 
status  so  that  the  premium  reflects  in  part  the  potential  PBGC  li- 
ability created  by  the  plan.  However,  basing  the  entire  increase  on 
a  plan's  underfunded  status  would  unduly  burden  financially  dis- 
tressed plans  and  employers  and  could  lead  to  a  greater  crisis  for 
the  PBGC  if  a  significant  percentage  of  these  plans  were  terminat- 
ed. Thus,  the  committee  believes  that  some  of  the  necessary  reve- 
nues should  be  derived  from  an  increase  in  the  flat  premium. 

As  under  the  minimum  funding  rules,  the  committee  believes 
that  the  employer  sponsoring  a  plan  and  related  employers  should 
be  responsible  for  liabilities  associated  with  the  benefits  promised 
under  the  plan.  Thus,  the  committee  believes  that  the  employer 
sponsoring  the  plan  and  all  related  employers  should  be  liable  for 
payment  of  the  premium. 

Explanation  of  Provision 

Under  the  bill,  the  flat-rate  per-participant  PBGC  premium  is  in- 
creased to  $14.  The  bill  applies  an  additional  per-participant  premi- 
um generally  based  on  the  amount  of  potential  liability  the  plan 
creates  for  the  PBGC. 
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The  additional  per-participant  premium  is  determined  by  divid- 
ing an  amount  based  on  the  plan's  unfunded  vested  benefits  by  the 
number  of  plan  participants  in  the  plan  for  the  plan  year.  The 
amount  based  on  unfunded  vested  benefits  is  $5.50  for  each  $1,000 
(or  fraction  thereof)  of  unfunded  vested  benefits  as  of  the  beginning 
of  the  plan  year. 

The  additional  per-participant  premium  is  not  to  exceed  $36.  The 
additional  premium  does  not  apply  to  any  plan  that  has  fewer  than 
100  participants  for  the  plan  year.  For  purposes  of  this  100-partici- 
pant  rule,  all  single-employer  plans  maintained  by  the  same  em- 
ployer (or  any  member  of  such  employer's  controlled  group,  as  de- 
fined in  ERISA  sec.  4001(14))  are  treated  as  one  plan. 

For  example,  assume  that  an  employer  maintains  two  single-em- 
ployer plans  during  a  plan  year.  One  of  the  plans  has  90  partici- 
pants; the  other  has  50  participants.  Because  the  total  number  of 
participants  exceeds  99,  neither  plan  is  exempt  from  the  additional 
premium.  Assume  further  that  the  90-participant  plan  is  fully 
funded  for  vested  benefits  and  the  50-participant  plan  has  $400,000 
of  unfunded  vested  benefits.  No  additional  premium  over  the  $14 
flat  premium  would  be  owed  with  respect  to  the  90-participant 
plan.  With  respect  to  the  50-participant  plan,  the  additional  per- 
participant  premium  would  be  $44  ($5.50  x  400/50)  under  the  for- 
mula without  regard  to  the  $36  limit.  Because  this  $44  amount  ex- 
ceeds the  $36  limit,  the  additional  per-participant  premium  would 
be  $36. 

The  bill  also  provides  that,  with  respect  to  a  single-employer 
plan,  the  contributing  sponsor,  rather  than  the  plan  administrator, 
is  liable  for  payment  of  the  premium  and  that  each  member  of  the 
contributing  sponsor's  controlled  group  is  jointly  and  severally 
liable  for  such  payment. 

Effective  Date 

These  provisions  apply  to  plan  years  beginning  after  December 
31,  1987. 

5.  OTHER  PROVISIONS 
(A)  NOTIFICATION  OF  EMPLOYEES  (SEC.  9511  OF  THE  BILL) 

Present  Law 

Under  present  law,  employers  are  required  to  report  certain  in- 
formation annually  to  participants  in  a  pension  plan  maintained 
by  the  employer.  Included  in  the  information  required  to  be  sup- 
plied to  employees  is  a  complete  actuarial  statement  applicable  for 
the  plan  year,  including  the  amount  of  the  assets  and  liabilities  of 
the  plan.  This  actuarial  statement  does  not  contain  specific  infor- 
mation relating  to  the  funded  status  of  the  plan  as  a  percentage  of 
termination  liability. 

In  addition,  present  law  provides  that  an  employer  is  required  to 
notify  each  employee  organization  representing  employees  covered 
under  the  plan  if  the  employer  requests  a  waiver  of  its  minimum 
funding  requirements  for  a  plan  year.  No  separate  notice  is  re- 
quired to  be  supplied  to  employees  covered  under  a  plan. 
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Reasons  for  Change 

The  committee  is  concerned  that,  under  present  law,  employees 
do  not  receive  adequate  information  relating  to  the  funded  status 
of  a  plan  maintained  by  the  employer  in  which  the  employees  par- 
ticipate. As  a  result,  employees  may  make  retirement  planning  de- 
cisions without  knowledge  of  the  risk  that  they  will  not  receive 
their  promised  benefits  under  the  employer-maintained  plan.  Ac- 
cordingly, the  committee  believes  that  employees  should  be  aware 
of  the  funded  status  of  a  plan  in  which  they  participate  so  that 
each  employee  may  assess  the  risk  that  the  employer's  plan  will 
not  have  sufficient  assets  to  pay  benefits  when  due. 

Consistent  with  this  notice  of  the  funded  status  of  the  plan,  the 
committee  believes  that  an  employer  should  be  required  to  notify 
its  employees  when  the  employer  is  asking  the  IRS  to  waive  its 
minimum  funding  requirements  for  a  plan  year.  If  such  a  notice  is 
required,  employees  will  be  aware  when  the  employer  is  failing  to 
meet  its  obligation  to  make  plan  contributions. 

Explanation  of  Provisions 

Notice  of  funded  status. — Under  the  bill,  the  actuarial  statement 
that  employees  are  required  to  receive  annually  is  required  to  in- 
clude a  statement  of  the  funded  percentage  of  the  plan.  The  funded 
percentage  is  the  percentage  that  (1)  the  present  value  of  the  assets 
of  the  plan,  is  of  (2)  the  termination  liability  under  the  plan.  Ter- 
mination liability  has  the  same  meaning  that  it  has  for  purposes  of 
the  plan  termination  insurance  provisions  (ERISA  sec.  4001(a)(16)). 

Notice  of  application  for  funding  waiver. — The  bill  provides  that 
the  IRS  is  not  to  grant  a  funding  waiver  for  a  plan  year  unless  the 
employer  demonstrates,  to  the  satisfaction  of  the  Secretary  of  the 
Treasury,  that  the  employer  has  made  reasonable  efforts  to  notify 
current  employees  of  the  employer's  application  for  a  funding 
waiver. 

Effective  Date 

The  provision  requiring  notice  to  employees  of  the  funded  status 
of  the  plan  is  effective  for  plan  years  beginning  after  December  31, 
1987.  The  provision  requiring  notice  of  applications  for  funding 
waivers  is  effective  for  applications  for  funding  waivers  made  after 
the  date  of  enactment. 

(B)  QUALIFICATION  STANDARDS  UNDER  THE  CODE  (SEC.  9552  OF 
THE  BILL) 

Present  Law 

Both  the  Code  and  Title  I  of  ERISA  allow  employers  under  cer- 
tain circumstances  to  withdraw  assets  from  plans  prior  to  plan  ter- 
mination. 

Under  the  Code,  in  the  case  of  a  multiemployer  plan,  (1)  an  em- 
ployer contribution  may  be  returned  within  6  months  after  the 
plan  administrator  determines  that  the  contribution  was  made  by 
a  mistake  of  fact  or  law  (other  than  a  mistake  relating  to  whether 
the  plan  or  trust  is  qualified),  and  (2)  a  payment  of  withdrawal  li- 
ability may  be  withdrawn  within  6  months  of  a  determination  that 
the  payment  was  an  overpayment  (Code  sec.  401(a)(2)).  In  Rev.  Rul. 
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77-200  (1977-1  C.B.  98),  the  Internal  Revenue  Service  interpreted 
the  Code  to  allow  timely  return  of  an  employer  contribution  if  (1) 
the  contribution  was  made  by  reason  of  a  mistake  of  fact;  (2)  the 
contribution  was  conditioned  on  initial  qualification  of  the  plan 
and  the  plan  does  not  qualify;  or  (3)  the  contribution  was  condi- 
tioned on  its  deductibility  and  the  deduction  is  disallowed. 

ERISA  generally  allows  the  contributions  or  payments  to  be  re- 
turned to  an  employer  under  the  same  circumstances  except  that 
contributions  conditioned  on  any  denial  of  qualification  under  the 
Code,  not  just  initial  qualification,  may  be  returned  if  the  plan  is 
denied  qualification  (ERISA  sec.  403(c)(2)).  This  provision  applies 
only  with  respect  to  denials  of  qualification  by  the  IRS  upon  an 
employer  request  for  a  determination  letter;  it  does  not  apply  with 
respect  to  the  disqualification  of  a  plan  by  the  IRS  in  other  circum- 
stances, such  as  on  examination  for  operational  failures. 

A  recent  court  case,  Calfee,  Halter  &  Griswold  v.  Comm'r.  (88 
T.C.  No.  35,  March  23,  1987),  has  held  that  the  ERISA  standard- 
allowing  the  return  of  employer  contributions  conditioned  on  any 
denial  of  qualification — rather  than  only  initial  qualification  ap- 
plies to  the  Code  also.  The  court  noted  in  part  that  the  Code  and 
ERISA  were: 

drafted  in  concert.  .  .  .  The  standards  of  [ERISA]  and  of 
[the  Code]  could  hardly  be  viewed  as  having  been  coordi- 
nated, however,  if  an  otherwise  qualified  plan  (i.e.,  fully 
compliant  with  the  fiduciary  standards  and  other  Internal 
Revenue  Code  requirements)  could  not  qualify  under  [the 
Code]  by  virtue  of  having  adopted  the  standards  of 
[ERISA]. 

Certain  provisions  of  the  Code  and  ERISA  address  the  same  sub- 
ject matter,  e.g.,  the  minimum  funding  standards  and  the  prohibit- 
ed transaction  rules.  In  1978,  Reorganization  Plan  No.  4  addressed 
these  areas  and  set  forth  which  areas  are  to  be  interpreted  by  the 
Department  of  Labor  and  which  by  the  Treasury  Department. 

Reasons  for  Change 

The  committee  believes  it  is  important  to  clarify  that,  except  to 
the  extent  specifically  provided,  issues  of  taxation  are  determined 
under  the  Internal  Revenue  Code  without  regard  to  ERISA. 

In  addition,  the  committee  concludes  that  employers  should  not 
be  entitled  to  condition  plan  contributions  on  qualification  other 
than  initial  qualification.  A  broad  reading  of  the  Calfee,  Halter  & 
Griswold  case  could  allow  employers  to  deprive  employees  of  all 
benefits  on  a  denial  of  qualification  of  the  plan.  In  other  words, 
Calfee,  Halter  &  Griswold  could  be  read  to  permit  an  employer  to 
disqualify  intentionally  an  otherwise  qualified  plan  solely  to  recov- 
er plan  assets  and  deny  benefits  to  employees. 

Explanation  of  Provision 

The  bill  provides  that,  except  to  the  extent  specifically  provided 
in  the  Code,  the  Code  is  to  be  interpreted  as  if  the  provisions  of 
Titles  I  and  IV  of  ERISA  had  not  been  enacted.  Thus,  the  bill  re- 
jects the  conclusion  reached  in  the  Calfee,  Halter  &  Griswold  case 
that  a  plan  that  satisfies  the  ERISA  standards  is  considered  to  sat- 
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isfy  the  Code  requirements.  In  rejecting  the  general  principle  un- 
derlying the  decision  in  Calfee,  Halter  &  Griswold,  the  bill  also  re- 
jects the  specific  holding  in  that  case  that,  under  the  Code,  a  plan 
may  be  qualified  even  though  it  allows  the  return  of  contributions 
to  an  employer  upon  any  denial  of  qualification. 

The  bill  does  not  override  or  otherwise  affect  the  provisions  of 
Reorganization  Plan  No.  4. 

Effective  Date 

These  provisions  are  intended  as  a  clarification  of  present  law. 
Subtitle  G — Debt  Management 

1.  PUBLIC  DEBT  PROVISIONS  (SEC.  9501  OF  THE  BILL) 
(A)  REPEAL  OF  LIMITATION  ON  LONG-TERM  BONDS 

Present  Law 

The  rate  of  interest  that  may  be  paid  on  a  United  States  bond — 
defined  as  an  obligation  with  more  than  10  years  to  maturity  when 
issued — may  not  exceed  4V4  percent,  except  that  up  to  $250  billion 
in  bonds  with  rates  of  interest  above  4V4  percent  may  be  issued  to 
be  held  by  the  general  public. 

When  the  exception  was  enacted  in  1971,  the  limitation  was  set 
at  $10  billion,  and  it  applied  to  all  bonds  issued  with  rates  of  inter- 
est above  4Vi  percent.  Two  years  later  in  1973,  the  exception  was 
amended  so  that  it  applied  only  to  bonds  held  by  the  general 
public,  and  bonds  held  by  Federal  agencies  and  the  Federal  Re- 
serve Banks  were  not  included  in  the  amount  subject  to  the  excep- 
tion. 

The  amount  of  the  exception  has  been  increased  about  every  two 
years  since  it  was  first  enacted,  and  currently  it  is  $250  billion. 

Reasons  for  Change 

The  4%  percent  limitation  was  enacted  in  1918.  The  first  excep- 
tion was  enacted  in  1971  to  provide  relief  from  a  rapidly  shortening 
average  maturity  of  the  outstanding  debt  during  a  period  of  several 
years  when  interest  rates  were  rising.  The  average  maturity  de- 
clined from  5  years  and  9  months  in  1965  to  3  years  and  3  months 
in  October  1971  and  to  2 V2  years  in  1975.  By  May  1987,  the  average 
maturity  had  increased  to  5  years  and  9  months.  Nevertheless,  in 
June  1987,  the  debt  held  by  the  general  public  still  was  heavily 
loaded  at  the  short  end  of  the  maturity  distribution,  as  one-third  of 
the  debt  held  by  the  public  matures  within  one  year  and  one-half 
matures  within  two  years. 

Repeal  of  the  interest  rate  limitation  will  extend  a  form  of  de- 
regulation to  the  government  debt  market  by  allowing  the  Treas- 
ury Department  to  issue  debt  in  all  maturity  sectors  of  the  money 
market.  The  change  will  increase  the  flexibility  of  the  Treasury  in 
the  money  market  and  enable  it  to  continue  to  issue  marketable 
securities  maturing  in  more  than  10  years  which  the  market  has 
demonstrated  a  desire  to  absorb  since  the  interest  rate  exception 
was  enacted  in  1971. 

The  committee  considered  repeal  of  the  interest  limitation  to  be 
appropriate  because  the  4%  percent  limitation  has  become  an  his- 
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torical  anachronism  during  the  past  15  years  as  interest  rates  for 
most  maturities  consistently  have  been  higher  than  the  level  of  the 
limitation. 

Explanation  of  Provision 

The  bill  repeals  the  4^4  percent  interest  rate  limitation  on  bonds 
issued  to  be  held  by  the  general  public. 

Effective  Date 

The  amendment  will  become  effective  on  the  date  of  enactment. 

(B)  TRUST  FUNDS  AND  OTHER  FEDERAL  FUNDS  MADE  WHOLE 

Present  Law 

A  debt  issuance  suspension  period  exists  when  the  Secretary  of 
the  Treasury  cannot  issue  any  Federal  obligations  because  suffi- 
cient authority  to  do  so  does  not  exist  under  current  statutory  debt 
limit  provisions.  At  that  time,  the  Secretary  is  not  able  to  make 
timely,  required  investments  of  surplus  balances  of  various  Federal 
trust  and  other  funds.  As  a  consequence,  the  affected  funds  also  are 
not  able  to  earn  income  on  their  investable  funds,  and  their  re- 
serves do  not  grow  as  they  otherwise  would,  unless  legislation  is 
enacted  later  providing  statutory  authority  to  make  up  the  lost 
income.  During  such  periods,  some  trust  funds  not  only  lost  the  op- 
portunity to  have  surplus  balances  invested,  but  they  actually  have 
had  to  disinvest  a  portion  of  invested  reserves  in  order  to  disburse 
funds  to  beneficiaries  as  required  by  law. 

In  the  reconciliation  bill  that  was  enacted  in  1986  at  the  end  of 
the  99th  Congress,  2d  Session,  a  provision  instructs  the  Secretary  of 
the  Treasury  to  make  the  investments  in  the  Civil  Service  Retire- 
ment and  Disability  Trust  Fund  that  would  have  been  made  during 
the  debt  issuance  suspension  period  immediately  after  its  termina- 
tion, and  on  the  first  normal  interest  payment  date  after  such  sus- 
pension, the  Secretary  is  to  make  a  net  interest  payment  that  in- 
cludes interest  that  would  have  been  earned  on  the  amount  invest- 
ed if  the  debt  issuance  suspension  period  have  not  occurred. 

Legislation  was  enacted  in  May  1987  that  provides  identical  au- 
thority with  respect  to  the  Thrift  Savings  Fund  of  the  Federal  Em- 
ployees Retirement  System. 

State  and  local  governments  may  invest  in  State  and  Local  Gov- 
ernment Series  obligations  issued  in  demand  deposit  form.  This 
series  has  been  established  as  a  form  of  investment  for  State  and 
local  governments  to  use  for  unspent  proceeds  from  tax-exempt 
bond  issues  in  order  to  comply  with  the  arbitrage  provisions  for 
tax-exempt  bonds. 

Reasons  for  Change 

In  the  Balanced  Budget  and  Emergency  Deficit  Control  Act  of 
1985  (Gramm-Rudman-Hollings),  the  Secretary  of  the  Treasury  was 
instructed  to  make  retroactive  investments  for  the  several  trust 
and  other  Federal  funds  affected  by  the  debt  issuance  suspension 
period  earlier  in  that  year  and  interest  payments  to  the  OASDI 
trust  funds  for  interest  lost  during  a  similar  period  in  1984. 
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Since  1985,  legislation  has  been  enacted  to  provide  permanent 
authority  for  the  Secretary  to  make  retroactive  adjustment  to  the 
Civil  Service  Retirement  and  Disability  Trust  Fund  and  the  Thrift 
Savings  Fund  of  the  Federal  Employees'  Retirement  System.  No 
other  Federal  funds  were  affected  by  these  Acts. 

Between  mid-July  and  September  29,  1987,  two  debt  issuance  sus- 
pension periods  occurred,  and  most  Federal  trust  and  other  funds 
were  affected  adversely  by  the  Secretary's  inability  to  make  timely 
investments  of  surplus  balances.  The  committee  determined  that 
prudent  fiduciary  responsibility  requires  enactment  of  permanent 
authority  to  make  financial  adjustments  for  all  affected  Federal 
funds  in  the  event  of  another  recurrence  of  a  debt  issuance  suspen- 
sion period.  In  the  absence  of  statutory  assurance  that  a  debt  issu- 
ance suspension  period  cannot  be  repeated,  the  committee  believed 
that  permanent  authority  for  adjustments  is  preferable  to  a  piece- 
meal approach  each  time  such  a  suspension  period  might  recur. 

The  committee  determined  consequently  that  State  and  local  go- 
vernments which  temporarily  invest  the  proceeds  of  tax-exempt 
bond  issues  in  demand  deposit  SLGS  should  have  the  amount  of  in- 
terest they  would  have  earned,  had  the  issuance  of  public  debt  not 
been  suspended,  credited  to  their  accounts  at  the  end  of  such  a  sus- 
pension period.  The  investments  made  in  these  deposits  by  State 
and  local  governments  are  directly  pursuant  to  the  provisions  of 
the  Tax  Reform  Act  of  1986  designed  to  reduce  arbitrage-motivated 
issuance  of  tax-exempt  bonds.  Government  bodies  that  invest  in 
these  special  securities  could  incur  adverse  arbitrage  rebate  conse- 
quences if  funds  were  removed  from  the  Treasury  and  temporarily 
invested  elsewhere.  Therefore,  as  a  practical  matter,  funds  were 
left  on  deposit  without  interest  during  the  debt  suspension  period. 

Explanation  of  Provisions 

The  bill  amends  the  statutes  relating  to  the  public  debt  limit  to 
require  the  Secretary  of  the  Treasury  to  make  retroactive  invest- 
ments and  interest  payments  to  each  Trust  Fund  and  other  Federal 
fund  which  was  denied  such  financial  transactions  during  a  debt 
issuance  suspension  period.  The  amendment  applies  generally  to 
all  Federal  funds  not  presently  protected  from  adverse  investment 
and  income  effects  during  a  debt  issuance  suspension  period. 

A  debt  issuance  suspension  period  is  defined  as  any  period  for 
which  the  Secretary  of  the  Treasury  determines  that  the  issuance 
of  obligations  of  the  United  States  sufficient  to  conduct  the  orderly 
financial  operations  of  the  United  States  may  not  be  made  without 
exceeding  the  limitation  on  the  total  amount  of  debt  that  legally 
may  be  outstanding. 

The  term  "Federal  fund"  means  any  Federal  trust  fund  or  gov- 
ernment account  established  pursuant  to  Federal  law  to  which  the 
Secretary  of  the  Treasury  has  issued  or  is  expressly  authorized  by 
law  directly  to  issue  obligations  in  respect  of  public  money,  money 
otherwise  required  to  be  deposited  in  the  Treasury,  or  amounts  ap- 
propriated. The  term  does  not  include  the  Civil  Service  Retirement 
and  Disability  Fund  or  the  Thrift  Savings  Fund  of  the  Federal  Em- 
ployees' Retirement  System  for  which  analogous  legislation  has  al- 
ready been  enacted.  Similarly,  it  does  not  include  nonpublic  money 
for  which  the  Treasury  voluntarily  agreed  to  provide  investment 
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services,  but  which  are  not  required  to  be  deposited  in  the  Treas- 
ury; e.g.,  deposit  funds. 

(a)  Obligations  Issued. — The  Secretary  of  the  Treasury  is  in- 
structed to  issue  to  each  Federal  fund  debt  obligations  of  the 
United  States  which  bear  the  interest  rates  and  maturity  dates 
that  are  necessary  to  ensure  that  the  holdings  of  each  Federal  fund 
will  replicate  to  the  maximum  extent  practicable  the  probable 
holdings  by  any  Federal  fund  had  the  debt  issuance  suspension 
period  not  occurred.  The  action  by  the  Secretary  must  take  place 
within  30  days  after  the  end  of  a  debt  issuance  suspension  period. 
In  making  the  adjustment,  the  Secretary  is  to  consider  the  amount 
of  obligations  that  would  have  been  held  by  any  Federal  fund  if  the 
failure  to  invest  had  not  occurred  and  the  issuance  of  the  obliga- 
tions had  occurred  immediately  on  the  expiration  of  the  debt  issu- 
ance suspension  period. 

(b)  Interest  Credited. — The  Secretary  also  is  instructed  to  credit 
to  each  Federal  fund  an  amount  equal  to  the  income  lost  by  the 
fund  because  of  the  failure  to  invest  (or  the  need  to  disinvest) 
during  the  suspension  period.  The  appropriate  amounts  are  to  be 
credited  on  the  later  of  the  first  normal  interest  payment  date  or 
within  30  days  after  the  expiration  of  any  debt  issuance  suspension 
period.  The  Secretary  also  is  to  take  into  account  any  income  lost 
between  the  expiration  of  the  debt  issuance  period  and  the  date  of 
the  credit. 

(c)  Interest  on  Market-Based  Obligations. — For  the  several  Feder- 
al funds  which  invest  in  market-based  special  obligations,  the  Sec- 
retary shall  determine  the  amount  of  foregone  income  of  such  a 
fund  as  the  amount  of  interest  that  would  have  been  earned  if  the 
daily  uninvested  balance  in  such  fund  had  been  invested  overnight. 
The  overnight  interest  rate  will  be  determined  in  accordance  with 
the  standard  practice  of  the  Department  of  the  Treasury  for  such 
determinations.  These  amounts  will  be  credited  immediately  on  the 
expiration  of  a  debt  issuance  suspension  period. 

(d)  Interest  on  State  and  Local  Government  Series. — The  Secre- 
tary also  shall  credit  income  lost  because  of  inability  to  invest  or 
reinvest  amounts  held  in  obligations  (which  are  in  the  nature  of  a 
demand  deposit)  of  the  State  and  Local  Government  Series  (SLGS). 
Balances  in  these  special  obligations  are  treated  as  invested  and  re- 
invested daily.  The  Secretary  is  to  credit  each  holder  of  any  obliga- 
tion in  the  SLG  demand  deposit  series  with  the  appropriate 
amount  of  interest  due  as  of  the  close  of  the  period  on  the  expira- 
tion of  the  debt  issuance  suspension  period. 

Effective  Date 

This  amendment  shall  apply  to  debt  issuance  suspension  periods 
beginning  on  or  after  July  18,  1987. 

In  the  case  of  any  debt  issuance  suspension  period  which  begins 
on  or  after  July  18,  1987,  and  ends  before  the  date  of  enactment  of 
this  bill,  the  period  shall  be  treated  as  having  ended  on  such  date 
of  enactment,  for  purposes  of  determining  the  date  on  which  the 
Secretary  is  required  to  make  Federal  funds  whole  under  the  provi- 
sions described  above,  in  Explanation  of  Provisions. 

With  respect  to  the  same  debt  issuance  suspension  periods,  the 
amount  which  the  Secretary  is  required  to  credit  to  holders  of  obli- 
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gations  in  the  demand  deposit  SLG  Series  shall  include  any  income 
lost  because  the  credit  was  not  made  upon  the  expiration  of  the 
period. 

Subtitle  H — Miscellaneous  Provisions 

1.  COLLECTION  OF  NONTAX  DEBTS  OWED  TO  FEDERAL  AGENCIES:  3-YEAR 
EXTENSION  (SEC.  9702  OF  THE  BILL,  SEC.  6402  OF  THE  CODE,  AND  SEC. 
3 7 20 A  OF  TITLE  31,  UNITED  STATES  CODE) 

Present  Law 

Certain  Federal  agencies  are  authorized  to  notify  the  IRS  that  a 
person  owes  a  past  due,  legally  enforceable  debt  to  the  agency.  The 
IRS  then  must  reduce  the  amount  of  any  tax  refund  due  the  person 
by  the  amount  of  the  debt  and  pay  that  amount  to  the  agency.  This 
program  expires  after  December  31,  1987. 

Before  a  refund  can  be  offset  under  this  program,  the  agency 
which  is  owed  a  debt  must  certify  to  the  Treasury  that  the  debtor 
has  been  notified  about  the  proposed  offset  and  has  been  given  at 
least  60  days  to  present  evidence  that  all  or  part  of  the  debt  is  not 
past  due  or  not  legally  enforceable.  If  a  refund  otherwise  due  an 
individual  is  subject  to  offset  both  under  this  provision  and  because 
of  AFDC  past-due  support,  the  offset  for  AFDC  past-due  support  is 
implemented  first. 

Under  IRS  regulations,  the  program  only  affects  refunds  due  in- 
dividuals, not  corporations. 

Reasons  for  Change 

The  committee  determined  that  a  3-year  extension  of  the  debt 
collection  provisions  is  appropriate  so  that  the  Federal  Government 
can  use  every  means  available  to  collect  debts  owed  to  Federal 
agencies  that  the  agencies  have  been  unable  to  collect  themselves. 
The  committee  did  not  believe  it  appropriate  to  permit  existing 
debt  collection  provisions  to  expire  at  a  time  when  additional  reve- 
nues are  needed  to  reduce  the  budget  deficit.  Moreover,  expanding 
the  debt  collection  program  to  apply  to  debts  owed  to  all  Federal 
agencies  by  individuals  or  corporations  should  enhance  the  effec- 
tiveness of  the  program. 

The  committee  was  also  concerned,  however,  about  the  possible 
negative  effect  of  this  program  on  voluntary  tax  compliance.  The 
committee  therefore  provided  that  the  extension  would  be  for  3 
years,  which  would  provide  the  Congress  with  an  additional  oppor- 
tunity to  assess  the  effect  of  the  program  on  voluntary  tax  compli- 
ance. The  committee  has  also  required  that  the  GAO  report  on  the 
impact  of  this  program  on  voluntary  tax  compliance.  This  report 
will  be  an  important  element  in  assessing  the  effectiveness  of  the 
program. 

Explanation  of  Provision 

The  bill  extends  for  3  years  the  tax  refund  offset  program.  In  ad- 
dition, the  bill  expands  the  scope  of  the  program  in  two  ways.  First 
it  applies  to  debts  owed  to  all  (not  just  selected)  Federal  agencies. 
Second,  it  applies  to  debts  owed  by  either  individuals  or  corpora- 
tions. 
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The  committee  understands  that,  prior  to  the  enactment  of  this 
bill,  some  Federal  agencies  may  take  actions  to  notify  a  debtor  of  a 
proposed  offset  and  to  certify  to  the  Treasury  that  a  debt  is  owed, 
as  required  by  section  3720 A  of  title  31,  United  States  Code.  The 
committee  believes  that  these  preliminary  agency  actions  are  ap- 
propriate and  intends  that  they  not  be  affected  by  the  fact  that 
they  were  taken  before  Congress  enacted  the  3-year  extension  of 
the  Federal  debt  collection  program  provided  for  by  this  bill. 

The  committee  believes  that,  prior  to  the  expiration  date  of  De- 
cember 31,  1990,  this  provision  should  be  evaluated  to  determine 
the  extent  to  which  it  facilitates  the  collection  of  debts  owed  the 
Federal  Government  and  increases  the  amount  of  debts  collected, 
as  well  as  to  examine  the  effects  of  this  provision  on  voluntary  tax- 
payer compliance  with  the  income  tax  law.  Therefore,  the  commit- 
tee has  required  that  GAO  report  to  the  Congress  on  the  effects  of 
this  program  on  voluntary  tax  compliance.  This  report  is  to  provide 
and  analyze  data  on  the  effects  of  the  program,  such  as  whether 
taxpayers  whose  refunds  are  offset  continue  to  file  tax  returns  and 
whether  those  taxpayers  adjust  their  withholding  so  as  to  create 
additional  tax  collection  difficulties. 

Effective  Date 

The  provision  is  effective  on  January  1,  1988,  and  expires  after 
December  31,  1990.  The  report  is  due  on  April  1,  1989. 

2.  ESTABLISH  A  NATIONAL  COMMISSION  ON  CHILDREN  (SEC.  9703  OF  THE 

BILL) 

Present  Law 

No  provision. 
Explanation  of  Provision 

The  bill  would  create  a  bipartisan  Commission  on  Children  to 
bring  national  attention  to  and  devise  national  solutions  for  the 
problems  of  America's  children  and  families.  The  Commission 
would  consist  of  36  members  appointed,  in  equal  numbers,  by  the 
President,  the  Speaker  of  the  House  of  Representatives,  and  the 
President  Pro  Tempore  of  the  Senate,  and  would  be  required  to 
report  its  recommendations  no  later  than  September  30,  1988. 

Commission  members  would  be  broadly  representative  of  groups 
who  serve  children,  academics  who  have  conducted  research  about 
their  needs,  public  officials,  and  parents.  The  Commission  would  be 
charged  with  setting  forth  recommendations  in  five  specific  areas: 
improving  the  health  of  children;  improving  social  and  support 
services  for  children  and  their  parents;  enhancing  educational  op- 
portunities for  children;  improving  the  adequacy  of  income  security 
programs  for  children  and  their  effectiveness  in  reducing  poverty; 
and  the  effect  of  current  tax  policy  on  needy  children. 

Effective  Date 
On  enactment. 
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Subtitle  I — Vaccine  Injury  Compensation 

EXCISE  TAX  ON  VACCINES  TO  FUND  THE  VACCINE  INJURY  COMPENSA- 
TION TRUST  FUND  (SECS.  9801,  9802,  AND  9811-9816  OF  THE  BILL, 
AND  NEW  SECS.  4131,  4132,  AND  9510  OF  THE  CODE) 

Present  Law 

The  National  Vaccine  Injury  Compensation  Program  was  en- 
acted in  1986  to  provide  a  source  of  compensation  for  individuals 
who  are  injured  or  die  due  to  the  administration  of  certain  pre- 
scribed childhood  vaccines  (diphtheria,  pertussis,  and  tetanus 
(DPT),  measles,  mumps,  and  rubella  (MMR),  and  polio). 

The  compensation  program  substitutes  a  no-fault  Federal  insur- 
ance system  for  existing  State  tort  law  and  private  insurance 
system,  as  applied  to  vaccine  manufacturers.  When  the  compensa- 
tion program  is  effective,  all  vaccine-related  damage  claims  must 
first  be  determined  by  U.S.  district  courts  under  the  program. 

Awards  under  the  new  compensation  program  are  paid  over  the 
life  of  the  injured  party,  instead  of  on  a  lump  sum  basis.  The 
awards  cover  unreimbursed  medical  expenses,  lost  wages,  attor- 
ney's fees,  pain  and  suffering,  and  a  death  benefit. 

Compensation  awards  are  authorized  under  the  program  for  inju- 
ries with  respect  to  vaccines  administered  "after  the  effective  date 
of  a  tax  enacted"  to  fund  the  program.  It  is  anticipated  that  up  to 
3,500  injuries  with  respect  to  vaccines  administered  before  that 
date  may  also  be  compensated. 

Reasons  for  Change 

The  committee  believes  that  an  excise  tax  on  the  sale  of  vaccines 
is  an  appropriate  mechanism  to  fund  the  ongoing  portion  of  the 
vaccine  compensation  program.  In  agreement  with  the  Committee 
on  Energy  and  Commerce,  the  committee  believes  that  changes  to 
the  original  compensation  program  will  insure  the  solvency  of  the 
program  whle  providing  for  an  equitable  burden  from  the  excise 
tax. 

Explanation  of  Provisions 

The  bill  creates  a  per  dose  excise  tax  on  the  sales  of  commonly 
prescribed  childhood  vaccines  at  a  rate  of  $4.56  on  DPT,  $4.44  on 
MMR,  $0.29  on  polio,  and  $0.06  on  diphtheria-tetanus.  An  amount 
equivalent  to  revenue  raised  by  this  tax  is  deposited  in  a  new  Vac- 
cine Injury  Compensation  Trust  Fund  and  is  to  be  used  to  compen- 
sate injuries  from  vaccines  administered  after  September  30,  1987, 
and  before  the  scheduled  termination  of  the  program. 

In  agreement  with  the  Committee  on  Energy  and  Commerce,  re- 
strictions are  placed  on  the  eligibility  for  compensation  and  on  the 
types  and  amounts  of  awards  which  can  be  made.  Compensation 
must  be  made  in  a  lump  sum  fashion.  The  program  will  terminate 
if  the  number  of  awards  made  in  specified  time  periods  exceeds  cer- 
tain prescribed  limits.  Compensation  for  injuries  from  vaccines  ad- 
ministered before  the  effective  date  of  the  compensation  program 
will  not  be  funded  through  the  excise  tax,  but  instead  it  is  antici- 
pated that  money  will  be  appropriated  from  the  general  fund. 


1024 


Effective  Dates 

The  excise  tax  becomes  effective  for  vaccines  sold  after  December 
31,  1987.  The  tax  terminates  on  January  1,  1993,  unless  a  determi- 
nation is  made  that  a  negative  projected  balance  exists  in  the  trust 
fund.  Likewise,  if  the  compensation  program  terminates  early 
through  the  provision  relating  to  the  maximum  permitted  number 
of  awards,  the  tax  will  terminate  on  the  day  of  the  compensation 
program  termination  unless  a  determination  is  made  that  a  nega- 
tive projected  balance  exists  in  the  trust  fund  for  all  injuries  for 
which  compensation  awards  could  be  made  as  of  the  early  termina- 
tion date. 

The  compensation  program  becomes  effective  October  1,  1988, 
and  remains  in  effect  until  September  30,  1992,  unless  terminated 
early  by  the  described  procedure. 
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TITLE  X  —  REVENUE  PROVISIONS 


SUBTITLE  A:  REVENUE  INCREASES 

I.  PROVISIONS  PRIMARILY  AFFECTING  HIGHER-INCOME  INDIVIDUALS 

A.  Income  Tax  Provisions 

1.  Deny  eligibility  of  overnight  camp  expenses  for  child  care 
credit  (sec.  10101  of  the  bill  and  sec.  21  of  the  Code) 

Present  Law 

An  income  tax  credit  is  provided  equal  to  up  to  30  percent  of  cer- 
tain employment-related  child  and  dependent  care  expenses  (sec. 
21).  For  example,  costs  incurred  by  the  taxpayer  for  a  day  care 
center  or  nursery  school,  a  housekeeper  or  other  home  care,  and 
summer  camps  (including  overnight  camps)  are  eligible  for  the 
credit  if  incurred  to  enable  the  taxpayer  to  work. 

The  amount  of  qualified  expenses  eligible  for  the  credit  is  limited 
to  $2,400  ($4,800  for  the  care  of  two  or  more  individuals).  The  30 
percent  credit  rate  is  reduced  by  one  percentage  point  for  each 
$2,00  (or  portion  thereof)  of  adjusted  gross  income  (AGI)  between 
$10,00  and  $28,00.  The  credit  rate  is  20  percent  for  taxpayers  with 
AGI  exceeding  $28,00. 

Reasons  for  Change 

The  committee  concluded  that  a  taxpayer's  expenses  for  sending 
a  child  or  other  dependent  to  an  overnight  camp  are  not  sufficient- 
ly related  to  the  taxpayer's  employment  to  justify  providing  a  tax 
credit  for  such  costs,  as  contrasted  to  the  costs  of  day  care.  The 
committee  believes  that  overnight  camp  expenses  are  a  personal 
consumption  expenditure  that  is  not  a  necessary  cost  of  being  able 
to  go  to  work. 

Explanation  of  Provision 

Under  the  provision,  costs  incurred  by  a  taxpayer  to  send  a  child 
or  other  dependent  to  an  overnight  camp  are  ineligible  for  the 
child  and  dependent  care  credit. 

Effective  Date 

The  provision  is  effective  for  expenses  paid  in  taxable  years  be-  i 
ginning  on  or  after  January  1,  1988. 
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2.  Limitations  on  deduction  for  qualified  residence  interest  (sec. 
10102  of  the  bill  and  sec.  163  of  the  Code) 

Present  Law 

Under  present  law,  the  itemized  deduction  for  personal  interest 
is  being  phased  out  over  the  period  1987-90.  Personal  interest  is 
any  interest,  other  than  interest  incurred  or  continued  in  connec- 
tion with  the  conduct  of  a  trade  or  business  (other  than  the  trade 
or  business  of  performing  services  as  an  employee),  investment  in- 
terest, or  interest  taken  into  account  in  computing  the  taxpayer's 
income  or  loss  from  passive  activities  for  the  year.  Personal  inter- 
est also  does  not  include  interest  on  certain  deferred  estate  tax. 
These  rules  are  phased  in  and  become  fully  effective  in  1991. 

Present  law  provides  that  qualified  residence  interest  is  not  sub- 
ject to  the  limitation  on  personal  interest.  Qualified  residence  in- 
terest is  interest  on  debt  secured  by  a  security  interest  valid 
against  a  subsequent  purchaser  on  the  taxpayer's  principal  resi- 
dence or  a  second  residence  of  the  taxpayer.  Interest  on  such  debt 
is  generally  deductible  to  the  extent  that  the  debt  does  not  exceed 
the  amount  of  the  taxpayer's  basis  for  the  residence  (including  the 
cost  of  home  improvements).  Present  law  also  allows  a  taxpayer  to 
deduct  as  qualified  residence  interest  the  interest  on  certain  loans 
incurred  for  educational  or  medical  expenses  up  to  the  fair  market 
value  of  the  residence.  A  grandfather  rule  treats  interest  on  debt 
incurred  on  or  before  August  16,  1986  and  secured  by  the  taxpay- 
er's principal  or  second  residence  as  qualified  residence  interest, 
provided  the  amount  of  the  debt  does  not  exceed  the  fair  market 
value  of  the  residence. 

Thus,  under  present  law,  a  taxpayer  may  deduct  interest  on  a 
loan  secured  by  a  lien  on  his  or  her  residence,  up  to  the  amount  of 
the  basis  of  the  residence  (including  the  cost  of  improvements),  plus 
the  amount  of  debt  incurred  for  educational  or  medical  expenses 
(up  to  the  fair  market  value  of  the  residence),  even  if  such  debt  is 
for  personal  expenditures. 

Reasons  for  Change 

The  committee  is  concerned  that  the  present  law  provisions  per- 
mitting deduction  of  home  mortgage  interest  do  not  achieve  the 
purpose  (expressed  in  conjunction  with  the  1986  Act  provisions  lim- 
iting other  personal  interest)  of  encouraging  home  ownership  while 
limiting  significant  disincentives  to  saving.  A  taxpayer  may  deduct 
interest  on  a  loan  secured  by  his  residence,  that  has  no  relation  to 
the  acquisition  or  substantial  improvement  of  the  residence  and 
thus  is  not  directly  related  to  the  purpose  for  preserving  the  home 
mortgage  interest  deduction.  In  this  connection,  the  committee  is 
concerned  that  significant  amounts  of  borrowing  for  general  per- 
sonal purposes,  in  excess  of  amounts  that  could  be  related  to  en- 
couraging home  ownership,  is  permitted  under  the  provisions  of 
present  law.  These  loans  are  being  advertised  by  lending  institu- 
tions as  "home  equity  loans." 

The  purpose  of  encouraging  home  ownership  without  creating 
disincentives  to  saving  might  be  achieved  most  directly  by  allowing 
a  deduction  only  for  interest  on  debt  secured  by  the  taxpayer's  resi- 
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dence  that  is  for  the  purpose  of  acquiring  (or  substantially  improv- 
ing) the  residence.  Thus,  under  the  bill,  the  total  amount  of  acquisi- 
tion debt  is  limited  by  a  dollar  cap,  to  limit  the  benefits  of  the  in- 
terest deductions  in  the  case  of  high-income  persons. 

Nevertheless,  the  committee  recognizes  that  there  may  be  situa- 
tions when  the  deduction  of  additional  amounts  of  home  mortgage 
interest  might  be  motivated  by  other  policy  concerns.  The  commit- 
tee also  believes  that  the  provisions  of  present  law  are  needlessly 
complex,  and  that  the  same  purpose  could  be  achieved  with  much 
simpler  provisions.  The  special  rules  for  educational  and  medical 
expenditures,  in  particular,  create  unnecessary  administrative  diffi- 
culty in  ascertaining  the  amount  of  interest  that  is  deductible, 
when  a  comparable  result  can  be  obtained  with  a  simpler  dollar 
cap.  Therefore,  the  bill  imposes  a  separate  cap  on  the  amount  of 
debt  in  excess  of  debt  for  acquisition  (or  substantial  improvement) 
of  the  residence,  interest  on  which  is  treated  as  qualified  residence 
interest.  The  provisions  of  the  bill  are  not  intended  to  treat  as  de- 
ductible qualified  residence  interest,  interest  on  debt  that  exceeds 
the  fair  market  value  of  the  residence,  or  that  is  not  secured  by  a 
security  interest  valid  against  a  subsequent  purchaser  under  local 
law  on  the  taxpayer's  principal  or  second  residence  (except  to  the 
extent  otherwise  provided  in  present  law). 

It  has  come  to  the  committee's  attention  that  some  taxpayers  are 
taking  the  position  that  mobile  homes  used  on  a  transient  basis 
and  boats  can  qualify  as  second  residences.  The  committee  feels 
that  it  is  inconsistent  with  the  purpose  to  encourage  home  owner- 
ship to  treat  as  a  second  residence  property  that  can  serve  as  a  ve- 
hicle as  much  as  it  can  a  home.  Therefore,  under  the  bill,  mobile 
homes  (including  recreational  vehicles)  and  boats  are  not  treated  as 
second  residences,  for  purposes  of  the  qualified  residence  interest 
exception  to  the  personal  interest  limitation. 

Explanation  of  Provision 

In  general 

The  bill  amends  the  definition  of  qualified  residence  interest  that 
is  treated  as  deductible.  Under  the  bill,  qualified  residence  interest 
includes  interest  on  acquisition  indebtedness  and  home  equity  in-  I 
debtedness  with  respect  to  a  principal  and  a  second  residence  of 
the  taxpayer.  The  maximum  amount  of  home  equity  indebtedness 
is  $100,000.  The  maximum  amount  of  acquisition  indebtedness  is  $1 
million.  , 

Present  law  with  respect  to  qualified  residence  interest  is  contin- 
ued except  as  otherwise  modified  by  the  bill.  Thus,  for  example, 
debt  giving  rise  to  qualified  residence  interest  under  the  provision 
means  debt  secured  by  a  security  interest  valid  against  a  subse- 
quent purchaser  under  local  law  (to  the  same  extent  as  under 
present  law)  on  the  taxpayer's  principal  residence  or  second  resi- 
dence (as  clarified  by  the  bill  in  the  case  of  boats  and  mobile 
homes). 

Acquisition  indebtedness 

Acquisition  indebtedness  means  debt  that  is  incurred  in  acquir- 
ing, constructing,  or  substantially  improving  the  principal  or  a" 
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second  residence  of  the  taxpayer.  Acquisition  indebtedness  is  re- 
duced as  payments  of  principal  are  made,  and  cannot  be  increased 
by  refinancing.  Thus,  for  example,  if  the  taxpayer  incurs  $85,000  of 
acquisition  indebtedness  to  acquire  his  principal  residence,  and 
pays  the  debt  down  to  $60,000,  his  acquisition  indebtness  with  re- 
spect to  the  residence  cannot  thereafter  be  increased  above  $60,000 
(except  by  indebtedness  incurred  to  substantially  improve  the  resi- 
dence). 

Under  the  bill,  the  total  amount  of  acquisition  debt  that  can  give 
rise  to  qualified  residence  interest  is  $1  million.  Thus,  if  the  tax- 
payer's debt  to  acquire,  construct  or  substantially  improve  his  prin- 
cipal and  second  residence  exceeds  $1  million,  then  only  the  inter- 
est on  a  total  principal  amount  of  $1  million  of  such  debt  is  deduct- 
ible as  acquisition  interest.  It  is  anticipated  that  the  Internal  Reve- 
nue Service  will  issue  regulations  describing  the  proper  method  for 
allocating  interest  on  excess  amounts  of  debt.  In  the  interim  until 
such  regulations  are  issued,  a  reasonable  method  of  allocation 
should  be  used.  An  example  of  a  reasonable  method  of  allocation  is 
to  ascertain  which  debt  is  the  debt  that  exceeds  the  limitation  by 
taking  debt  into  account  in  the  chronological  order  in  which  it  was 
incurred  or  most  recently  refinanced,  with  the  most  recent  debt  (or 
portion  thereof)  treated  as  the  amount  of  debt  that  exceeds  the 
limit. 

In  the  case  of  married  persons  filing  a  separate  return,  the  limit 
is  $500,000. 

Refinanced  acquisition  debt  continues  to  be  treated  as  acquisition 
debt  to  the  extent  that  the  principal  amount  of  the  refinancing 
does  not  exceed  the  principal  amount  of  the  acquisition  debt  imme- 
diately before  the  refinancing. 

Home  equity  indebtedness 

Certain  home  equity  indebtedness  may  also  be  treated  as  debt 
giving  rise  to  deductible  qualified  residence  interest.  Home  equity 
indebtedness,  for  purposes  of  the  provision,  means  debt  secured  by 
the  taxpayer's  principal  or  second  residence,  to  the  extent  the  ag- 
gregate amount  of  such  debt  does  not  exceed  the  difference  be- 
tween the  total  acquisition  indebtedness  with  respect  to  the  resi- 
dence, and  the  fair  market  value  of  the  residence. 

Interest  on  qualifying  home  equity  indebtedness  is  deductible, 
even  though  the  proceeds  of  the  indebtedness  are  used  for  personal 
expenditures. 

The  amount  of  home  equity  indebtedness  on  which  interest  is 
treated  as  deductible  qualified  residence  interest  may  not  exceed 
$100,000  ($50,000  for  married  persons  filing  a  separate  return). 

Thus,  under  the  bill,  the  total  amount  of  a  taxpayer's  home 
equity  indebtedness  with  respect  to  his  principal  residence  and  a 
second  residence,  when  combined  with  the  amount  of  his  acquisi- 
tion indebtedness  with  respect  to  such  residences,  may  not  exceed  a 
$1,100,000  overall  limitation  ($550,000,  in  the  case  of  married  indi- 
viduals filing  a  separate  return). 

Unlike  present  law,  the  bill  provides  no  special  rules  for  amounts  . 
borrowed  for  educational  or  medical  expenditures;  interest  on  debt 
incurred  for  such  expenditures  is  allowed  in  the  same  manner  as 
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interest  on  any  other  home  equity  indebtedness  under  the  provi- 
sion. 

Treatment  of  pre-October  13,  1987  indebtedness 

Under  the  bill,  pre-October  13,  1987  indebtedness  of  the  taxpayer 
is  grandfathered.  That  is,  it  is  treated  as  acquisition  indebtedness, 
and  the  $1  million  limitation  does  not  apply  to  such  debt.  Thus,  in- 
terest on  such  debt  continues  to  be  deductible.  The  amount  of  such 
debt,  however,  reduces  the  amount  of  the  $1  million  limitation  on 
new  acquisition  debt  (but  not  below  zero). 

Pre-October  13,  1987  debt  means  any  debt  incurred  on  or  before 
October  13,  1987  and  secured  by  a  qualified  residence  (within  the 
meaning  of  present  law)  on  October  13,  1987  and  at  all  times  there- 
after before  the  interest  is  paid  or  accrued.  Pre-October  13,  1987 
debt  also  includes  debt  secured  by  the  qualified  residence,  to  refi- 
nance existing  pre-October  13,  1987  debt,  to  the  extent  that  the 
principal  amount  of  the  refinancing  does  not  exceed  the  principal 
amount  of  the  refinanced  debt  immediately  before  the  refinancing. 
Any  refinancing  may  not  extend  the  term  of  the  debt  beyond  the 
term  of  the  acquisition  debt  immediately  before  the  refinancing.  In 
the  case  of  acquisition  debt  that  is  not  amortized  over  its  term  (e.g., 
a  "balloon' '  note),  interest  on  any  otherwise  qualified  refinancing 
will  be  deductible  for  the  term  of  the  first  refinancing  of  such  ac- 
quisition debt,  but  not  for  more  than  30  years  after  that  first  refi- 
nancing. 

Definition  of  second  residence 

The  bill  provides  that,  for  purposes  of  the  deduction  for  qualified 
residence  interest,  mobile  homes  used  on  a  transient  basis  1  and 
boats  are  not  treated  as  a  second  residence  of  the  taxpayer. 

Effective  Date 

The  provisions  are  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987  (with  the  grandfather  rule  described  above  under 
"treatment  of  pre-October  13,  1987  indebtedness").  The  provisions 
with  respect  to  the  treatment  of  mobile  homes  used  on  a  transient 
basis  and  boats  are  effective  with  respect  to  interest  paid  or  ac- 
crued in  taxable  years  beginning  after  December  31,  1987  on  in- 
debtedness incurred  after  October  13,  1987. 


1  This  conforms  to  the  treatment  under  the  individual  alternative  minimum  tax  rules.  See 
sec.  56(e)(2)(D)  of  the  Code. 


B.  Employee  Benefit  Provisions 


1.  $500  limitation  on  taxable  benefit  option  under  cafeteria  plan 
(sec.  10103  of  the  bill  and  sec.  125  of  the  Code) 

Present  Law 

Under  present  law,  compensation  generally  is  taxable  to  employ- 
ees when  actually  or  constructively  received.  An  amount  is  con- 
structively received  by  a  taxpayer  if  it  is  made  available  to  the  tax- 
payer or  the  taxpayer  has  an  election  to  receive  such  amount. 

There  are  various  exceptions  to  this  basic  principle  of  construc- 
tive receipt.  Under  one  exception,  no  amount  is  included  in  the 
income  of  a  participant  in  a  cafeteria  plan  meeting  certain  require- 
ments solely  because,  under  the  plan,  the  participant  has  an  elec- 
tion to  receive  a  taxable  benefit  (sec.  125).  Nontaxable  benefits  that 
may  be  available  under  a  cafeteria  plan  include,  for  example, 
health  coverage,  group-term  life  insurance,  and  dependent  care  as- 
sistance. The  cafeteria  plan  exception  from  the  principles  of  con- 
structive receipt  generally  also  applies  for  purposes  of  the  Federal 
Insurance  Contribution  Act  (FICA)  and  the  Federal  Unemployment 
Tax  Act  (FUTA). 

Under  another  exception,  an  employee  is  not  required  to  include 
in  income  employer  contributions  to  a  qualified  cash  or  deferred  ar- 
rangement (sec.  401(k))  merely  because  the  employee  had  an  elec- 
tion to  receive  the  amount  in  cash  (sec.  402(a)(8)).  This  exception  to 
the  constructive  receipt  principle  is  limited  to  $7,000  in  an  employ- 
ee's taxable  year.  In  addition,  this  exception  does  not  apply  for 
FICA  and  FUTA  purposes,  even  if  the  qualified  cash  or  deferred  ar- 
rangement is  part  of  a  cafeteria  plan. 

Reasons  for  Change 

Employee  benefits,  such  as  health  coverage,  are  excluded  from 
income  in  order  to  encourage  the  provision  of  such  benefits  to  low- 
and  middle  mcome  employees.  Where  low-  and  middle-income  em- 
ployees have  a  choice  between  cash  and  benefits,  many  will  choose 
cash,  even  if  they  otherwise  may  need  the  available  benefit.  Thus, 
the  purpose  of  the  significant  tax  benefit  provided  for  employee 
benefits  is  undermined.  For  this  reason,  the  committee  believes  it 
is  important  to  limit  the  tax  benefits  for  elective  arrangements  like 
cafeteria  plans.  Limiting  the  cafeteria  plan  exception  from  the  con- 
structive receipt  principle  is  similar  in  this  regard  to  the  $7,000  cap 
on  elective  deferrals  under  section  401(k)  plans. 

In  addition,  as  pointed  out  in  a  study  issued  by  the  Department 
of  Health  and  Human  Services  in  July  of  1985,  cafeteria  plans  can, 
under  present  law,  have  an  adverse  effect  on  efforts  to  contain 
health  care  costs.  This  occurs  because,  under  a  cafeteria  plan,  the 
extra  cost  to  those  employees  who  choose  high-option  health  plans 
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or  medical  reimbursement  accounts  is  partially  offset  by  reductions 
in  income,  FICA,  and  FUTA  taxes.  Limiting  the  tax-favored  treat- 
ment of  cafeteria  plans  will  lessen  this  effect. 

Also,  the  use  of  cafeteria  plans  to  exclude  health  benefits  from 
income  enables  employees  to  avoid  the  rule  making  medical  ex- 
penses deductible  only  to  the  extent  they  exceed  7.5  percent  of  ad- 
justed gross  income  (sec.  213).  In  effect,  employees  can  deduct  (for 
FICA  and  FUTA  purposes,  as  well  as  income  tax  purposes)  medical 
expenses  if  covered  under  a  cafeteria  plan.  This  is  unfair  to  the 
large  group  of  taxpayers  who  have  either  uninsured  medical  ex- 
penses or  who  pay  for  health  insurance  from  after-tax  income.  The 
committee  believes  that  limiting  cafeteria  plans  also  addresses  this 
inequity. 

Explanation  of  Provision 

Under  the  bill,  the  cafeteria  plan  exception  to  the  constructive 
receipt  principle  is  limited  to  $500.  Thus,  for  example,  if  an  em- 
ployee is  eligible  under  a  cafeteria  plan  to  reduce  her  salary  by 
$1,500  to  buy  health  coverage  or  to  take  the  $1,500  in  taxable  bene- 
fits, the  employee  is  in  constructive  receipt  of  $1,000  under  the  bill, 
which  is  the  excess  of  the  taxable  benefits  available  ($1,500)  over 
$500.  This  would  apply  even  if  she  elected  to  acquire  $1,500  of 
health  coverage  under  the  cafeteria  plan.  Of  course,  if  the  employ- 
ee in  this  example  elected  to  receive  $1,500  in  cash,  such  employee 
would  only  include  this  $1,500  once;  i.e.,  the  employee  would  not 
include  the  $1,000  constructively  received  and  include  an  addition- 
al $1,500  actually  received. 

The  committee  intends  that  this  rule  be  applied  before  the  appli- 
cation of  the  nondiscrimination  rules  and  concentration  tests  appli- 
cable to  the  benefits  available  under  the  cafeteria  plan  (sees.  89(a); 
120(c)(1),  (2),  (3);  and  129(d)(2),  (3),  (4),  (7)).  Thus,  benefits  that  are 
taxable  due  to  a  failure  to  satisfy  the  nondiscrimination  or  concen- 
tration test  rules  are  not  considered  taxable  benefits  for  purposes 
of  applying  the  $500  limit  on  the  cafeteria  plan  exception  to  the 
constructive  receipt  principle.  However,  the  Secretary  is  authorized 
to  prescribe  rules  to  prevent  avoidance  of  the  $500  limit  by  the  use 
of  certain  benefits  that  on  their  face  fail  to  satisfy  the  applicable 
nondiscrimination  or  concentration  test. 

The  committee  clarifies  how  this  $500  limit  applies  when  the  caf- 
eteria plan  contains  a  qualified  cash  or  deferred  arrangement.  In 
such  circumstances,  to  the  extent  that  an  employee  has  a  choice  be- 
tween cash,  contributions  to  the  qualified  cash  or  deferred  arrange- 
ment, and  any  other  benefit,  the  sole  exception  to  the  constructive 
receipt  principle  is  the  cafeteria  plan  exception.  To  the  extent  that 
the  choice  is  solely  between  cash  and  contributions  to  a  qualified 
cash  or  deferred  arrangement,  the  cafeteria  plan  exception  is  un- 
necessary because  section  402(a)(8)  provides  a  constructive  receipt 
exception  with  a  limit  of  $7,000  (amounts  excludable  under  both 
the  cafeteria  plan  exception  and  the  sec.  402(a)(8)  exception  count 
against  this  limit  as  well  as  amounts  excludable  only  under  sec. 
402(a)(8)). 

For  example,  assume  that,  under  a  cafeteria  plan,  an  employee 
may  elect  to  receive  $600  in  cash,  acquire  $600  in  health  coverage, 
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or  have  the  employer  contribute  $600  on  his  behalf  to  a  qualified 
cash  or  deferred  arrangement.  Assume  further  that,  under  the 
same  plan,  the  employee  may  in  addition  elect  to  receive  $6,400  in 
cash  or  have  $6,400  contributed  to  the  qualified  cash  or  deferred 
arrangement.  Assume  also  that  the  employee  elected  to  have 
$7,000  contributed  to  the  qualified  cash  or  deferred  arrangement. 
Under  the  rules  described  above,  the  employee  would  be  in  con- 
structive receipt  of  $100,  i.e.,  the  excess  of  the  $600  for  which  the 
cafeteria  plan  constructive  receipt  exception  is  the  only  such  excep- 
tion over  the  $500  limit  on  such  exception. 

This  $500  limit  generally  does  not  have  any  effect  on  a  plan  that 
does  not  make  available  any  taxable  benefit  and  thus  is  not  a  cafe- 
teria plan.  However,  the  committee  intends  that  the  Secretary  is  to 
prescribe  rules  to  prevent  avoidance  of  the  cafeteria  plan  rules  gen- 
erally and  the  $500  limit  through  the  use  of  arrangements  that  in 
form  are  limited  to  nontaxable  benefits,  but  in  substance  make  tax- 
able benefits  available.  For  example,  an  employer  could  offer  a 
choice  between  $1,000  in  health  benefits  and  $1,000  in  a  profit-shar- 
ing plan.  In  certain  circumstances,  depending  on  the  availability  of 
withdrawals  from  the  profit-sharing  plan  and  the  tax  treatment  of 
such  withdrawals,  an  employee  in  this  case  may  in  effect  have 
available  $1,000  in  cash. 

The  $500  limit  applies  on  an  individual  basis,  rather  than  a  plan 
basis,  so  that,  for  purposes  of  the  limit,  all  cafeteria  plans  of  all 
employers  in  which  an  individual  participates  are  aggregated.  Cor- 
respondingly, the  limit  applies  to  the  individual's  taxable  year.  In 
addition,  the  employer  is  required  to  report  on  its  employees' 
Forms  W-2  the  amount  of  taxable  benefits  available,  but  not 
chosen  by  any  employee. 

The  $500  limit  applies  under  the  bill  for  FICA  and  FUTA  pur- 
poses. 

Effective  Date 

This  provision  applies  to  taxable  years  beginning  after  December 
31,1987. 

2.  Clarification  of  definition  of  active  participant  for  IRA  deduc- 
tion (sec.  10104  of  the  bill  and  sec.  219  of  the  Code) 

Present  Law 

Under  present  law,  a  taxpayer  is  permitted  to  make  deductible 
IRA  contributions  up  to  the  lesser  of  $2,000  or  100  percent  of  com- 
pensation (earned  income,  in  the  case  of  a  self-employed  individual) 
if— 

(1)  in  the  case  of  a  taxpayer  who  is  not  married,  the  taxpayer 
either  (a)  has  AGI  that  does  not  exceed  the  applicable  dollar 
amount  or  (b)  is  not  an  active  participant  in  an  employer-main- 
tained retirement  plan  for  any  part  of  the  plan  year  ending  with  or 
within  the  taxable  year; 

(2)  in  the  case  of  married  taxpayers  filing  a  joint  return,  either 
(a)  the  couple  has  AGI  and  does  not  exceed  the  applicable  dollar 
amount  or  (b)  either  spouse  is  an  active  participant  in  an  employer- 
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maintained  retirement  plan  for  any  part  of  the  plan  year  ending 
with  or  within  the  taxable  year;  or 

(3)  in  the  case  of  a  married  taxpayer  filing  separately,  the  tax- 
payer either  (a)  has  AGI  that  does  not  exceed  the  applicable  dollar 
amount  or  (b)  neither  spouse  is  an  active  participant  in  an  employ- 
er-maintained retirement  plan  for  any  part  of  the  plan  year  ending 
with  or  within  the  taxable  year. 

Under  present  law,  an  individual  is  an  active  participant  in  an 
employer-maintained  retirement  plan  with  respect  to  the  individ- 
ual's taxable  year  if  the  individual  is  an  active  participant  for  any 
part  of  the  plan  year  ending  with  or  within  the  individual's  taxable 
year.  For  purposes  of  this  rule,  an  employer-maintained  retirement 
plan  means  (1)  a  qualified  pension,  profit-sharing,  or  stock  bonus 
plan;  (2)  a  qualified  annuity  plan  (sec.  403(a));  (3)  a  simplified  em- 
ployee pension  (sec.  408(k));  (4)  a  plan  established  for  its  employees 
by  the  United  States,  by  a  State  or  political  subdivision,  or  by  any 
agency  or  instrumentality  of  the  United  States  or  a  State  or  politi- 
cal subdivision  (other  than  an  unfunded  deferred  compensation 
plan  of  a  State  or  local  government  (sec.  457));  (5)  a  plan  described 
in  section  501(c)(18);  or  (6)  a  tax-sheltered  annuity  (sec.  403(b)). 

In  a  recent  Tax  Court  decision  {Porter  v.  Commissioner,  88  T.C. 
No.  28  (March  5,  1987)),  it  was  held  that  Article  III  judges  are  not 
employees  of  the  United  States  and,  therefore,  are  not  active  par- 
ticipants in  a  plan  established  for  its  employees  by  the  United 
States.  Whether  or  not  an  individual  is  an  employee  is  also  rele- 
vant for  other  purposes  under  the  Code,  such  as  for  the  exclusion 
of  certain  benefits  from  income  and  the  eligibility  for  certain  de- 
ductions. 

Reasons  for  Change 

The  committee  believes  that  judges  should  not  be  permitted  to 
make  deductible  IRA  contributions  on  a  basis  more  favorable  than 
other  individuals.  Further,  the  committee  finds  it  appropriate  to 
clarify  that  judges  are  treated  as  employees  for  purposes  of  the 
Code  so  that  they  are  eligible  for  certain  benefits  (such  as  the  ex- 
clusion from  income  for  employer-provided  health  benefits). 

Explanation  of  Provision 

The  decision  in  Porter  v.  Commissioner  would  be  overturned,  and 
judges  would  be  treated  as  employees  for  purposes  of  the  Code  and 
as  active  participants  for  purposes  of  the  IRA  deduction  limit. 

Effective  Date 

This  provision  would  be  effective  for  years  beginning  after  De- 
cember 31,  1987. 


C.  Limit  Deferral  for  Like-Kind  Exchanges  for  Real  Estate  Gain 
(sec.  10105  of  the  bill  and  sec.  1031  of  the  Code) 

Present  Law 

An  exchange  of  property,  like  a  sale,  generally  is  a  taxable  trans- 
action. However,  under  section  1031,  no  gain  or  loss  is  recognized  if 
property  held  for  productive  use  in  the  taxpayer's  trade  or  busi- 
ness, or  property  held  for  investment  purposes,  is  exchanged  solely 
for  property  of  a  like-kind  that  also  is  to  be  held  for  productive  use 
in  a  trade  or  business  or  for  investment. 

Reasons  for  Change 

The  committee  believes  that  an  income  tax  system  better  meas- 
ures economic  income  and  promotes  equity  among  taxpayers  when 
the  system  requires  taxpayers  realizing  income  to  include  that 
income  in  the  tax  base.  In  many  cases,  the  receipt  of  like-kind 
property  in  an  exchange  is  economicaly  similar  to  the  receipt  of 
money  or  property  which  is  not  of  a  like-kind.  In  order  to  prevent 
higher  income  taxpayers  from  deferring  large  amounts  of  gain,  the 
bill  limits  the  amount  of  gain  a  person  can  defer  in  any  year  from 
the  disposition  of  real  estate. 

Explanation  of  Provision 

The  bill  limits  the  amount  of  gain  that  a  taxpayer  may  defer  in 
any  taxable  year  from  the  like-kind  exchange  of  real  estate  to 
$100,000.  Where  a  taxpayer's  gain  that  otherwise  would  be  deferred 
exceeds  $100,000,  each  gain  shall  be  reduced  proportionately. 

In  the  case  of  partnerships  and  S  corporations,  the  limit  will 
apply  at  both  the  entity  level  and  the  partner  or  shareholder  level. 
In  the  case  of  a  controlled  group  of  corporations,  the  $100,000 
amount  shall  be  allocated  among  the  members  in  accordance  with 
regulations. 

The  bill  does  not  limit  the  gain  that  may  be  deferred  in  the  case 
of  an  involuntary  conversion  (under  section  1033)  or  in  the  case  of 
the  rollover  of  a  principal  residence  (under  section  1034). 

Effective  Date 

The  provision  applies  to  exchanges  after  October  13,  1987,  with 
an  exception  for  exchanges  pursuant  to  binding  contracts  in  effect 
on  that  date. 
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D.  Estate  and  Gift  Taxes 

1.  Freeze  of  1987  rates  and  phase-out  of  unified  credit  and  lower 
brackets  (sec.  10106  of  the  bill  and  sec.  2001  of  the  Code) 

Present  Law 

The  estate  and  gift  taxes  are  unified,  so  that  a  single  progressive 
rate  schedule  is  applied  to  an  individual's  cumulative  gifts  and  be- 
quests. The  generation-skipping  transfer  tax  is  computed  by  refer- 
ence to  the  maximum  Federal  estate  tax  rate. 

For  1987,  the  gift  and  estate  tax  rates  begin  at  18  percent  on  the 
first  $10,000  of  taxable  transfers  and  reach  55  percent  on  taxable 
transfers  over  $3  million.  For  transfers  occurring  after  1987,  the 
maximum  gift  and  estate  tax  rate  is  scheduled  to  decline  to  50  per- 
cent for  taxable  transfers  over  $2.5  million. 

A  unified  credit  of  $192,800  is  deducted  from  the  gross  gift  or 
estate  tax  in  arriving  at  the  net  tax  payable.  The  $192,800  credit  in 
effect  exempts  the  first  $600,000  of  transfers  from  gift  and  estate 
tax. 

Reasons  for  Change 

The  committee  believes  that  transfer  taxes  play  an  important 
role  in  maintaining  the  progressivity  of  the  overall  Federal  tax 
structure,  a  role  that  assumed  greater  significance  after  the  reduc- 
tion of  the  income  tax  rates  in  the  Tax  Reform  Act  of  1986.  There- 
fore, the  committee  concludes  that  the  progressivity  of  these  taxes 
should  be  preserved  by  retaining  the  present  maximum  rate.  The 
committee  also  believes  that  the  benefit  of  the  graduated  rates  and 
unified  credit  should  be  restricted  to  smaller  estates,  which  have 
the  greatest  need  for  tax  relief. 

Explanation  of  Provision 

The  gift  and  estate  tax  rates  applicable  in  1987  are  made  perma- 
nent. 

The  benefit  of  the  unified  credit  and  graduated  rates  is  phased 
out  for  transfers  exceeding  $5  million.  The  gift  and  estate  tax  li- 
ability for  taxable  transfers  in  excess  of  $5  million  is  increased  by 
five  percent  of  such  excess  until  the  benefit  of  the  unified  credit 
and  graduated  brackets  is  recaptured. 

The  rate  adjustment  occurs  for  cumulative  taxable  transfers  be- 
tween $5,000,000  and  $16,040,000.  Once  the  maximum  adjustment 
applies,  the  55  percent  rate  becomes  the  average  rate  of  taxation. 

Pre-effective  date  gifts  are  counted  toward  cumulative  transfers 
for  purposes  of  determining  the  rate  adjustment  for  transfers  made 
after  the  effective  date.  The  transfer  tax  rate  on  pre-effective  date 
gifts,  however,  remains  unchanged. 
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Effective  Date 

The  provision  is  effective  for  transfers  occurring  after  December 
31,  1987. 

2.  Replace  State  death  tax  credit  with  deduction  (sec.  10107  of  the 

bill  and  sees.  2011  and  2053  of  the  Code) 

Present  Law 

A  dollar-for-dollar  credit  is  allowed  against  the  Federal  estate 
tax  for  any  estate,  inheritance,  legacy,  or  successions  taxes  paid  to 
a  State  with  respect  to  any  property  included  in  the  gross  estate. 
Varying  with  the  size  of  the  adjusted  taxable  estate,  the  maximum 
credit  begins  at  .8  of  1  percent  for  estates  less  than  $90,000  and  in- 
creases to  16  percent  for  estates  exceeding  $10,040,000. 

Reasons  for  Change 

The  dollar-for-dollar  credit  operates  as  a  form  of  revenue  sharing 
between  the  Federal  government  and  the  States.  Imposition  of  a 
State  death  tax  up  to  the  creditable  amount  shifts  revenues  from 
the  Federal  government  to  the  States  without  changing  the  estate's 
total  estate  tax  burden.  Revenue  sharing  programs  are  more  effi- 
cient and  politically  accountable  if  operated  through  direct  subsidy 
rather  than  tax  credit. 

While  State  death  taxes  are  creditable  against  Federal  taxes, 
State  income  taxes  are  only  deductible.  This  difference  needlessly 
distorts  State  choices  between  income  and  estate  taxation. 

Explanation  of  Provision 
The  credit  for  State  death  taxes  is  repealed. 

The  value  of  the  taxable  estate  will  be  determined  by  deducting 
amounts  for  any  estate,  inheritance,  legacy  or  successions  taxes 
paid  to  a  State  or  the  District  of  Columbia  as  are  allowable  by  the 
laws  of  the  jurisdiction  under  which  the  estate  is  being  adminis- 
tered. 

Effective  Date 

The  provision  is  effective  for  decedents  dying  after  December  31, 
1987. 

3.  Special  valuation  rules:  minority  discounts  and  estate  freezes 

(sec.  10108  of  the  bill  and  new  sec.  2211  of  the  Code) 

Present  Law 

In  general 

The  value  of  property  includible  in  a  gross  estate  is  its  fair 
market  value  at  the  date  of  the  decedent's  death  (or  on  the  alter- 
nate valuation  date  if  the  executor  so  elects).  The  fair  market  value 
is  the  price  at  which  the  property  would  change  hands  between  a 
willing  buyer  and  a  willing  seller,  neither  being  under  any  compul- 
sion to  buy  or  to  sell  and  both  having  reasonable  knowledge  of  rele- 
vant facts. 
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Where  actual  sales  prices  and  bona  fide  bid  and  asked  prices  are 
lacking,  the  fair  market  value  of  stock  is  determined  by  consider- 
ing various  factors,  including  the  company's  net  worth,  prospective 
earning  power  and  dividend-paying  capacity,  the  goodwill  of  the 
business,  the  economic  outlook  in  the  particular  industry,  the  com- 
pany's position  in  the  industry  and  its  management,  the  degree  of 
control  of  the  business  represented  by  the  block  of  stock  to  be 
valued,  and  the  values  of  securities  of  corporations  engaged  in  the 
same  or  similar  lines  of  businesses. 

Minority  discounts 

In  applying  the  willing  buyer,  willing  seller  standard,  numerous 
courts  have  found  that  blocks  of  corporate  stock  constituting  a  mi- 
nority interest  are  usually  worth  less  than  a  proportionate  share  of 
the  value  of  the  corporate  assets.  See,  e.g.,  Charles  W.  Ward,  87  T.C. 
78  (1986);  Estate  of  Ley  man,  40  T.C.  100  (1963).2  No  special  burden 
of  proof  must  be  met  for  a  court  to  make  such  a  finding.  Courts 
have  allowed  a  minority  discount  even  where  related  persons  to- 
gether own  a  majority  interest  in  the  corporation.  For  example,  in 
Estate  of  Bright  v.  United  States,  658  F.2d  999  (5th  Cir.  1981),  the 
court  applied  a  minority  discount  to  stock  transferred  to  a  trust 
even  though  the  other  principal  shareholder  of  the  corporation  was 
the  trustee  of  the  trust  and  the  father  of  its  beneficiary. 

Valuation  freezing  techniques 

Where  an  individual  retains  enjoyment  of,  or  the  right  to  income 
from,  transferred  property,  his  gross  estate  includes  the  full  value 
of  such  property.  Nonetheless,  a  decedent's  estate  does  not  include 
the  full  value  of  a  corporation  where  the  decedent  gives  his  chil- 
dren common  stock  in  the  corporation  but  keeps  control  over,  and 
the  income  from,  the  corporation  through  retention  of  preferred 
stock  in  that  corporation.  See  Estate  of  John  G.  Boykin,  53  T.C.M. 
345  (1987). 

Reasons  for  Change 

Minority  discounts 

The  assignment  of  a  discount  to  minority  ownership  of  an  enter- 
prise assumes  that  the  owners  of  that  enterprise  have  adverse  in- 
terests. The  committee  believes  that  such  an  assumption  is  less  de- 
fensible incorrect  when  the  owners  are  related.  Consequently,  the 
committee  believes  that,  for  estate  and  gift  tax  purposes,  the  value 
of  an  interest  in  an  enterprise  which  is  jointly  owned  by  relatives 
should  be  a  proportionate  share  of  the  value  of  the  whole. 

Valuation  freezing  techniques 

Under  present  law,  taxpayers  transfer  appreciation  in  their 
assets  from  their  estates  to  their  heirs,  thereby  removing  it  from 
their  gross  estate.  This  strategy  is  known  as  "freezing"  the  value  of 


2  Similarly,  courts  have  valued  minority  interests  in  partnerships  or  real  property  at  less 
than  a  pro  rata  share  of  the  value  of  the  entire  interest.  See  Bischoff  v.  Commissioner,  69  T.C. 
32,  49  (1977)  (partnership);  Campanari  v.  Commissioner,  5  T.C.  488,  492  (1945)  (undivided  frac- 
tional interest  in  real  estate). 
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the  estate.  One  way  to  freeze  an  estate  is  to  recapitalize  a  closely- 
held  corporation  to  have  both  voting  preferred  and  common  stock 
outstanding.  The  par  value  of  the  preferred  stock  is  set  at  the  cur- 
rent value  of  the  corporation.  The  owners  give  the  common  stock  to 
their  heirs  and  retain  the  preferred  stock  themselves.  The  owners 
claim  that  since  the  par  value  of  the  preferred  stock  equals  the 
value  of  the  corporation,  the  common  stock  has  little  value  and, 
consequently,  little  or  no  gift  tax  is  owed.  At  the  owners'  death, 
only  the  preferred  stock,  which  did  not  participate  in  the  apprecia- 
tion in  corporate  assets,  is  includible  in  the  estate.  Thus,  the  re- 
capitalization and  gift  permits  appreciation  in  the  value  of  corpo- 
rate assets  to  pass  between  generations  without  being  subject  to 
gift  or  estate  taxes,  even  though  the  voting  and  dividend  rights  of 
the  preferred  stock  give  the  owners  beneficial  enjoyment  of  the 
entire  corporation.  Likewise,  owners  of  a  partnership  may  freeze 
their  estate  by  restructuring  the  partnership  to  have  one  class  of 
interests,  one  with  preferred  management,  income,  or  liquidation 
rights,  and  the  other  with  greater  rights  in  the  appreciation  of 
partnership  assets,  and  giving  the  latter  to  their  heirs. 

The  committee  believes  that  keeping  a  preferred  stock  interest  in 
an  enterprise  while  giving  away  the  common  stock  resembles  a  re- 
tained life  estate,  and  should  be  treated  as  such. 

Explanation  of  Provision 

Minority  discounts 

The  value  of  stock  in  a  corporation  is  deemed  to  be  equal  to  its 
pro  rata  share  of  all  the  stock  of  the  same  class  in  such  corpora- 
tion, unless  a  different  value  is  established  by  clear  and  convincing 
evidence.  The  clear  and  convincing  evidence  standard  is  intended 
to  elevate  the  normal  burden  of  proof  with  respect  to  valuation 
issues.  The  committee  expects  that  this  change  in  the  burden  of 
proof  will  reduce  the  number  of  situations  in  which  the  value  of 
corporate  stock  is  found  to  vary  from  its  pro  rata  share  of  the  un- 
derlying corporate  assets. 

In  determining  whether  a  different  value  can  be  established 
under  the  clear  and  convincing  evidence  standard,  all  stock  held, 
directly  or  indirectly,  by  an  individual  or  by  members  of  such  indi- 
vidual's family  is  treated  as  held  by  one  person.  Thus,  a  minority 
discount  will  not  be  appropriate  for  transfers  between  family  mem- 
bers unless  all  the  stock  held  by  that  person  or  the  person's  family 
would  qualify  for  the  discount. 

Family,  for  these  purposes,  means,  with  respect  to  any  individ- 
ual, such  individual's  spouse,  any  lineal  descendant  of  such  individ- 
ual or  of  such  individual's  spouse,  any  parent  or  grandparent  of 
such  individual,  any  sibling  of  such  individual,  and  any  spouse  of 
any  of  the  foregoing.  Relationship  by  legal  adoption  is  treated  as 
one  by  blood. 

Two  or  more  transactions  involving  the  same  two  persons,  or  per- 
sons related  to  either  of  such  two  persons,  during  the  same  3-year 
period  is  treated  as  one  transaction.  Thus,  for  purposes  of  deter- 
mining whether  a  minority  discount  or  control  premium  is  appro- 
priate with  respect  to  a  transfer  of  stock,  all  stock  received  within 
a  three-year  period  will  be  considered.  Related  persons  are  those 
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described  in  section  267(b),  except  that  "family"  shall  have  the 
meaning  described  above. 

The  above  rules  will  also  be  used  in  determining  fair  market 
value  for  purposes  of  determining  the  transferee's  basis  in  the 
property. 

Similar  rules  apply  in  the  valuation  of  interests  in  entities  other 
than  corporations  and  of  property  other  than  corporate  stock. 

Valuation  freezes 

If  a  person  holds  a  substantial  interest  in  an  enterprise,  and  in 
effect  transfers  a  disproportionate  share  of  the  potential  apprecia- 
tion in  the  enterprise,  then  the  transferred  property  shall  be  in- 
cluded in  his  gross  estate.  A  disproportionate  share  need  not  be 
substantially  disproportionate  within  the  meaning  of  section 
302(b)(2)(C).  An  enterprise  is  a  business  conducted  in  any  form, 
whether  it  be  through  a  corporation,  partnership  or  proprietorship. 

A  person  holds  a  substantial  interest  in  an  enterprise  if  such 
person  owns,  directly  or  indirectly,  ten  percent  or  more  of  the 
voting  power  in,  or  income  of,  the  enterprise. 

For  example,  A  owns  100  percent  of  both  the  preferred  and 
common  stock  of  a  business.  He  makes  a  gift  of  80  percent  of  the 
common  stock  and  20  percent  of  the  preferred  stock  to  his  children. 
Such  a  transfer  is  an  example  of  a  disproportionate  transfer  of  po- 
tential appreciation.  The  value  of  all  stock,  preferred  and  common, 
transferred  to  his  children  would  be  included  in  A's  estate.  Had  A 
transferred  50  percent  of  each  of  the  preferred  and  common  stock 
to  his  children,  the  value  of  the  transferred  stock  would  not  be  in- 
cluded in  A's  estate. 

Transfers  for  full  and  adequate  consideration  to  persons  other 
than  family  members  are  exempted  from  this  rule. 

Effective  Date 

The  estate  freeze  provision  is  effective  for  decedents  dying  after 
December  31,  1987.  However,  estate  tax  freezes  completed  on  Octo- 
ber 13,  1987  are  not  affected.  The  minority  discount  provision  is  ef- 
fective for  transfers  occurring  and  decedents  dying  after  December 
31,  1987. 

4.  ESOP  estate  tax  deduction  (sees.  10109-111  of  the  bill  and  sees. 
2057  and  4978A  of  the  Code) 

Present  Law 

In  general 

The  Tax  Reform  Act  of  1986  (sec.  1172  of  the  Act  and  sec.  2057  of 
the  Code)  adopted  a  special  provision  allowing  partial  relief  from 
estate  taxes  through  an  estate  tax  deduction  for  sales  of  employer 
securities  to  an  employee  stock  ownership  plan  (ESOP)  or  an  eligi- 
ble worker-owned  cooperative.  This  provision  was  adopted  for  a 
temporary  period  of  time  to  encourage  transfers  of  employer  secu- 
rities to  ESOPs.  The  provision  permits  a  deduction  from  the  gross 
estate  of  a  decedent  equal  to  50  percent  of  the  proceeds  received 
from  a  qualified  sale  of  employer  securities.  Under  the  Act,  a  quali- 
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fied  sale  is  any  sale  of  employer  securities  by  the  executor  of  an 
estate  to  an  ESOP  or  an  eligible  worker-owned  cooperative. 

IRS  Notice 

IRS  Notice  87-13  (January  5,  1987)  provided  that  the  estate  tax 
deduction  for  transfers  to  an  ESOP  or  worker-owned  cooperative  is 
not  available  unless  (1)  the  decedent  directly  owned  the  employer 
securities  immediately  before  death,  and  (2)  after  the  sale,  the  em- 
ployer securities  are  allocated  to  plan  participants  or  are  held  for 
future  allocation  in  connection  with  an  exempt  loan  under  section 
4975  or  in  connection  with  a  transfer  of  assets  from  a  defined  bene- 
fit plan  under  the  rules  of  section  4980(c)(3).  Except  in  the  case  of  a 
bona  fide  business  transaction,  employer  securities  are  not  treated 
as  allocated  or  held  for  future  allocation  to  the  extent  that  such 
securities  are  allocated  or  held  for  future  allocation  in  substitution 
of  other  employer  securities  that  had  been  allocated  or  held  for 
future  allocation. 

Reasons  for  Change 

In  enacting  the  estate  tax  deduction,  Congress  intended  that  it 
would  be  utilized  in  a  limited  number  of  transactions  with  a  rela- 
tively modest  revenue  loss.  As  drafted,  the  estate  tax  deduction  was 
significantly  broader  than  what  was  originally  contemplated  by 
Congress  in  enacting  the  provision.  The  committee  believes  it  is 
necessary  to  conform  the  statute  to  the  original  intent  of  Congress 
in  order  to  prevent  a  significant  revenue  loss  under  the  Tax 
Reform  Act  of  1986. 

While  Congress  intended  to  encourage  transfers  of  employer  se- 
curities to  ESOPs  by  providing  for  partial  elimination  of  estate  tax 
liability,  it  was  not  intended  that  estates  be  able  to  eliminate  all 
estate  tax  liability  through  use  of  the  deduction  or  that  the  securi- 
ties acquired  in  a  transaction  for  which  the  deduction  was  claimed 
need  not  be  allocated  to  plan  participants.  The  provision  would  not 
have  been  adopted  in  its  present  form  had  the  full  extent  of  the 
revenue  impact  and  effect  of  the  provision  been  recognized. 

The  committee  concludes  that  it  is  now  necessary  to  modify  the 
provision  to  bring  the  revenue  loss  in  line  with  the  original  esti- 
mate and  Congressional  intent.  The  modifications  contained  in  the 
bill  are  designed  to  achieve  this  result  while  maintaining  to  the 
fullest  extent  possible  the  incentive  to  transfer  employer  securities 
to  ESOPs. 

The  primary  thrust  of  the  bill  is  to  conform  the  provision  to  the 
original  intent  of  Congress  in  enacting  the  deduction.  In  this  re- 
spect, the  bill  has  two  elements. 

First,  the  bill  makes  clear  that  the  positions  taken  by  the  Inter- 
nal Revenue  Service  in  Notice  87-13  with  respect  to  the  estate  tax 
deduction  are  an  accurate  statement  of  Congressional  intent  in  en- 
acting the  provision.  If  these  clarifications  are  not  made,  taxpayers 
could  qualify  for  the  deduction  by  engaging  in  essentially  sham 
transactions. 

Second,  the  bill  makes  additional  changes  in  the  deduction  which 
more  fully  effectuate  the  intent  of  Congress  to  provide  limited 
relief  from  the  estate  tax.  These  changes  will  give  taxpayers  and 
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the  Internal  Revenue  Service  more  administrable  guidance  as  to 
the  requirements  that  must  be  satisfied  by  the  decedent  and  the 
ESOP  and  the  consequences  of  failing  to  satisfy  these  require- 
ments. 

Explanation  of  Provisions 

Confirmation  of  IRS  Notice 

The  bill  confirms  the  positions  taken  in  IRS  Notice  87-13. 

Tax-credit  ESOPs 

The  bill  clarifies  that  the  estate  tax  deduction  is  available  in  the 
case  of  sales  of  employer  securities  to  tax-credit  ESOPs  (sec.  409(a)). 

Nonpublicly  traded  stock 

The  bill  limits  the  deduction  to  sales  of  employer  securities 
which  are  issued  by  a  domestic  corporation  that  has  no  stock  out- 
standing that  is  readily  tradable  on  an  established  securities 
market. 

Estate  requirements 

Sale  by  executor. — As  enacted,  section  2057  would  have  applied 
only  with  respect  to  sales  by  the  executor  of  an  estate.  There  are 
significant  issues  and  potential  inconsistencies  created  by  this  lan- 
guage. For  example,  it  is  common  for  individuals  to  structure  their 
estates  so  that  not  all  the  assets  are  included  in  the  probate  estate 
and  subject  to  the  control  of  the  executor.  Assets  may  be  in  a  revo- 
cable trust  or  other  similar  arrangement  which  is  excluded  from 
the  probate  estate.  In  the  case  of  assets  held  in  trust,  the  statute 
could  be  interpreted  to  preclude  the  sale  of  such  assets  in  a  trans- 
action qualifying  for  the  estate  tax  deduction  because  the  executor 
cannot  sell  the  trust  assets. 

Congress,  in  enacting  the  estate  tax  deduction,  did  not  intend  to 
draw  arbitrary  distinctions  among  the  types  of  assets  includible  in 
the  gross  estate  of  a  decedent  depending  upon  whether  the  assets 
are  within  the  control  of  the  executor. 

The  bill  clarifies  that  the  provision  applies  to  sales  of  employer 
securities  to  the  extent  the  securities  are  includible  in  the  gross 
estate.  Thus,  assets  held  in  trust  are  eligible  for  the  estate  tax  de- 
duction to  the  extent  the  employer  securities  held  by  the  trust  are 
listed  as  securities  on  the  estate  tax  return.  On  the  other  hand,  if  a 
decedent  owned  a  partnership  interest,  the  value  of  the  partner- 
ship interest  is  reported  on  the  estate  tax  return  and  not  the  value 
of  the  underlying  assets  of  the  partnership.  Consequently,  under 
the  provision,  if  the  assets  of  a  partnership  consisted  of  employer 
securities,  such  securities  may  not  be  sold  in  a  transaction  qualify- 
ing for  the  estate  tax  deduction. 

Limitation  on  deduction. — In  order  to  ensure  that  the  provision 
results  in  only  a  partial  elimination  of  estate  tax  liability,  the  bill 
limits  the  amount  of  the  deduction  allowable  under  section  2057  to 
50  percent  of  the  taxable  estate  (determined  without  regard  to  sec. 
2057).  Also,  the  amount  of  estate  taxes  imposed  by  section  2001  (de- 
termined without  regard  to  any  credits  allowable  against  the  tax) 
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may  not  be  reduced  by  more  than  $750,000  by  reason  of  the  deduc- 
tion. 

Holding  period  requirement. — In  order  to  prevent  transfers  in 
contemplation  of  death,  the  bill  imposes  a  holding  period  require- 
ment for  the  decedent  with  respect  to  the  employer  securities  to  be 
sold  to  an  ESOP.  Thus,  in  order  for  the  estate  tax  deduction  to  be 
available,  the  securities  are  required  to  be  assets  that  would  be  in- 
cludible in  the  gross  estate  of  the  decedent  if  the  decedent  died  at 
any  time  during  the  shorter  of  (1)  the  5-year  period  ending  on  the 
date  of  death,  or  (2)  the  period  beginning  on  October  22,  1986,  and 
ending  on  the  date  of  death.  For  purposes  of  determining  whether 
the  holding  period  requirement  has  been  satisfied,  securities  which 
would  be  includible  in  the  gross  estate  of  the  spouse  of  the  dece- 
dent if  the  spouse  died  during  the  holding  period  are  to  be  treated 
as  securities  inludible  in  the  gross  estate  of  the  decedent  during 
such  period.  In  the  case  of  the  estate  of  a  decedent  who  died  before 
October  22,  1986,  the  holding  period  requirement  is  satisfied  if  the 
decedent  held  the  employer  securities  on  the  date  of  death. 

The  period  for  which  the  decedent  is  considered  to  have  held  the 
stock  is  reduced  for  any  period  for  which  the  holding  period  is  re- 
duced under  section  246(c)(4)  (relating  to  periods  in  which  the  risk 
of  loss  is  diminished). 

Assets  transferred  from  other  plans. — The  bill  provides  that  the 
estate  tax  deduction  does  not  apply  to  the  extent  that  the  employer 
securities  are  acquired  with  transferred  assets.  Transferred  assets 
are  assets  of  an  ESOP  which  are  attributable  to  assets  held  by  an- 
other qualified  plan  maintained  by  the  employer  (other  than  an- 
other ESOP)  or  assets  attributable  to  a  period  of  time  when  a  plan 
was  not  an  ESOP.  Assets  held  by  the  ESOP  on  February  26,  1987, 
are  not  transferred  assets,  regardless  of  their  source.  The  denial  of 
the  deduction  extends  to  assets  that  are  transferred  directly  from 
one  plan  to  another  (for  example,  pursuant  to  section  4980(c)(3)), 
assets  which  are  rolled  over  from  another  plan,  assets  which  result 
from  a  conversion  of  another  plan  into  an  ESOP,  and  assets  which 
are  merged  into  an  ESOP  from  another  plan  (other  than  an  ESOP). 
The  Secretary  has  the  authority  to  except  assets  from  this  provi- 
sion under  appropriate  circumstances. 

In  order  to  prevent  the  employer  from  acquiring  securities  in  a 
section  2057  transaction  with  the  proceeds  of  a  loan  and  then  using 
transferred  assets  to  make  payments  on  the  loan,  the  bill  imposes 
an  excise  tax  if  a  loan  payment  is  made  with  transferred  assets. 
The  tax  is  imposed  on  the  employer  maintaining  the  ESOP  and  is 
equal  to  30  percent  of  the  amount  paid  on  the  loan  (including  both 
principal  and  interest  payments).  This  provision  is  not  intended  to 
expand  the  permissible  sources  from  which  exempt  loans  can  be 
repaid  pursuant  to  section  4975. 

ESOP  allocation  requirements  and  substitution  prohibition 

In  general. — The  bill  modifies  the  allocation  requirement  and 
nonsubstitution  requirement  in  present  law  (as  reflected  in  the  IRS 
Notice)  in  several  respects.  The  modifications  provide  objective 
rules  for  determining  when  a  prohibited  substitution  of  employer 
securities  occurs  and  also  change  the  sanctions  for  failing  to  allo- 
cate the  securities  acquired  in  the  section  2057  transaction  or  ac- 
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quiring  securities  in  substitution  for  other  employer  securities.  The 
new  provisions  are  intended  to  ensure  that  plan  participants  re- 
ceive the  employer  securities  acquired  in  a  section  2057  transaction 
(or  the  proceeds  of  a  disposition  thereof)  and  that  the  transaction 
results  in  an  increase  in  employer  securities  in  the  plan. 

Dispositions  within  1  year  preceding  sale. — The  bill  prohibits  an 
ESOP  from  selling  employer  securities  and  using  the  proceeds  to 
acquire  substitute  employer  securities  in  a  section  2057  transaction. 
Further,  the  bill  modifies  this  nonsubstitution  rule  contained  in 
present  law  (as  reflected  in  the  IRS  Notice)  to  provide  that  the  de- 
duction is  available  with  respect  to  proceeds  from  a  sale  to  an 
ESOP  only  to  the  extent  the  proceeds  are  greater  than  the  excess 
(if  any)  of  (1)  the  proceeds  from  the  disposition  of  employer  securi- 
ties during  the  1-year  period  preceding  the  sale,  over  (2)  the  cost  of 
employer  securities  purchased  by  the  plan  during  such  1-year 
period.  In  addition,  for  purposes  of  the  rule,  all  ESOPs  of  the  em- 
ployer are  treated  as  a  single  plan. 

In  determining  the  proceeds  of  the  plan  from  dispositions  of  em- 
ployer securities,  the  following  dispositions  are  not  taken  into  ac- 
count: (1)  distributions  made  on  account  of  the  death  or  disability 
of  the  employee,  the  retirement  of  the  employee  after  the  attain- 
ment of  age  59  V2,  or  a  separation  from  service  of  the  employee 
which  results  in  a  1-year  break  in  service;  (2)  certain  exchanges  of 
qualified  employer  securities  for  other  employer  securities  in  a  cor- 
porate reorganization;  and  (3)  dispositions  required  to  meet  diversi- 
fication requirements  (section  401(a)(28)). 

This  provision  can  be  illustrated  by  the  following  example:  On 
July  1,  1988,  executor  E  sells  employer  securities  to  an  ESOP.  The 
proceeds  of  the  sale  are  $150,000.  During  the  1-year  period  from 
July  2,  1987,  through  July  1,  1988,  the  cost  of  employer  securities 
acquired  by  the  plan  and  all  other  ESOPs  maintained  by  the  em- 
ployer (excluding  the  purchase  from  executor  E)  is  $350,000.  The 
proceeds  of  the  ESOP  (and  all  other  ESOPs  maintained  by  the  em- 
ployer) from  the  disposition  of  employer  securities  during  the  same 
period  (excluding  any  dispositions  excepted  from  the  provision)  is 
$400,000.  The  estate  tax  deduction  is  not  available  with  respect  to 
$50,000  of  the  proceeds  received  by  executor  E  and  is  available  with 
respect  to  $100,000. 

Dispositions  within  3  years  following  sale. — To  preclude  an  ESOP 
from  disposing  of  qualified  securities  within  3  years  of  the  date  of  a 
sale  qualifying  for  the  estate  tax  deduction,  an  excise  tax  is  im- 
posed on  the  employer  maintaining  the  ESOP.  The  tax  is  equal  to 
30  percent  of  the  amount  realized  on  the  disposition.  No  penalty 
tax  is  imposed  on  dispositions  which  are  excepted  from  the  provi- 
sion prohibiting  dispositions  within  the  one-year  period  preceding  . 
the  sale.  The  bill  contains  ordering  rules  for  determining  which  se- 
curities are  considered  disposed  of  in  any  disposition. 

The  30-percent  excise  tax  does  not  apply  to  dispositions  of  securi- 
ties with  respect  to  which  the  estate  tax  deduction  is  denied  due  to 
a  failure  to  meet  the  nonsubstitution  requirement. 

Failure  to  allocate. — The  bill  imposes  an  excise  tax  on  the  em- 
ployer maintaining  the  ESOP  in  the  event  of  a  failure  to  allocate 
securities  acquired  in  a  section  2057  transaction.  The  tax  is  equal 
to  30  percent  of  the  amount  realized  on  the  disposition  of  qualified 
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employer  securities  before  the  securities  are  allocated  to  the  ac- 
counts of  plan  participants  if  the  proceeds  from  such  disposition 
are  not  so  allocated.  This  excise  tax  is  coordinated  with  the  tax  on 
distributions  within  3  years  following  the  sale,  so  that  this  tax  does 
not  apply  to  dispositions  to  which  the  premature  disposition  tax  ap- 
plies. 

The  tax  applies  in  a  number  of  situations  to  which  the  tax  on 
premature  dispositions  does  not  apply.  For  example,  the  tax  applies 
if  the  shares  were  disposed  of  after  expiration  of  the  3-year  period 
in  order  to  repay  an  exempt  loan. 

Taken  together  with  the  3-year  rule,  this  provision  requires  that, 
within  the  3-year  holding  period,  employer  securities  are  to  be  allo- 
cated to  plan  participants  or  held  for  allocation.  After  expiration  of 
the  3-year  holding  period,  the  securities  may  be  sold,  but  the  entire 
proceeds  of  the  sale  (including  any  amounts  owing  on  an  exempt 
loan)  are  to  be  allocated  to  plan  participants. 

The  30-percent  excise  tax  does  not  apply  to  dispositions  of  securi- 
ties with  respect  to  which  the  estate  tax  deduction  is  denied  due  to 
a  failure  to  meet  the  nonsubstitution  requirement. 

Effective  Dates 
Confirmation  of  IRS  Notice 

Because  this  provision  of  the  bill  accurately  reflects  Congression- 
al intent  in  enacting  the  estate  tax  deduction,  it  is  effective  as  if 
included  in  the  Tax  Reform  Act  of  1986. 

Tax-credit  ESOPs 

This  provision  is  effective  as  if  included  in  the  Tax  Reform  Act  of 
1986. 

Xonpublicly  traded  stock 

This  provision  is  effective  with  respect  to  sales  after  February  26, 
1987. 

Estate  requirements 

Sale  by  executor. — This  provision  is  effective  as  if  included  in  the 
Tax  Reform  Act  of  1986. 

Limitation  on  deduction. — This  provision  is  effective  with  respect 
to  sales  of  employer  securities  to  an  ESOP  after  February  26,  1987. 
Sales  on  or  before  February  26,  1987,  are  not  subject  to  the  limita- 
tions in  the  provision,  but  are  taken  into  account  in  determining 
whether  the  limitations  are  met  with  respect  to  post-effective  date 
sales. 

Holding  period  requirement. — This  requirement  is  effective  with 
respect  to  sales  to  an  ESOP  after  February  26,  1987. 

Assets  transferred  from  other  plans. — This  provision  is  effective 
with  respect  to  sales  to  an  ESOP  after  February  23,  1987,  and,  in 
the  case  of  transfers  used  to  make  payments  on  a  loan,  transfers 
used  after  February  26,  1987. 

ESOP  allocation  requirements  and  substitution  prohibition 

Dispositions  within  1  year  preceding  sale. — This  provision  is  effec- 
tive with  respect  to  sales  to  an  ESOP  after  February  26,  1987. 
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Dispositions  within  3  years  following  sale. — This  provision  is  ef- 
fective with  respect  to  dispositions  by  the  ESOP  after  February  26, 
1987.  The  30-percent  excise  tax  does  not  apply  to  dispositions  of  se- 
curities with  respect  to  which  the  estate  tax  deduction  is  denied 
due  to  a  failure  to  meet  the  nonsubstitution  requirement. 

Failure  to  allocate. — This  provision  is  effective  with  respect  to 
failures  to  allocate  employer  securities  occurring  after  February  26, 
1987. 


II.  BUSINESS  REFORM  PROVISIONS 
A.  Accounting  Provisions 

1.  Repeal  of  completed  contract  method  (sec.  10115  of  the  bill  and 
sec.  460  of  the  Code) 

Present  Law 

Taxpayers  engaged  in  the  production  of  property  under  a  long- 
term  contract  must  compute  income  from  the  contract  under  either 
the  percentage  of  completion  method  or  the  percentage  of  comple- 
tion-capitalized cost  method.  An  exception  is  provided  for  certain 
small  businesses  with  respect  to  construction  contracts  to  be  com- 
pleted within  two  years. 

Under  the  percentage  of  completion  method,  the  taxpayer  must 
include  in  gross  income  for  the  taxable  year  an  amount  equal  to 
the  product  of  (1)  the  gross  contract  price  and  (2)  the  percentage  of 
the  contract  completed  during  the  taxable  year.  The  percentage  of 
a  contract  completed  during  the  taxable  year  is  determined  by 
comparing  costs  incurred  with  respect  to  the  contract  during  the 
year  with  the  estimated  total  contract  costs.  In  the  taxable  year  in 
which  the  contract  is  completed,  a  determination  is  made  whether 
the  taxes  paid  with  respect  to  the  contract  in  each  year  of  the  con- 
tract were  more  or  less  than  the  amount  that  would  have  been 
paid  if  gross  income  had  been  computed  by  using  the  actual  gross 
contract  price  and  the  actual  total  contract  costs,  rather  than  the 
anticipated  contract  price  and  costs.  Interest  must  be  paid  by  the 
taxpayer,  if,  applying  this  '  'lookback' '  method,  there  is  an  under- 
payment by  the  taxpayer  with  respect  to  a  taxable  year.  Similarly, 
interest  must  be  paid  to  the  taxpayer  by  the  Internal  Revenue 
Service  if  there  is  an  overpayment. 

Under  the  percentage  of  completion-capitalized  cost  method,  the 
taxpayer  must  take  into  account  40  percent  of  the  items  with  re- 
spect to  the  contract  under  the  percentage  of  completion  method. 
The  remaining  60  percent  of  the  items  under  the  contract  must  be 
taken  into  account  under  the  taxpayer's  normal  method  of  account- 
ing, for  example,  the  completed  contract  method,  income  from  a 
contract  is  included  and  contract  costs  are  deducted  upon  final 
completion  and  acceptance  of  the  contract.  All  costs  that  directly 
benefit  or  are  incurred  by  reason  of  a  taxpayer's  long-term  contract 
activities  must  be  allocated  to  its  long-term  contracts  in  the 
manner  provided  in  Treasury  regulations  under  section  451  for  ex- 
tended period  long-term  contracts. 

Reasons  for  Change 

The  committee  believes  that  the  current  rules  permitting  a  por- 
tion of  a  long-term  contract  to  be  reported  on  the  completed  con- 
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tract  method,  an  accrual  method,  or  other  method  other  than  the 
percentage  of  completion  method,  permit  an  unwarranted  deferral 
of  income.  Accordingly,  the  bill  requires  the  use  of  the  percentage 
of  completion  for  all  long-term  contracts. 

Explanation  of  Provision 

Under  the  bill,  income  from  a  long-term  contract  must  be  report- 
ed under  the  percentage  of  completion  method.  A  long-term  con- 
tract is  defined  in  the  same  manner  as  under  present  law.  The  bill 
preserves  the  present-law  exceptions  for  certain  construction  con- 
tracts. 

Effective  Date 

The  provision  is  effective  for  contracts  entered  into  after  October 
13,  1987.  An  exception  is  provided  for  certain  contracts  for  the  con- 
struction of  ships. 

2.  Apply  section  265  to  holders  of  installment  sale  obligations  of 
State  and  local  governments  (sec.  10116  of  the  bill  and  sec. 
265  of  the  Code) 

Present  Law 
Installment  sales  to  State  and  local  governments 

Under  present  law,  if  a  taxpayer  sells  property  to  a  State  or  local 
government  in  exchange  for  an  installment  obligation,  interest  on 
the  obligation  may  be  exempt  from  tax. 

If  an  installment  obligation  is  received  in  exchange  for  certain 
types  of  property  (including  most  dealer  property  and  certain  real 
property  held  for  use  in  a  trade  or  business  or  for  the  production  of 
rental  income),  then  use  of  the  installment  method  by  the  seller  is 
limited  under  a  formula  that  allocates  a  portion  of  the  taxpayer's 
indebtedness  among  the  taxpayer's  installment  obligations. 

Disallowance  of  interest  deductions 

Present  law  disallows  a  deduction  for  interest  on  indebtedness  in- 
curred or  continued  to  purchase  or  carry  obligations  the  interest  on 
which  is  not  subject  to  tax  (tax-exempt  obligations).  This  rule  ap- 
plies to  tax-exempt  obligations  held  by  individual  and  corporate 
taxpayers.  The  rule  also  applies  to  certain  cases  in  which  a  taxpay- 
er incurs  or  continues  indebtedness  and  a  related  person  acquires 
or  holds  tax-exempt  obligations. 

In  Rev.  Proc.  72-18,  1972-1  C.B.  740,  the  IRS  provided  guidelines 
for  application  of  the  disallowance  provision  to  individuals,  dealers 
in  tax-exempt  obligations,  other  business  enterprises,  and  banks  in 
certain  situations.  Under  Rev.  Proc.  72-18,  a  deduction  is  disal- 
lowed only  when  indebtedness  is  incurred  or  continued  for  the  pur- 
pose of  purchasing  or  carrying  tax-exempt  obligations. 

This  purpose  may  be  established  either  by  direct  or  circumstan- 
tial evidence.  Direct  evidence  of  a  purpose  to  purchase  tax-exempt 
obligations  exists  when  the  proceeds  of  indebtedness  are  directly 
traceable  to  the  purchase  of  tax-exempt  obligations  or  when  such 
obligations  are  used  as  collateral  for  indebtedness.  In  the  absence 
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of  direct  evidence,  a  deduction  is  disallowed  only  if  the  totality  of 
facts  and  circumstances  establishes  a  sufficiently  direct  relation- 
ship between  the  borrowing  and  the  investment  in  tax-exempt  obli- 
gations. 

In  the  case  of  an  individual,  interest  on  indebtedness  generally  is 
not  disallowed  if  during  the  taxable  year  the  average  adjusted  basis 
of  the  tax-exempt  obligations  does  not  exceed  2  percent  of  the  aver- 
age adjusted  basis  of  the  individual's  portfolio  investments  and 
trade  or  business  assets.  In  the  case  of  a  corporation,  interest  on 
indebtedness  generally  is  not  disallowed  if  during  the  taxable  year 
the  average  adjusted  basis  of  the  tax-exempt  obligations  does  not 
exceed  2  percent  of  the  average  adjusted  basis  of  all  assets  held  in 
the  active  conduct  of  the  trade  or  business.  These  safe  harbors  are 
inapplicable  to  financial  institutions  and  dealers  in  tax-exempt  ob- 
ligations. 

Present  law  also  provides  that  interest  on  a  taxpayer's  indebted- 
ness is  not  disallowed  if  the  taxpayer  acquires  nonnegotiable  tax- 
exempt  obligations  in  the  ordinary  course  of  business  in  payment 
for  services  performed  for,  or  goods  supplied  to,  State  or  local  gov- 
ernments.3 Although  the  IRS  has  issued  a  private  letter  ruling  in- 
dicating that  a  tax-exempt  obligation  would  be  treated  as  nonnego- 
tiable for  this  purpose  only  if  the  obligation  cannot  be  sold,  many 
taxpayers  take  the  position  that  nonnegotiable  obligations  are 
those  obligations  that  are  so  treated  under  the  Uniform  Commer- 
cial Code  (U.C.C.). 

Present  law  provides  that,  in  the  case  of  a  financial  institution, 
no  deduction  is  allowed  for  the  portion  of  interest  expense  that  is 
allocable  to  tax-exempt  obligations  acquired  after  August  7,  1986. 
In  general,  the  allocation  of  the  interest  expense  of  the  financial 
institution  for  this  purpose  is  based  on  the  ratio  of  the  average  ad- 
justed basis  of  the  tax-exempt  obligations  acquired  after  August  7, 
1986,  to  the  average  adjusted  basis  of  all  assets  of  the  taxpayer. 

Reason  for  Change 

The  committee  believes  that  it  is  inappropriate  to  treat  tax- 
exempt  installment  obligations  more  favorably  than  other  tax- 
exempt  obligations.  The  committee  also  believes  that  the  pro  rata 
allocation  of  interest  among  assets  in  determining  the  interest  that 
is  allocable  to  tax-exempt  installment  obligations  is  appropriate  be- 
cause it  avoids  the  difficult  and  often  subjective  inquiry  relating  to 
when  indebtedness  is  incurred  or  continued  to  purchase  or  carry 
tax-exempt  obligations.  Finally,  the  committee  believes  that  the  2 
percent  safe  harbor  is  inappropriate  for  large  corporations  and  ex- 
tremely wealthy  individuals  and  should  be  limited  to  a  specific 
dollar  amount. 
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Explanation  of  Provision 

Disallowance  of  interest  expense  allocable  to  installment  obligations 
of  State  or  local  governments 

Under  the  bill,  a  taxpayer  that  holds  one  or  more  tax-exempt  in- 
stallment obligations  acquired  after  December  31,  1987  (a  "post- 
1987  tax-exempt  installment  obligation"),  is  denied  a  deduction  for 
the  portion  of  the  taxpayer's  otherwise  deductible  interest  expense 
that  is  allocable  to  such  tax-exempt  installment  obligations.  The 
amount  of  interest  allocable  to  post-1987  tax-exempt  installment 
obligations  is  determined  on  the  basis  of  a  fraction  the  numerator 
of  which  is  the  average  total  face  amount  of  all  post-1987  tax- 
exempt  obligations  held  by  the  taxpayer,  and  the  denominator  of 
which  is  the  sum  of  (1)  the  average  adjusted  basis  of  all  assets  (ex- 
cluding installment  obligations)  held  by  the  taxpayer,  and  (2)  the 
average  total  face  amount  of  all  installment  obligations  held  by  the 
taxpayer.  For  purposes  of  this  allocation,  interest  on  any  indebted- 
ness that  is  disallowed  under  the  general  rules  applicable  to  all 
taxpayers  (sec.  265(a)(2))  is  not  taken  into  account  and  the  amount 
of  the  indebtedness  that  corresponds  to  the  disallowed  interest  re- 
duces the  face  amount  of  the  tax-exempt  installment  obligations. 

A  tax-exempt  installment  obligation  is  defined  as  any  install- 
ment obligation  the  interest  on  which  is  wholly  exempt  from  tax. 
An  installment  obligation  is  any  obligation  for  future  payments 
that  arises  out  of  the  disposition  of  property  (whether  or  not  the 
taxpayer  accounts  for  gain  or  loss  from  the  disposition  on  the  in- 
stallment method)  and  that  is  held  by  the  person  that  disposed  of 
the  property  or  a  member  of  such  person's  affiliated  group. 

Under  the  bill,  all  persons  treated  as  a  single  employer  under 
section  52(a)  or  52(b)  (the  controlled  group)  are  treated  as  a  single 
taxpayer  for  purposes  of  allocating  interest  to  post-1987  tax-exempt 
installment  obligations.  Thus,  the  aggregate  interest  and  assets  (in- 
cluding tax-exempt  installment  obligations)  of  all  the  members  of 
the  controlled  group  are  to  be  taken  into  account  in  determining 
the  amount  of  interest  that  is  allocable  to  post-1987  tax-exempt  in- 
stallment obligations.  The  total  disallowed  interest  is  then  allocat- 
ed pro  rata  to  the  members  of  the  controlled  group  on  the  basis  of 
the  interest  paid  or  incurred  during  the  year  by  each  member  of 
the  group.  The  Treasury  Secretary  is  provided  regulatory  authority 
to  address  the  treatment  of  transactions  between  members  of  the 
same  controlled  group  in  making  the  allocations. 

De  minimis  rule 

The  bill  establishes  a  statutory  de  minimis  rule  for  tax-exempt 
obligations  that  are  held  by  any  taxpayer  other  than  a  financial  in- 
stitution. Under  this  de  minimis  rule,  which  applies  in  lieu  of  any 
other  de  minimis  rule  prescribed  by  the  Secretary,  interest  on  in- 
debtedness is  not  disallowed  for  any  taxable  year  if  the  average  ad- 
justed basis  of  tax-exempt  obligations  does  not  exceed  the  lesser  of 
(1)  $1  million  or  (2)  2  percent  of  the  average  adjusted  basis  of  all 
assets  held  by  the  taxpayer.  In  applying  the  de  minimis  rule,  the 
face  amount  of  installment  obligations  (including  tax-exempt  in- 
stallment obligations)  is  used  rather  than  the  adjusted  basis  of  such 
obligations.  In  addition,  all  members  of  a  controlled  group  as  de- 
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fined  in  section  179(d)(7)  are  treated  as  a  single  corporation  for  pur- 
poses of  determining  whether  any  corporation  in  the  group  quali- 
fies for  the  de  minimis  exception.  The  $1  million  limitation  is  re- 
quired to  be  apportioned  among  the  members  of  the  group  pursu- 
ant to  regulations  to  be  prescribed  by  the  Secretary. 

The  de  minimis  rule  applies  only  for  purposes  of  the  general  dis- 
allowance rule  applicable  to  all  taxpayers  (sec.  265(a)(2))  and  the 
disallowance  rule  applicable  to  tax-exempt  installment  obligations 
(new  sec.  265(c)).  In  determining  whether  the  de  minimis  rule  has 
been  exceeded  for  any  taxable  year,  all  tax-exempt  obligations  are 
taken  into  account  for  purposes  of  the  2-percent  limitation,  and 
only  those  tax-exempt  obligations  acquired  after  December  31, 
1987,  are  taken  into  account  for  purposes  of  the  $1  million  limita- 
tion. 

Effective  Date 

The  provisions  apply  to  taxable  years  ending  after  December  31, 
1987. 

3.  Below-market  loans  to  certain  continuing-care  facilities  (sec. 
10117  of  the  bill  and  sec.  7872  of  the  Code) 

Present  Law 

Under  present  law,  certain  loans  that  bear  interest  at  below- 
market  rates  are  treated  as  loans  that  bear  interest  at  a  market 
rate  accompanied  by  a  payment  from  the  lender  to  the  borrower 
that  is  characterized  in  accordance  with  the  substance  of  the  par- 
ticular transaction  (e.g.,  gift,  compensation,  dividend,  etc.). 

An  exception  from  the  below-market  loan  rule  is  provided  for 
certain  loans  to  certain  "continuing  care  facilities." 

Reasons  for  Change 

One  of  the  major  purposes  of  the  Tax  Reform  Act  of  1986  was  to 
eliminate  economic  distortion  and  unfairness  arising  from  the  use 
of  the  special  tax  rules  to  subsidize  particular  activities.  The  excep- 
tion to  the  below  market  loan  provision  for  continuing  care  facili- 
ties unfairly  treats  taxpayers  who  cannot,  or  do  not  wish  to,  live  in 
continuing  care  facilities.  In  exchange  for  making  such  below- 
market  loans,  individual  lenders  may  receive  housing,  meals  and 
other  personal  consumption  items  in  addition  to  a  promise  of  long- 
term  nursing  care  if  necessary  without  that  benefit  being  subject  to 
income  tax.  Accordingly,  the  committee  believes  that  the  exception 
to  the  below-market  loan  provision  for  continuing  care  facilities 
should  be  repealed. 

Explanation  of  Provision 

The  exception  to  the  below-market  loan  rules  for  loans  to  certain 
continuing  care  facilities  is  repealed.  Accordingly,  such  loans  are 
subject  to  the  normal  rules  applicable  to  below  market  loans. 
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Effective  Date 

The  provision  applies  to  loans  made  after  October  13,  1987.  How- 
ever, loans  to  certain  facilities  which  were  exempt  from  the  below- 
market  loan  rules  under  section  172  of  the  Deficit  Reduction  Act  of 
1984  (P.L.  98-369)  or  section  203  of  P.L.  99-121  will  continue  to  be 
exempt  from  the  below-market  loans  rules. 

4.  Current  accrual  of  market  discount  on  bonds  (sec.  10118  of  the 
bill  and  new  sec.  1277A  of  the  Code) 

Present  Law 

In  general,  present  law  requires  inclusion  of  market  discount  on 
bonds  only  upon  redemption  or  other  disposition  of  the  bond.  Thus, 
a  taxpayer  who  purchases  a  bond  after  original  issue  at  a  price  less 
than  its  face  amount  (or  adjusted  issue  price  in  the  case  of  a  bond 
originally  issued  at  a  discount)  does  not,  absent  an  election,  include 
in  income  any  portion  of  the  discount  prior  to  disposition  of  the 
bond.  Except  in  the  case  of  tax-exempt  obligations,  market  discount 
that  accrues  while  the  taxpayer  holds  such  a  bond  is  treated  as  or- 
dinary income  upon  the  disposition  of  the  bond  up  to  the  amount  of 
the  gain  realized.  Interest  on  indebtedness  incurred  or  continued  to 
purchase  or  carry  a  bond  with  market  discount  is  deferred  to  the 
extent  such  interest  does  not  exceed  the  market  discount  accruing 
on  the  bond.  Any  interest  so  deferred  is  allowed  when  the  market 
discount  is  recognized. 

Reasons  for  Change 

Market  discount  is  the  economic  equivalent  of  interest  and  is  in- 
distinguishable from  original  issue  discount,  which  the  holder  of  a 
bond  must  include  in  income  on  an  annual  basis.  Moreover,  the 
failure  of  present  law  to  require  current  inclusion  of  market  dis- 
count creates  certain  asymmetries.  For  example,  present  law  per- 
mits acquisition  premium  to  be  deducted  against  original  issue  dis- 
count. Moreover,  under  present  law  taxpayers  may  in  effect  offset 
a  capital  loss  against  ordinary  income,  contrary  to  the  general 
rules  limiting  the  deductibility  of  capital  losses.4  Accordingly,  the 
committee  believes  it  is  appropriate  to  require  accrual  of  market 
discount  on  an  annual  basis. 

Explanation  of  Provision 

Under  the  bill,  a  purchaser  of  a  market  discount  bond  (including 
a  tax-exempt  bond)  generally  must  include  in  income  annually  the 
amount  of  market  discount  attributable  to  the  year.  The  amount  of 
the  inclusion  is  computed  under  the  rules  of  present  law  relating  to 
the  treatment  of  market  discount  on  disposition  of  a  bond;  thus, 
discount  accrues  ratably  unless  the  taxpayer  elects  to  accrue  on  a 
constant  interest  basis.  The  provision  does  not  apply  to  the  extent 


4  Where  a  bond  that  was  purchased  with  market  discount  is  later  sold  for  an  amount  that  is 
less  than  the  taxpayer's  original  basis  in  the  bond  plus  the  amount  of  market  discount  that  has 
accrued  economically  from  the  date  of  acquisition,  a  portion  of  the  accrued  market  discount 
(which  is  ordinary  income)  is  offset  by  the  capital  losses  resulting  from  the  decline  in  the  value 
of  the  bond. 
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the  market  discount  on  a  bond  exceeds  the  amount  that  would 
result  in  the  taxpayer's  yield  to  maturity  on  the  bond  being  equal 
to  three  times  the  applicable  Federal  rate  at  the  time  the  bond  was 
purchased.  Special  rules  are  provided  for  transfers  of  market  dis- 
count bonds  in  nonrecognition  transactions. 

The  bill  authorizes  the  Treasury  Department  to  require  report- 
ing by  brokers  regarding  transactions  involving  market  discount 
bonds. 

Effective  Date 

The  provision  is  effective  for  bonds  acquired  after  October  13, 
1987. 

5.  Certain  farm  corporations  required  to  use  the  accrual  method 
of  accounting  (sec.  10119  of  the  bill  and  sec.  447  of  the  Code) 

Present  Law 

Entities  engaged  in  the  trade  or  business  of  farming  may  gener- 
ally use  the  cash  method  of  accounting  for  such  trade  or  business. 
However,  if  the  entity  is  a  corporation  (other  than  an  S  corporation 
or  a  family-owned  corporation)  or  is  a  partnership  with  a  C  corpo- 
ration as  a  partner  and  has  gross  receipts  in  excess  of  $1  million 
for  any  taxable  year  beginning  after  1975,  an  accrual  method  of  ac- 
counting must  be  used  (sec  447).  In  general,  a  family-owned  corpo- 
ration is  one  50  percent  or  more  of  whose  stock  is  owned  by  mem- 
bers of  the  same  family  (sec.  447(c)(2)).  Certain  closely  held  corpora- 
tions substantially  owned  by  two  or  three  families  on  October  4, 
1976,  and  at  all  times  thereafter  (sec.  447(h))  are  also  excepted  from 
the  required  use  of  accrual  accounting. 

If  the  entity  engaged  in  the  trade  or  business  of  farming  is  a  tax 
shelter,  it  may  not  use  the  cash  method  of  accounting. 

Reasons  for  Change 

The  committee  believes  that  any  corporation  or  partnership  with 
a  C  corporation  as  a  partner  engaged  in  the  trade  or  business  of 
farming  that  has  average  annual  gross  receipts  in  excess  of  $25 
million  should  be  required  to  use  the  accrual  method  of  accounting. 
The  committee  believes  that  the  accrual  method  of  accounting  will 
more  accurately  reflect  the  economic  results  of  such  an  entity;  and 
that  such  entities,  whether  closely  held  or  not,  are  sufficiently  so- 
phisticated to  keep  their  books  and  records  using  the  accrual 
method. 

Explanation  of  Provision 

A  family  corporation  is  required  to  use  the  accrual  method  of  ac- 
counting unless,  for  each  prior  taxable  year  beginning  after  Decem- 
ber 31,  1985,  such  corporation  (and  any  predecessor  corporation) 
did  not  have  gross  receipts  exceeding  $25  million.  All  corporations 
that  are  members  of  the  same  controlled  group  (within  the  mean- 
ing of  section  1563(a))  are  treated  as  one  corporation  for  the  pur- 
pose of  this  test.  A  family  corporation  includes  those  family-owned 
corporations  (sec.  447(c)(2)  of  present  law)  and  those  closely  held 
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corporations  (sec.  447(h))  that  are  not  required  by  present  law  to 
use  the  accrual  method  of  accounting. 

If  any  family  corporation  is  required  by  this  provision  to  change 
its  method  of  accounting,  such  corporation  shall  not  be  required  to 
take  into  income  so  much  of  the  adjustment  under  section  481  as  is 
used  to  establish  the  opening  balance  of  a  suspense  account.  The 
initial  opening  balance  of  the  suspense  account  is  the  lesser  of  the 
net  adjustments  that  otherwise  would  have  been  required  to  be 
taken  into  account  under  section  481  for  the  year  of  change  or  the 
amount  of  such  net  adjustments  determined  as  of  the  close  of  the 
most  recent  quarter  ending  before  October  13,  1987. 

The  amount  placed  in  the  suspense  account  is  required  to  be 
taken  into  income  upon  the  occurrence  of  certain  events.  If  the  tax- 
payer fails  to  meet  the  definition  of  a  family  corporation,  the 
amount  of  the  suspense  account  is  to  be  taken  into  income  in  the 
taxable  year  in  which  the  corporation  ceases  to  be  a  family  corpo- 
ration. Also,  if  the  gross  receipts  of  the  corporation  attributable  to 
farming  reduce  in  size,  a  portion  of  the  suspense  account  is  taken 
into  income.  The  portion  to  be  taken  into  income  is  equal  to  the 
remaining  amount  of  the  suspense  account  multiplied  by  a  fraction 
the  numerator  of  which  is  the  gross  receipts  for  the  current  taxable 
year  and  the  denominator  of  which  is  the  lesser  of  the  gross  re- 
ceipts of  the  taxpayer  for  the  taxable  year  preceeding  the  year  of 
change  or  the  gross  receipts  for  the  most  recent  year  in  which  a 
portion  of  the  suspense  account  was  taken  into  income  under  this 
rule.  For  purposes  of  this  rule,  only  gross  receipts  from  farming  are 
taken  into  account. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987. 

6.  Amortization  of  customer  base  intangibles  and  similar  items 
(sec.  10120  of  the  bill  and  sees.  167  and  1253  of  the  Code) 

Present  Law 

Taxpayers  may  take  depreciation  or  amortization  deductions  for 
the  exhaustion,  wear,  tear,  and  obsolescence  of  property  (sec. 
167(a)).  No  such  deductions  are  allowed,  however,  with  respect  to 
property  that  is  not  a  wasting  asset  or  property  whose  useful  life 
cannot  be  estimated  with  reasonable  accuracy.  Deductions  are  gen- 
erally allowed  for  the  costs  attributed  to  such  intangible  assets  as 
patents  or  other  statutory  or  contract  rights  that  exist  for  a  specif- 
ic, non-extendible  period  of  time.  However,  because  goodwill  does 
not  have  a  determinable  useful  life,  no  depreciation  deduction  is  al- 
lowed with  respect  to  that  intangible  asset.  Accordingly,  the  por- 
tion of  the  purchase  price  of  a  business  that  is  allocated  to  goodwill 
may  not  be  amortized  or  depreciated.  Goodwill  has  been  defined  as 
the  expectancy  of  continued  patronage,  for  whatever  reason,  or  as 
the  probability  that  old  customers  will  resort  to  the  old  place. 

Taxpayers  frequently  take  the  position  that  a  substantial  portion 
of  the  purchase  price  of  a  business  is  allocable  to  certain  intangible 
assets  other  than  goodwill,  for  which  they  attempt  to  establish  a 
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limited  useful  life  and  claim  depreciation.  The  value  of  such  other 
assets  is  often  described  as  the  value  obtained  from  the  existing 
customer  base  and  the  useful  life  is  often  said  to  be  the  time  period 
over  which  that  base  may  erode  as  customers  move  away  or  with- 
draw their  level  of  patronage.  Such  assets  include,  for  example, 
customer  and  subscription  lists;  patient  or  other  client  records;  the 
existing  "core"  deposits  of  banks;  insurance  in  force  in  the  case  of 
an  insurance  company;  advertising  relationships  and  customer  or 
circulation  base  in  the  case  of  a  broadcast,  cable,  newspaper  or 
similar  business;  location  advantage;  other  contracts  or  relation- 
ships reflecting  the  value  of  the  customer  base;  and  existing 
market  share  in  the  case  of  any  business. 

In  many  instances,  courts  have  refused  to  permit  the  amortiza- 
tion of  such  assets.  The  IRS  has  successfully  argued  that  these 
items  may  be  viewed  as  "mass  assets"  in  that  particular  customers 
may  be  lost  but  others  may  be  expected  to  replace  them.  Deduc- 
tions have  also  been  denied  in  many  cases  for  such  intangible 
assets  as  customer  or  client  information  that  facilitates  the  busi- 
ness of  serving  customers.  Such  records  have  been  described  as 
simply  an  integral  part  of  the  goodwill  of  the  business. 

In  some  other  cases,  however,  courts  have  permitted  deductions 
for  such  items  as  customer  lists  or  client  information,  stating  that 
such  assets  are  of  use  primarily  as  a  resource  for  serving  customers 
of  the  business  but  are  not  the  same  as  goodwill.  Still  other  cases 
have  denied  the  deductions  claimed  in  the  particular  case,  but  have 
suggested  that  if  the  taxpayers  had  presented  better  statistical  evi- 
dence of  the  period  over  which  the  existing  customer  base  declined, 
amortization  might  be  permitted.  The  cases  permitting  or  suggest- 
ing the  possibility  of  a  deduction  have  not  always  indicated  wheth- 
er it  is  necessary  to  take  into  account  any  expectation  or  evidence 
that  new  customers  will  replace  those  that  die,  move  away,  or  oth- 
erwise sever  their  customer  relationships. 

Generally,  costs  attributable  to  the  creation  or  acquisition  of  an 
asset  that  has  a  useful  life  of  more  than  a  year  may  not  be  current- 
ly deducted,  but  must  be  capitalized.  Goodwill  typically  would  have 
a  life  extending  beyond  one  year.  However,  taxpayers  deduct  cur- 
rently costs  that  may  contribute  to  the  creation  of  goodwill,  such  as 
ordinary  advertising  or  other  ongoing  business  expenses. 

Going  concern  value  is  also  not  considered  a  depreciable  or  amor- 
tizable  asset,  due  to  the  difficulty  of  establishing  a  determinable 
useful  life  for  such  an  asset.  However,  some  taxpayers  take  the  po- 
sition that  assets  such  as  "workforce  in  place"  have  a  determinable 
useful  life  and  are  amortizable.  At  the  same  time,  such  taxpayers 
i  frequently  do  not  capitalize  the  costs  of  recruiting  and  training 
new  employees  who  replace  those  who  retire  or  otherwise  sever 
their  employment. 

When  a  franchise,  trademark,  or  tradename  is  transferred,  pay- 
ments on  account  of  such  transfer  are  allowed  as  an  ordinary  and 
necessary  business  deduction  if  they  are  contingent  on  the  produc- 
tivity, use,  or  disposition  of  the  franchise,  trademark,  or  traden- 
ame. If  a  transfer  is  not  treated  as  a  sale  because  the  transferor 
retains  any  significant  power,  right  or  continuing  interest  with  re- 
spect to  the  subject  matter  of  such  asset,  then  any  payment  of  a 
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principal  sum  agreed  upon  in  the  transfer  agreement  is  deductible 
over  a  period  not  exceeding  10  years  (sec.  1253(d)(2)). 

Reasons  for  Change 

The  committee  believes  that  assets  that  share  many  of  the  char- 
acteristics of  goodwill  and  going  concern  value  should  not  be  amor- 
tized or  depreciated  more  rapidly  than  such  assets.  Assets  that  are 
essentially  renewing  through  the  expenditure  of  amounts  that  are 
not  capitalized  should  not  be  depreciable  or  amortizable. 

The  determination  whether  assets  representing  the  value  of  ex- 
isting customer  base  or  market  share,  or  renewable  other  assets, 
have  a  determinable  useful  life  has  been  an  endless  source  of  con- 
troversy between  the  Internal  Revenue  Service  and  taxpayers.  The 
Service  lacks  the  resources  to  challenge  amortization  or  deprecia- 
tion deductions  taken  for  such  assets  or  to  establish  the  extent  of 
the  renewal  of  the  asset  in  many  cases. 

The  committee  believes  it  is  appropriate  to  deny  amortization  or 
depreciation  deductions  for  intangible  assets  representing  the  value 
of  existing  customer  base  or  market  share.  The  committee  also  be- 
lieves that  such  deductions  should  be  denied  for  other  renewing 
assets,  which  are  renewed  through  the  expenditure  of  amounts  de- 
ducted currently.  The  committee  does  not  believe  that  it  is  appro- 
priate to  require  the  capitalization  of  any  ordinary  and  necessary 
business  expenses  that  are  currently  deductible  under  present  law. 
However,  the  committee  believes  it  is  appropriate  to  conform  the 
treatment  of  such  assets  for  purposes  of  depreciation  or  amortiza- 
tion to  the  treatment  of  goodwill. 

Taxpayers  have  taken  the  position  that  the  acquisition  of  all  of  a 
transferor's  interest  in  a  franchise,  trademark,  or  tradename  by  a 
transferee  of  the  business  permits  the  transferee  to  deduct  over  no 
less  than  ten  years  the  purchase  price  attributed  to  such  franchise, 
trademark,  or  tradename  under  section  1253(d)(2)  of  the  Code.  Cer- 
tain private  letter  rulings  issued  by  the  Internal  Revenue  Service 
appear  to  have  endorsed  this  position,  in  spite  of  the  fact  that  the 
literal  language  of  the  statute  has  not  been  satisfied  in  such  cases 
because  the  transferor  has  not  retained  any  significant  power, 
right,  or  continuing  interest  with  respect  to  the  subject  matter  of  of 
the  franchise,  trademark,  or  tradename.  See,  e.g.  ltr  8730085  (July 
24,  1987).  The  committee  believes  that  such  an  application  of  sec- 
tion 1253(d)(2)  potentially  to  permit  the  amortization  over  ten  years 
of  assets  that  may  have  a  longer  and  frequently  indeterminate 
useful  life  is  inappropriate  under  existing  law. 

Explanation  of  Provision 

The  bill  clarifies  that  any  amount  paid  or  incurred  to  acquire 
customer  base,  market  share,  or  any  renewing  or  similar  intangible 
item  is  treated  as  paid  or  incurred  for  intangible  property  with  in- 
determinate useful  life,  and  therefore  is  not  amortizable  or  depre- 
ciable. 

The  items  covered  include,  for  example,  customer  and  subscrip- 
tion lists;  patient  or  other  client  records;  the  existing  "core"  depos- 
its of  banks;  insurance  in  force  in  the  case  of  an  insurance  compa- 
ny; advertising  relationships  and  customer  or  circulation  base  in 
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the  case  of  a  broadcast,  cable,  newspaper,  cellular,  or  any  other 
business;  other  contracts  or  relationships  reflecting  the  value  of  the 
customer  base;  location  advantage;  workforce  in  place;  and  market 
share  in  the  case  of  any  business. 

In  addition,  any  asset  that  is  renewed  through  the  expenditure  of 
costs  that  are  currently  deductible  is  not  amortizable  or  deprecia- 
ble. 

The  committee  believes  that  the  value  of  items  such  as  fran- 
chises, trademarks,  and  tradenames  is  often  largely  attributable  to 
a  customer  base  or  market  share.  The  committee  expects  that  a  sig- 
nificant portion  of  the  value  attributed  to  such  rights  will  general- 
ly be  considered  attributable  to  an  asset  of  indeterminate  useful 
life  under  the  principles  of  the  bill,  even  if  the  contract  under 
which  such  rights  are  obtained  has  a  fixed  and  determinable,  non- 
extendible  useful  life.  In  any  event,  the  bill  is  intended  to  clarify 
that  section  1253(d)(2)  does  not  apply  to  any  payment  made  by  the 
transferee  of  a  franchise,  trademark,  or  tradename  to  a  transferor 
who  does  not  retain  any  significant  power,  right,  or  continuing  in- 
terest with  respect  to  the  subject  matter  of  the  franchise,  trade- 
mark, or  tradename.  The  fact  that  another  party  who  is  not  the 
transferor  may  retain  such  a  right  thus  does  not  permit  the  trans- 
feree to  deduct  any  amount  under  section  1253(d)(2). 

No  inference  is  intended  as  to  prior  law. 

Effective  Date 

The  provision  applies  to  acquisitions  after  October  13,  1987, 
unless  pursuant  to  a  binding  written  contract  in  effect  on  that  date 
and  at  all  times  thereafter. 

7.  Reserve  for  accrued  vacation  pay  (sec.  10121  of  the  bill  and  sec. 
463  of  the  Code) 

Present  Law 

Under  present  law,  an  accrual-method  taxpayer  generally  is  per- 
mitted a  deduction  in  the  taxable  year  in  which  all  the  events  have 
occurred  that  determine  the  fact  of  a  liability  and  the  amount 
thereof  can  be  determined  with  reasonable  accuracy  (the  "all- 
events"  test).  In  determining  whether  an  amount  has  been  in- 
curred with  respect  to  any  item  during  the  taxable  year,  all  events 
that  establish  liability  for  such  amount  are  not  treated  as  having 
occurred  any  earlier  than  the  time  economic  performance  occurs 
(sec.  461(h)).  With  respect  to  a  liability  that  arises  as  a  result  of  an- 
other person's  providing  services  to  the  taxpayer  (such  as  the  liabil- 
ity to  provide  vacation  pay  in  exchange  for  services  by  an  employ- 
ee), economic  performance  generally  occurs  when  such  other 
person  provides  the  services. 

In  order  to  ensure  the  proper  matching  of  income  and  deductions 
in  the  case  of  deferred  benefits  (such  as  vacation  pay  earned  in  the 
current  taxable  year,  but  paid  in  a  subsequent  year)  for  employees, 
an  employer  generally  is  entitled  to  claim  a  deduction  in  the  tax- 
able year  of  the  employer  in  which  ends  the  taxable  year  of  the 
employee  in  which  the  benefit  is  includible  in  gross  income  (sec. 
404(b)).  This  rule  applies  to  deferred  benefits  without  regard  to  the 
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economic  performance  rules.  Consequently,  an  employer  is  entitled 
to  a  deduction  for  vacation  pay  in  the  taxable  year  of  the  employer 
in  which  ends  the  earlier  of  the  taxable  year  of  the  employee  for 
which  the  vacation  pay  (1)  vests  (if  the  vacation  pay  plan  is  funded 
by  the  employer),  or  (2)  is  paid. 

An  exception  to  this  rule  applies  to  amounts  that  are  paid  within 
2V2  months  after  the  close  of  the  taxable  year  of  the  employer  in 
which  the  vacation  pay  is  earned.  Such  amounts  are  not  subject  to 
the  deduction-timing  rules  applicable  to  deferred  benefits,  but  are 
subject  to  the  general  rules  under  which  an  employer  is  entitled  to 
a  deduction  when  economic  performance  occurs  (i.e.,  when  the  serv- 
ices of  the  employee  for  which  vacation  pay  is  earned  are  per- 
formed). Because  amounts  paid  within  2V2  months  after  the  close  of 
the  employer's  taxable  year  generally  will  qualify  for  the  exception 
to  the  economic  performance  requirements,  such  amounts  general- 
ly will  be  deductible  for  the  preceding  taxable  year  (the  year  in 
which  the  vacation  pay  is  earned)  even  though  the  employee  does 
not  include  the  benefit  in  income  in  the  preceding  taxable  year. 

Under  a  special  rule  of  present  law,  an  employer  may  make  an 
election  under  section  463  to  deduct  an  amount  representing  a  rea- 
sonable addition  to  a  reserve  account  for  vacation  pay  (contingent 
or  vested)  that  is  paid  during  the  current  taxable  year  or  within 
8V2  months  after  the  close  of  the  taxable  year  of  the  employer  with 
respect  to  which  the  vacation  pay  was  earned  by  the  employees. 

Reasons  for  Change 

The  special  rules  under  present  law  relating  to  the  reserve  for 
accrued  vacation  pay  create  a  disparity  in  tax  treatment  between 
accrued  vacation  pay  and  other  deferred  benefits.  The  committee 
believes  that  the  timing  of  deductions  for  vacation  pay  should  not 
be  more  favorable  than  the  timing  of  deductions  for  other  deferred 
benefits. 

Explanation  of  Provision 

The  special  rule  that  permits  taxpayers  a  deduction  for  additions 
to  a  reserve  for  vacation  pay  would  be  repealed.  Accordingly,  under 
the  bill,  deductions  for  vacation  pay  would  be  allowed  in  any  tax- 
able year  for  amounts  paid,  or  funded  amounts  that  vest,  during 
the  year  or  within  2V2  months  after  the  end  of  the  year. 

Effective  Date 

The  provision  would  be  effective  for  taxable  years  beginning 
after  December  31,  1987.  Taxpayers  required  to  change  their 
method  of  accounting  under  the  bill  for  vacation  pay  are  required 
to  take  the  adjustment  required  under  section  481  over  a  period 
not  to  exceed  4  years. 


B.  Partnership  Provisions 

1.  Certain  publicly  traded  partnerships  treated  as  corporations 
(sec.  10122  of  the  bill  and  sec.  7704  of  the  Code) 

Present  Law 

Under  present  law,  a  partnership  is  not  subject  to  tax  at  the 
partnership  level,  but  rather,  income  and  loss  of  the  partnership  is 
subject  to  tax  at  the  partner's  level.  A  partner's  share  of  partner- 
ship income  is  generally  determined  without  regard  to  whether  he 
receives  any  corresponding  cash  distributions.  Similarly,  partner- 
ship deductions,  losses  and  credits  are  taken  into  account  at  the 
partner  level  for  tax  purposes.  A  corporation,  by  contrast,  general- 
ly is  subject  to  tax  at  the  entity  level,  and  distributions  with  re- 
spect to  corporate  stock  generally  are  subject  to  tax  at  the  share- 
holder level. 

The  Supreme  Court  articulated  standards  applicable  in  determin- 
ing whether  an  entity  should  be  taxed  as  a  corporation  in  the  case 
of  Morrissey  v.  Commissioner,  296  U.S.  344  (1935).  The  Court  rea- 
soned that  the  entity  in  that  case  resembled  a  corporation.  Thus, 
the  Morrissey  case  is  said  to  have  set  forth  the  '  'resemblance"  test 
referred  to  in  the  current  Treasury  regulations  regarding  entity 
classification.  These  regulations  govern  classification  under  present 
law. 

These  regulations,  known  as  the  "Kintner"  regulations,  were 
adopted  in  1960  in  response  to  the  decision  in  U.S.  v.  Kintner,  216 
F.2d  418  (9th  Cir.  1954).  In  that  case,  a  physician  successfully 
sought  to  have  his  business  association  classified  as  a  corporation 
rather  than  a  partnership  under  the  then  current  regulations,  to 
take  advantage  of  the  more  favorable  pension  plan  rules  applicable 
to  corporations  (as  compared  to  partnerships)  under  the  law  in 
effect  at  that  time.  The  regulations  were  revised  in  1960  in  re- 
sponse to  the  decision,  to  make  it  more  likely  that  an  association 
would  be  classified  as  a  partnership  and  not  a  corporation.5 

The  Treasury  regulations  distinguishing  partnerships  from  corpo- 
rations currently  provide  that  whether  a  business  entity  is  taxed  as 
a  corporation  depends  on  which  form  of  enterprise  the  entity 
"more  nearly"  resembles  (Treas.  Reg.  sec.  301.7701-2(a)).  The  regu- 
lations list  six  corporate  characteristics,  two  of  which  are  common 


5  The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  changed  the  favorable  pension  plan 
treatment  of  shareholders  who  are  also  corporate  employees  (as  compared,  for  example,  to  part- 
ners). Thus,  the  original  reason  for  changing  the  partnership  classification  regulations  as  they 
were  changed  in  1960  was  removed.  In  1976,  the  Tax  Court  suggested  that  the  regulations  might 
not  be  operating  effectively  to  identify  those  entities  that  had  an  overall  corporate  resemblance; 
however,  the  court  concluded  it  was  required  to  follow  the  regulations  and  held  that  a  particu- 
lar entity  was  classified  as  a  partnership.  Larson  v.  Commissioner,  66  T.C.  159  (1976),  acq.  1979-1 
C.B.  1.  A  proposed  revision  of  the  regulations  was  issued  in  January  1977  (42  Fed.  Reg.  1038, 
January  5,  1977)  but  was  withdrawn  almost  immediately  (42  Fed.  Reg.  1489,  January  7,  1977). 

(1063) 


1064 


to  corporations  and  partnerships,  and  the  other  four  of  which  are: 
(1)  continuity  of  life,  (2)  centralization  of  management,  (3)  liability 
for  corporate  debts  limited  to  corporate  property,  and  (4)  free  trans- 
ferability of  interests.  The  regulations  provide  that  an  association 
is  treated  as  a  corporation  (rather  than  a  partnership)  for  Federal 
income  tax  purposes  if  it  has  more  corporate  than  non-corporate 
characteristics.  The  effect  of  the  regulations  generally  is  to  classify 
an  entity  as  a  partnership  if  it  lacks  any  two  of  these  four  corpo- 
rate characteristics,  without  further  inquiry  as  to  how  strong  or 
weak  a  particular  characteristic  is  or  how  the  evaluation  of  the  fac- 
tors might  affect  overall  resemblance.6 

Under  present  law,  if  an  entity  is  classified  as  a  partnership, 
income  and  loss  are  subject  to  tax  at  the  partner  level  rather  than 
at  the  partnership  level  without  regard  to  whether  the  partnership 
is  engaged  in  active  business  activities.  Other  types  of  entities  that 
receive  passthrough-type  tax  treatment  are  subject  to  significant 
restrictions. 

Regulated  investment  companies  ("RICs")  that  either  meet  or  are 
excepted  from  certain  registration  requirements  under  the  Invest- 
ment Company  Act  of  1940  (15  U.S.C.  80)  may  elect  passthrough 
tax  treatment  if  they  satisfy  certain  requirements.  Generally,  a 
company  is  treated  as  a  RIC  only  if  it  derives  at  least  90  percent  of 
its  ordinary  income  from  specified  sources  commonly  considered 
passive  investment  income,  has  a  portfolio  of  investments  that 
meet  diversification  requirements,  distributes  at  least  90  percent  of 
its  income  to  its  shareholders  annually,  and  also  meets  certain 
other  requirements. 

Any  entity  (including  a  corporation,  partnership,  or  trust)  that 
meets  specified  requirements  may  elect  to  be  treated  as  a  real 
estate  mortgage  investment  conduit  ("REMIC").  In  general,  the  re- 
quirements relate  to  the  composition  of  assets  and  the  nature  of 
the  investors'  interests.  If  the  requirements  are  met,  the  REMIC 
generally  is  not  treated  as  a  separate  taxable  entity,  but  rather,  its 
income  is  allocated  to  and  taken  into  account  by  the  holders  of  the 
interests  therein  under  specified  rules.  A  tax  is,  however,  imposed 
at  the  entity  level  on  certain  prohibited  transactions.  Further,  in 
enacting  the  REMIC  provisions,  Congress  intended  that  REMICs 
are  to  be  the  exclusive  means  of  issuing  multiple  class  real  estate 
mortgage-backed  securities  without  the  imposition  of  two  levels  of 
taxation.  Present  law  therefore  provides  for  taxable  mortgage  pools 
that  are  treated  as  taxable  corporations,  effective  for  taxable  years 
beginning  after  December  31,  1991. 

Under  present  law,  a  real  estate  investment  trust  ("REIT")  gen- 
erally is  treated  as  a  conduit  for  Federal  income  tax  purposes  to 
the  extent  of  the  amount  of  its  earnings  that  are  distributed  cur- 
rently to  shareholders.  In  general,  an  entity  may  qualify  as  a  REIT 
if  it  is  a  trust  or  corporation  with  at  least  100  different  freely 
transferable  interests  and  would  be  taxable  as  an  ordinary  domes- 
tic corporation  but  for  its  meeting  certain  specified  requirements. 
These  requirements  relate  to  the  entity's  assets  being  comprised 
substantially  of  real  estate  assets  and  the  entity's  income  being,  in 


6  Treas.  Reg.  sees.  301.7701-2  and  -3;  Larson  v.  Commissioner,  supra. 
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substantial  part,  realized  from  certain  passive  real  estate  and  real 
estate  related  sources. 

Present  law  also  provides  passthrough-type  treatment  for  certain 
other  entities  meeting  statutory  restrictions.  Corporations  meeting 
the  requirements  of  Subchapter  S  of  the  Code  generally  are  treated 
as  conduits  for  Federal  income  tax  purposes.  The  requirements  to 
elect  S  corporation  status  include  requirements  that  the  corpora- 
tion may  not  have  more  than  one  class  of  stock  nor  more  than  35 
shareholders.  In  the  case  of  S  corporations  that  were  formerly  C 
corporations,  however,  entity-level  tax  is  imposed  on  excess  net 
passive  investment  income  where  the  corporation  has  subchapter  C 
earnings  and  profits,  and  on  certain  built-in  gain.  If  such  an  S  cor- 
poration has  excess  net  passive  income  for  3  consecutive  years,  its 
S  election  is  automatically  terminated  and  it  is  subject  to  entity- 
level  taxation  as  a  regular  corporation  under  subchapter  C  of  the 
Code. 

Cooperatives  and  cooperative  housing  corporations  are  consid- 
ered special  purpose  entities  that  are  permitted  to  eliminate  entity- 
level  income  tax  to  the  extent  certain  qualifying  distributions  are 
made  to  holders  of  interests  in  the  cooperative  or  cooperative  hous- 
ing corporation.  Thus,  although  these  entities  are  technically  not 
conduits,  they  may  effectively  not  be  subject  to  tax  at  the  entity 
level  as  a  result  of  making  distributions  of  income  meeting  certain 
statutory  requirements. 

Reasons  for  Change 

The  recent  proliferation  of  publicly  traded  partnerships  has  come 
to  the  committee's  attention.  The  growth  in  such  partnerships  has 
caused  concern  about  long-term  erosion  of  the  corporate  tax  base. 
To  the  extent  that  activities  would  otherwise  be  conducted  in  cor- 
porate form,  and  earnings  would  be  subject  to  two  levels  of  tax  (at 
the  corporate  and  shareholder  levels),  the  growth  of  publicly  traded 
partnerships  engaged  in  such  activities  tends  to  jeopardize  the  cor- 
porate tax  base. 

The  problem  is  exacerbated  by  changes  in  the  Tax  Reform  Act  of 
1986  that  make  conduit  entities  more  attractive  as  vehicles  for 
business  activity  than  corporations.  For  example,  under  the  1986 
Act,  the  maximum  regular  corporate  tax  rate  is  higher  than  the 
maximum  individual  tax  rate.  Thus,  in  addition  to  the  fact  that 
corporate  earnings  bear  a  second  level  of  tax  when  distributed,  re- 
tained earnings  are  generally  taxed  at  a  higher  rate  than  amounts 
directly  earned  by  an  individual.  In  addition,  by  increasing  the  tax 
rate  on  capital  gains  and  making  that  rate  generally  equivalent  to 
the  rate  on  ordinary  income,  the  Act  reduced  an  investor's  incen- 
tive to  realize  income  through  sales  of  appreciated  stock  rather 
than  in  the  form  of  current  income. 

Further,  the  1986  Act  generally  imposed  a  corporate  level  tax  on 
certain  liquidating  sales  and  distributions  that  were  not  taxed 
under  prior  law.  Appreciation  in  corporate  assets  is  thus  now  sub- 
ject to  a  corporate  level  tax  on  the  ultimate  disposition  of  the  busi- 
ness. The  1986  Act  also  included  a  new  corporate  minimum  tax 
regime  that  includes  as  a  preference  item  a  portion  of  the  excess  of 
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the  income  that  is  reported  for  financial  purposes  over  the  amount 
of  corporate  alternative  minimum  taxable  income. 

These  changes  reflect  an  intent  to  preserve  the  corporate  level 
tax.7  The  committee  is  concerned  that  the  intent  of  these  changes 
is  being  circumvented  by  the  growth  of  publicly  traded  partner- 
ships that  are  taking  advantage  of  an  unintended  opportunity  for 
disincorporation  and  elective  integration  of  the  corporate  and 
shareholder  ievels  of  tax. 

The  committee  believes  that,  in  important  respects,  publicly 
traded  partnerships  resemble  corporations.  Publicly  traded  part- 
nerships resemble  publicly  traded  corporations  in  their  business 
functions  and  in  the  way  their  interests  are  marketed,  and  limited 
partners  as  a  practical  matter  resemble  corporate  shareholders  in 
that  they  have  limited  liability,  may  freely  transfer  their  interests, 
generally  do  not  participate  in  management,  and  expect  continuity 
of  life  of  the  entity  for  the  duration  of  the  conduct  of  its  business 
enterprise.  Consequently,  the  committee  believes  that  these  types 
of  entities  and  their  holders  generally  should  be  treated  similarly 
for  tax  purposes. 

The  committee  is  also  concerned  that  the  availability  of  publicly  j 
traded  partnerships  as  an  alternative  to  corporations  creates  an 
unintended  unfair  competitive  advantage  for  certain  types  of  busi- 
nesses. Mature  businesses  with  a  steady  cash  flow,  that  can  be 
marketed  effectively  as  public  partnerships  because  of  the  tax-ad- 
vantaged yield,  are  unfairly  favored  over  start-up  companies  or 
those  with  high  capital  expenditures,  which  cannot  take  advantage 
of  the  publicly  traded  partnership  structure.  Favoring  one  type  of 
business  investment  over  another  creates  new  economic  inefficien- 
cies of  the  type  that  the  1986  Act  was  designed  to  reduce. 

In  certain  circumstances,  however,  the  committee  believes  that 
the  tax-created  competitive  advantage  of  publicly  traded  partner- 
ships may  be  less  significant.  If  the  publicly  traded  partnership's 
income  is  from  sources  that  are  commonly  considered  to  be  passive 
investments,  then  there  is  less  reason  to  treat  the  publicly  traded 
partnership  as  a  corporation,  either  because  investors  could  earn 
such  income  directly  (e.g.,  interest  income),  or  because  it  is  already 
subject  to  corporate-level  tax  (in  the  case  of  dividends).  Therefore, 
under  the  bill,  an  exception  is  provided  to  the  treatment  of  publicly  i 
traded  partnerships  as  corporations  in  the  case  of  partnerships 
whose  income  is  principally  from  passive-type  ivestments. 

Further,  certain  types  of  natural  resources  and  rental  real  estate 
activities  have  commonly  or  typically  been  conducted  in  partner- 
ship form,  and  the  committee  considers  that  disruption  of  present  j 
practices  in  such  activities  is  currently  inadvisable  due  to  general 
economic  conditions  in  these  industries.  The  committee  does  not 
intend  to  treat  tax  benefits  from  such  activities  more  favorably 
than  under  present  law,  but  at  the  same  time  considers  it  inappro-  9 
priate  to  subject  net  income  from  such  activities  to  the  two-level 

ii 

7  For  example,  in  repealing  the  General  Utilities  rule  (which  had  permitted  liquidating  distri- 
butions free  of  tax  to  the  distributing  corporation),  it  was  Congress'  express  intent  to  prevent 
the  corporate  tax  from  being  undermined.  See  H.R.  3838,  as  reported  by  the  House  Committee  ii 
on  Ways  and  Means  on  December  7,  1985,  sec.  331,  and  H.  Rep.  99-426,  p.  282. 
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corporate  tax  regime  to  the  extent  the  activities  are  conducted  in 
forms  that  permit  a  single  level  of  tax  under  present  law. 

The  provision  affects  partnerships  whose  interests  are  publicly 
traded,  or  in  which  a  market  is  effectively  made.  The  committee 
believes  it  is  appropriate  to  classify  partnerships  as  corporations  if 
interests  in  the  partnership  are  publicly  traded  or  a  market  is  ef- 
fectively made  in  them  for  several  reasons. 

Historically,  free  transferability  of  interests  has  been  one  of  sev- 
eral factors  that  have  been  considered  important  in  entity  classifi- 
cation. As  a  practical  matter,  publicly  traded  partnerships  have 
many  or  most  of  the  attributes  of  corporations,  and  are  accessing 
capital  markets  in  a  manner  similar  to  that  traditionally  per- 
formed by  corporations.  Further,  because  of  the  trading  in  inter- 
ests, these  partnerships  present  unique  administrative  difficulties 
and  enforcement  concerns  if  the  tax  law  relating  to  partnerships  is 
applied  to  them.  The  partnership  tax  rules  under  present  law  con- 
template an  entity  in  which  the  identity  of  the  investors  is  known 
and  transfers  of  interests  are  easily  identifiable,  and  public  trading 
in  partnership  interests  does  not  conform  to  this  model. 

Thus,  the  committee  concluded  that  public  trading  involves  a 
degree  of  lack  of  identity  of  the  investor  with  the  entity  that  par- 
ticularly justifies  separate  taxation  of  the  entity,  rather  than  part- 
nership conduit  treatment. 

The  committee  has  observed  that  public  trading  takes  place  not 
only  on  national  or  local  exchanges  and  over  the  counter,  but  also 
where  a  market  is  effectively  made  through  less  formal  means. 
Therefore,  the  committee  intends  that  publicly  traded  partnerships 
encompass  those  partnerships  which  are  designed  to  be  or  in  fact 
are  publicly  traded,  whether  through  an  established  securities 
market  (including  over  the  counter)  or  through  the  making  of  a 
market  for  interests  in  the  partnership. 

The  provision  in  the  bill  addresses  the  concerns  of  the  committee 
by  treating  certain  publicly  traded  partnerships  as  corporations. 

Explanation  of  Provision 

Under  the  provision,  publicly  traded  partnerships  are  treated  as 
corporations  for  Federal  income  tax  purposes.  An  exception  is  pro- 
vided for  certain  partnerships,  90  percent  or  more  of  whose  gross 
income  is  passive-type  income  (as  defined  for  purposes  of  the  provi- 
sion). 

Passive-type  income 

Passive-type  income,  for  purposes  of  the  provision,  is  defined  as 
certain  interest,  dividends,  real  property  rents,  gains  from  the  sale 
or  other  disposition  of  real  property,  and  income  and  gains  from 
certain  natural  resources  activities.  Also  treated  as  passive-type 
income  is  any  gain  from  the  sale  or  disposition  of  a  capital  asset  or 
property  described  in  sec.  1231(b)  that  is  held  for  the  production  of 
income  that  is  treated  as  passive-type  income  (e.g.,  typical  commod- 
ity pools). 

The  bill  provides  that  the  exception  for  partnerships  with  pas- 
sive-type income  does  not  apply  to  entities  that  would  be  described 
in  section  851(a)  if  they  were  domestic  corporations.  It  is  not  in- 
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tended  to  alter  the  requirements  for  conduit  tax  treatment  set 
forth  in  the  present  law  applicable  to  regulated  investment  compa- 
nies. Similarly,  it  is  not  intended  that  the  provisions  of  present  law 
applicable  to  real  estate  mortgage  investment  conduits  be  made 
non-exclusive  by  this  provision  once  the  rules  of  present  law  relat- 
ing to  taxable  mortgage  pools  become  effective  (for  taxable  years 
beginning  after  December  31,  1991).  The  exception  under  the  bill 
from  treatment  as  a  corporation  in  the  case  of  publicly  traded  part- 
nerships with  passive-type  income  applies  to  entities  otherwise 
properly  characterized  as  partnerships.  The  passive-type  income  ex- 
ception is  not  intended  to  imply  that  entities  with  such  income  are 
presumed  to  be  partnerships. 

The  definition  of  passive-type  income  for  purposes  of  this  provi- 
sion is  not  coextensive  with  existing  statutory  categories  of  passive 
income  (e.g.,  the  passive  loss  rule  or  the  S  corporation  rules),  but 
rather,  is  specific  to  the  purposes  of  this  provision. 

In  general,  the  purpose  of  distinguishing  between  passive-type 
income  and  other  income  is  to  distinguish  those  partnerships  that 
are  engaged  in  activities  commonly  considered  as  essentially  no 
more  than  investments,  and  those  activities  more  typically  conduct- 
ed in  corporate  form  that  are  in  the  nature  of  active  business  ac- 
tivities. In  the  former  case,  the  rationale  for  imposing  an  addition- 
al corporate-level  tax  on  investments  in  publicly  traded  partner- 
ship form  is  less  compelling,  because  purchasers  of  such  partner- 
ship interests  could  in  most  cases  independently  acquire  such  in- 
vestments (or  the  income  has  already  been  subject  to  corporate- 
level  tax,  in  the  case  of  dividends).  Where  the  activity  of  the  part- 
nership does  not  fall  into  the  category  of  generating  passive-type 
income,  however,  it  is  less  likely  that  direct  interests  in  the  activity 
would  be  available  to  investors;  rather,  it  is  more  likely  that  such 
activities  would  be  conducted  in  corporate  form  and  would  there- 
fore be  subject  to  corporate  level  tax  before  profits  reached  the 
hands  of  investors.  In  the  case  of  other  types  of  activities  treated 
under  the  provision  as  giving  rise  to  passive-type  income  (i.e.,  those 
where  the  provision  more  broadly  defines  passive-type  income),  the 
rationale  relates  to  the  traditional  conduct  of  such  activities  in 
partnership  form,  and  the  consequent  reluctance  to  impose  entity- 
level  tax  in  such  circumstances. 

In  determining  whether  income  is  treated  as  passive-type  income 
under  the  provision,  in  the  case  of  interest  and  real  property  rents, 
it  is  not  intended  that  amounts  contingent  on  profits  be  treated  as 
interest  or  rent.  Similarly,  amounts  based  on  gross  income  earned 
in  connection  with  a  non-real  estate  related  activity  such  as  a  fast 
food  operation  are  not  treated  as  passive-type  income.  Interest  or 
rent  (or  other  amounts)  contingent  on  profits  involves  a  greater 
degree  of  risk,  and  also  a  greater  potential  for  economic  gain,  than 
fixed  (or  even  a  market-indexed)  rate  of  interest  or  rent,  and  thus 
is  more  properly  regarded  as  from  an  underlying  active  business 
activity.  Passive-type  rental  income  also  does  not  include  income 
from  rental  or  leasing  of  personal  property. 

Similarly,  interest  is  not  treated  as  passive-type  income  if  it  is 
derived  in  the  conduct  of  a  financial  or  insurance  business.  Thus, 
for  example,  interest  income  from  the  conduct  of  a  banking  busi- 
ness is  not  treated  as  passive-type  income,  as  deriving  interest  is  an 
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integral  part  of  the  active  conduct  of  the  business.  Similarly,  it  is 
not  intended  that  dividend  income  derived  in  the  ordinary  conduct 
of  a  business  in  which  dividend  income  is  an  integral  part  (e.g.,  a 
securities  broker/ dealer)  be  treated  as  passive-type  income  under 
the  provision. 

In  the  case  of  natural  resources  activities,  special  considerations 
apply.  Thus,  passive-type  income  from  such  activities  is  consider- 
ably broader,  and  includes  income  and  gains  from  exploration,  de- 
velopment, mining  or  production,  refining,  transportation  (includ- 
ing through  pipelines  transporting  gas,  oil,  or  products  thereof),  or 
marketing  of,  any  mineral  or  natural  resource,  including  geother- 
mal  energy  and  timber.  For  purposes  of  this  provision,  refining  any 
natural  resource  is  intended  to  include  the  production  of  fertilizer. 

In  addition,  the  scope  of  passive-type  income  in  the  case  of  real 
estate  activities  encompasses  rental  income  from  real  property  and 
income  and  gains  from  the  sale  or  other  disposition  of  real  property 
(including  real  property  described  in  sec.  1221(1),  such  as  residen- 
tial real  property  held  for  sale  to  customers).  Passive-type  income 
does  not,  however,  include  gain  on  income  from  the  sale  of  invento- 
ry personal  property  or  other  personal  property  held  for  sale  in  the 
ordinary  course  of  a  trade  or  business  (other  than  in  the  case  of 
natural  resources  activities).  Real  property  rent  includes  rents 
from  interests  in  real  property,  charges  for  services  customarily 
furnished  in  connection  with  the  rental  of  real  property,  and  rent 
attributable  to  personal  property  in  connection  with  a  lease  of  real 
property  provided  the  rent  attributable  to  the  personal  property 
does  not  exceed  15  percent  of  the  total  rent  for  the  year,  within  the 
meaning  of  sec.  856(d)  (other  than  sec.  856(d)(2)(C),  relating  to  inde- 
pendent contractors).  Thus,  generally,  amounts  contingent  on 
income  or  profits  are  not  treated  as  rent  for  purposes  of  this  provi- 
sion. 

Inadvertent  terminations 

The  bill  provides  relief  from  classification  as  a  corporation  for 
tax  purposes,  where  a  partnership  inadvertently  fails  to  meet  the 
requirement  that  90  percent  of  its  gross  income  be  passive-type 
income.  Under  this  relief  provision,  if  (1)  the  Secretary  determines 
that  the  failure  was  inadvertent,  (2)  the  partnership  takes  steps 
within  a  reasonable  time  to  meet  the  90  percent  requirement,  and 
(3)  the  partnership  and  each  holder  of  an  interest  in  the  partner- 
ship during  the  failure  period  agree  to  make  adjustments  deter- 
mined by  the  Secretary,  then  the  partnership  will  be  treated  as 
continuing  to  meet  the  90  percent  requirement  during  the  failure 
period.  A  reasonable  time,  for  this  purpose,  would  be  one  year, 
unless  otherwise  determined  in  regulations. 

Publicly  traded  partnerships 

Publicly  traded  partnerships  are  defined  for  purposes  of  the  pro- 
vision as  partnerships  whose  interests  are  (1)  traded  on  an  estab- 
lished securities  market,  or  (2)  offered  with  the  expectation  that 
there  will  be  a  secondary  market  for  such  interests,  or  (3)  readily 
tradeable  in  a  secondary  market  (or  the  substantial  equivalent 
thereof). 
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For  this  purpose,  an  established  securities  market  includes  any 
national  securities  exchange  registered  under  the  Securities  Ex- 
change Act  of  1934  or  exempted  from  registration  because  of  the 
limited  volume  of  transactions,  and  any  local  exchange.  It  also  in- 
cludes any  over  the  counter  market.  An  over  the  counter  market  is 
characterized  by  an  interdealer  quotation  system  which  regularly 
disseminates  quotations  of  obligations  by  identified  brokers  or  deal- 
ers, by  electronic  means  or  otherwise. 

Interests  in  partnerships  are  offered  with  the  expectation  that 
there  will  be  a  secondary  market  for  such  interests  where  the  in- 
terests are  marketed  with  representations  that  there  is  likely  to  be 
a  ready  market  for  resale  or  other  disposition  of  the  interests  or 
rights  to  income  or  other  attributes  thereof  (or  that  the  promoter 
or  issuer  intends  to  take  steps  so  that  such  a  market  is  created).  On 
the  other  hand,  if  the  partnership  agreement,  offering  materials,  or 
other  marketing  materials  merely  provide  that  the  partnership 
may  be  listed  on  an  exchange  in  the  future  at  the  discretion  of  the 
general  partner,  upon  a  vote  of  interest  holders,  or  the  like,  then 
the  partnership  is  not  treated  as  publicly  traded  upon  issue  (but 
will  be  treated  as  publicly  traded  when  it  becomes  exchange-listed). 

In  general,  the  determination  of  whether  interests  in  a  partner- 
ship are  offered  with  the  expectation  that  there  will  be  a  secondary 
market  is  ordinarily  made  at  the  time  partnership  interests  are  ini- 
tially offered  for  sale.  If  subsequent  to  the  initial  offering,  a  second- 
ary market  is  provided  for  the  interests,  and  interests  are  actually 
exchanged  or  disposed  of  in  such  a  market,  then  the  partnership 
will  be  treated  as  publicly  traded  at  such  subsequent  time. 

An  interest  is  treated  as  readily  tradeable  on  a  secondary  market 
(or  the  substantial  equivalent  thereof)  if  the  interest  is  regularly 
quoted  by  brokers  or  dealers  making  a  market  in  the  interest.  (See 
Treas.  Reg.  section  1.453-3(d)(3).)  Thus,  for  example,  an  interest  is 
readily  tradeable  in  a  secondary  market  where  the  interest  is 
traded  on  a  market  essentially  equivalent  to  an  over  the  counter 
market,  or  where  the  holder  has  a  readily  available,  regular  and 
ongoing  opportunity  to  sell  or  exchange  his  interest. 

A  partner's  ability  to  trade  the  interest,  without  more,  will  not 
cause  the  interest  to  be  treated  as  readily  tradeable,  nor  will  occa- 
sional sales  of  interests  in  the  partnership,  the  terms  of  which  are 
not  widely  publicized,  indicate  the  existence  of  a  secondary  market. 

The  existence  of  a  buy-sell  agreement  among  the  partners,  with- 
out more,  will  not  cause  a  partnership  to  be  treated  as  publicly 
traded.  Nor  will  the  occasional  and  irregular  repurchase  or  re- 
demption by  the  partnership,  or  acquisition  by  the  general  partner, 
of  interests  in  the  partnership,  cause  the  partnership  to  be  consid- 
ered as  publicly  traded  under  the  provision.  A  regular  plan  of  re-  • 
demptions  or  repurchases,  or  similar  acquisitions  of  interests  in  the 
partnership  such  that  holders  of  interests  have  readily  available 
opportunities  to  dispose  of  their  interests,  that  is  essentially  equiv- 
alent to  a  secondary  market,  indicates  that  the  interests  are  read- 
ily tradeable  on  what  is  the  substantial  equivalent  of  a  secondary 
market. 

In  general,  a  provision  for  the  discretion  of  the  general  partner 
or  the  partnership  to  refuse  consent  to  transfer  of  an  interest  in 
the  partnership  (or  of  rights  to  income  or  other  attributes  of  an  in- 
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terest  in  the  partnership)  does  not,  without  more,  prevent  a  part- 
nership from  being  considered  publicly  traded.  For  example,  the 
discretion  of  the  general  partner  to  refuse  consent  to  a  transfer  if 
the  transfer  would  cause  a  termination  of  the  partnership  for  Fed- 
eral income  tax  purposes  does  not  cause  the  partnership  to  be 
treated  as  not  publicly  traded.  Similarly,  if  the  general  partner 
must  consent  to  any  transfer  of  an  interest  in  the  partnership,  but 
the  assignment  of  rights  to  income  (or  other  attributes)  of  the  part- 
nership is  not  so  limited,  the  consent  requirement  does  not  cause 
the  partnership  to  be  considered  as  not  publicly  traded. 

Treatment  as  a  corporation 

The  bill  provides  that,  in  the  case  of  a  partnership  that  is  treated 
as  a  corporation  under  this  provision,  the  partnership  is  treated  as 
contributing  all  of  its  assets  (subject  to  all  of  its  liabilities)  to  a 
newly  formed  corporation  in  exchange  for  all  of  the  corporation's 
stock.  The  stock  of  the  corporation  is  treated  as  distributed  to  the 
corporation  in  complete  liquidation  of  the  partnership.  In  general, 
the  tax  consequences  to  the  partnership,  the  corporation,  and  the 
distributee  holders  of  interests  in  the  partnership  who  become 
shareholders  in  the  new  corporation  are  governed  by  sees.  351  (per- 
mitting tax-free  contributions  to  corporations  that  are  controlled 
immediately  after  the  contribution  transaction),  731  and  732  (gov- 
erning the  treatment  of  liquidating  distributions  from  partner- 
ships). Rules  applicable  to  recognition  of  income  upon  recapture  of 
tax  benefits  also  apply. 

Income  from  publicly  traded  partnerships  that  are  classified  as 
corporations  under  the  bill  generally  is  treated  as  dividend  income. 
Regardless  of  whether  such  income  is  characterized  as  income  or 
gain  (e.g.,  depending  on  whether  it  represents  a  distribution  of 
earnings  and  profits  under  section  301),  income  from  such  entities 
is  properly  treated  as  portfolio  income  for  purposes  of  the  passive 
loss  rule. 

Effective  Date 

The  provision  is  effective  after  October  13,  1987,  except  for  exist- 
ing partnerships.  An  existing  partnership  is  any  partnership  pub- 
licly traded  on  October  13,  1987. 

An  existing  partnership  also  includes  a  partnership  with  respect 
to  which  a  registration  statement  was  filed  with  the  Securities  and 
Exchange  Commission  on  or  before  October  13,  1987,  stating  in 
such  registration  statement  as  of  October  13,  1987,  that  the  part- 
nership will  or  intends  to  publicly  trade  interests  or  units  includ- 
ing by  application  for  listing  on  any  national  securities  exchange  or 
local  exchange  or  by  trading  in  an  over-the-counter  market  which 
results  in  interests  or  units  so  registered  to  be  listed  on  such  ex- 
change or  available  for  trading  in  an  over-the-counter  market 
within  a  reasonable  time  after  such  registration  becomes  effective. 
The  committee  does  not  intend  to  grandfather  partnerships  where 
registration  statements  filed  on  or  before  October  13,  1987,  indicate 
that  there  is  a  possibility  (e.g.,  the  general  partner  may  determine) 
that  the  interests  or  units  may  trade  in  the  future,  as  opposed  to 
indicating  a  determination  that  at  the  time  the  partnership  is  reg- 


1072 


istered  with  the  SEC,  trading  will  occur  within  a  reasonable  time 
after  the  registration  becoming  effective. 

An  existing  partnership  ceases  to  be  treated  as  such  on  the  first 
day  after  October  13,  1987,  on  which  there  has  been  a  substantial 
expansion  of  the  partnership,  or  the  activities  of  the  partnership 
have  been  substantially  changed.  Any  partnership  not  treated  as 
an  existing  partnership,  that  becomes  publicly  traded  after  October 
13,  1987,  is  treated  as  a  corporation  for  tax  purposes  upon  being 
publicly  traded  (unless  the  exception  relating  to  passive-type 
income  applies). 

The  provision  becomes  effective  with  respect  to  partnerships 
theretofore  grandfathered  under  the  provision  for  taxable  years  be- 
ginning after  December  31,  1994. 

2.  Treatment  of  publicly  traded  partnerships  under  the  passive 
loss  rule  (sec.  10123  of  the  bill  and  sec.  469  of  the  Code) 

Present  Law 

Under  present  law,  deductions  from  passive  trade  or  business  ac- 
tivities (within  the  meaning  of  the  passive  loss  rule  (sec.  469)),  to 
the  extent  they  exceed  income  from  such  passive  activities,  gener- 
ally may  not  be  deducted  against  other  income.  Similarly,  credits 
from  passive  activities  generally  are  limited  to  the  tax  attributable 
to  the  passive  activities.  Suspended  losses  and  credits  are  carried 
forward  and  treated  as  deductions  and  credits  from  passive  activi- 
ties in  the  next  year.  Suspended  losses  from  an  activity  are  allowed 
in  full  when  the  taxpayer  disposes  of  his  entire  interest  in  the  ac- 
tivity. 

Income  from  passive  activities  does  not  include  income  such  as 
compensation  for  services  or  portfolio  income  (including  interest, 
dividends,  royalties,  annuities,  and  gains  from  the  sale  of  property 
held  for  investment).  For  this  purpose,  property  held  for  invest- 
ment generally  does  not  include  an  interest  in  a  passive  activity. 

A  passive  activity  generally  is  an  activity  involving  the  conduct 
of  a  trade  or  business  in  which  the  taxpayer  does  not  materially 
participate.  Present  law  provides  that,  except  as  provided  in  regu- 
lations, no  interest  in  a  limited  partnership  as  a  limited  partner  is 
treated  as  an  interest  with  respect  to  which  the  taxpayer  material- 
ly participates.  Present  law  also  provides  Treasury  regulatory  au- 
thority to  issue  regulations  requiring  net  income  or  gain  from  a 
limited  partnership  to  be  treated  as  not  from  a  passive  activity. 
Thus,  except  to  the  extent  that  the  Treasury  Department  may  pro- 
vide in  regulations,  income  from  limited  partnerships,  including 
publicly  traded  limited  partnerships,  may  be  offset  by  passive 
losses  from  other  sources. 

Reasons  for  Change 

To  the  extent  that  publicly  traded  partnerships  are  not  treated 
as  corporations  under  section  7704  of  the  Code  (as  amended  by  this 
bill),  it  is  possible  that,  absent  regulations,  taxpayers  may  take  the 
position  that  income  from  such  partnerships  is  treated  as  passive 
income  under  the  passive  loss  rule.  The  committee  is  concerned 
that  such  a  result  contravenes  the  purpose  of  the  passive  loss  rule 
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to  curb  the  expansion  of  tax  shelters  and  to  restore  fairness  and 
equity  to  the  tax  system.  The  passive  loss  rule  was  enacted  with 
the  view  that  the  availability  of  tax  benefits  that  may  not  repre- 
sent real  economic  losses  to  shelter  positive  sources  of  income 
harmed  the  economy  generally,  by  retarding  the  growth  of  sectors 
of  the  economy  with  the  greatest  potential  for  expansion. 

The  committee  has  observed  that  publicly  traded  partnerships  re- 
semble corporations  in  significant  respects.  For  example,  such  part- 
nerships, like  publicly  traded  corporations,  give  rise  to  the  expecta- 
tion that  the  entity  will  continue  in  existence  for  the  duration  of 
its  business  activities,  and  holders  of  limited  partnership  interests 
can  freely  transfer  their  interests,  have  limited  liability,  and  gener- 
ally do  not  participate  in  management.  Further,  such  partnerships 
are  marketed  and  access  capital  markets  in  a  manner  similar  to 
that  traditionally  performed  by  corporations,  and  market  interests 
in  the  partnership  on  the  basis  of  the  positive  current  yield  that  an 
investor  can  expect  on  his  investment  in  the  partnership. 

In  this  regard,  the  committee  believes  that  the  return  on  invest- 
ment in  a  publicly  traded  partnership  is  essentially  comparable  to 
the  return  on  an  investment  in  corporate  stock.  Under  the  passive 
loss  rule,  passive  losses  cannot  be  applied  to  offset  dividend  income. 
Similarly,  the  passive  loss  rule  treats  as  portfolio  income  from 
other  investments  such  as  interest-bearing  obligations.  The  com- 
mittee believes  that  income  from  all  publicly  traded  partnerships 
should  be  treated  similarly  to  income  from  investments  in  corpora- 
tions for  purposes  of  the  passive  loss  rule. 

Thus,  the  bill  provides  that  net  income  from  an  interest  in  any 
publicly  traded  partnership  is  not  treated  as  passive  income  that 
can  be  offset  by  passive  losses,  but  rather,  like  dividend  income 
(and  like  other  investments  generating  a  steady  stream  of  positive 
income  such  as  interest),  cannot  be  offset  by  passive  losses. 

Explanation  of  Provision 

Under  the  bill,  net  income  from  publicly  traded  partnerships  is 
not  treated  as  passive  income  for  purposes  of  the  passive  loss  rule. 
Each  partner  in  a  publicly  traded  partnership  treats  loss  (if  any) 
from  the  partnership  as  separate  from  income  and  loss  from  any 
other  publicly  traded  partnership,  and  also  as  separate  from  any 
income  or  loss  from  passive  activities.  Net  income  from  publicly 
traded  partnerships  is  treated  as  portfolio  income  under  the  pas- 
sive loss  rule. 

Net  losses  attributable  to  the  interest  in  the  publicly  traded  part- 
nership are  not  allowed  against  the  partner's  other  income,  but 
rather  are  suspended  and  carried  forward.  Such  net  losses  can  be 
applied  against  net  income  from  the  partnership  in  the  next  year 
(or  the  next  succeeding  year  in  which  the  holder  of  an  interest  in 
the  partnership  has  net  income  from  the  partnership).  Upon  a  com- 
plete disposition  (within  the  meaning  of  the  passive  loss  rule)  of  the 
partner's  entire  interest  in  the  publicly  traded  partnership,  any  re- 
maining suspended  losses  are  allowed. 

In  general,  income  and  loss  items  attributable  to  an  interest  in  a 
publicly  traded  partnership  can  offset  each  other.  Thus,  for  exam- 
ple, assume  that  a  holder  of  an  interest  in  a  publicly  traded  part- 
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nership  has  a  net  loss  from  the  partnership  in  one  year  of  $2,000, 
and  net  income  from  the  partnership  in  the  next  year  of  $1,500. 
$2,000  of  the  loss  from  the  first  year  may  be  applied  against  the 
$1,500  income  in  the  second  year.  The  remaining  $500  loss  contin- 
ues to  be  suspended  at  the  partner  level,  and  may  be  carried  for- 
ward to  future  years  to  offset  net  income  from  the  partnership. 
Similarly,  a  partner's  share  of  credits  from  the  partnership  may  be 
applied  only  to  offset  the  partner's  income  tax  liability  attributable 
to  the  partnership  interest.  The  election  to  adjust  basis  in  the 
event  of  a  disallowed  credit  upon  a  complete  disposition  is  intended 
to  apply,  in  the  case  of  a  complete  disposition  of  an  interest  in  a 
publicly  traded  partnership. 

In  the  case  of  publicly  traded  partnerships  with  income  that  is 
treated  as  portfolio  income  (under  the  passive  loss  rule  as  generally 
applicable)  and  losses  from  business  activities,  the  losses  are  not  in- 
tended to  be  applied  against  the  portfolio  income.  Thus,  partners' 
shares  of  the  loss  may  not  be  applied  against  their  shares  of  that 
portfolio  income.  Thus,  partners  in  publicly  traded  partnerships 
cannot  offset  losses  from  partnership  activities  against  portfolio 
income  within  the  partnership  that  could  not  be  offset  against  port- 
folio income  derived  outside  the  publicly  traded  partnership. 

In  determining  which  losses  from  the  partnership  interest  are 
suspended  and  carried  forward  under  the  provision,  the  general 
rules  normally  applicable  in  determining  which  losses  are  suspend- 
ed under  the  passive  loss  rule  are  applicable.  Generally,  the 
amount  of  the  suspended  losses  is  determined  on  a  pro  rata  basis. 

For  purposes  of  this  rule,  it  is  intended  that  partners  in  publicly 
traded  partnerships  be  treated  as  passive  with  respect  to  their  in- 
terests in  the  partnership.  This  generally  parallels  the  treatment  of 
limited  partners  under  the  passive  loss  rule  under  present  law, 
who  are  generally  treated  as  passive.  Thus,  under  this  rule,  no  net 
losses  or  credits  attributable  to  an  interest  in  a  publicly  traded 
partnership  are  allowed  against  any  income  other  than  income 
from  that  partnership  (absent  a  complete  disposition  of  the  part- 
ner's interest  in  the  partnership).  For  this  purpose,  it  is  not  intend- 
ed that  partners  in  publicly  traded  partnerships  be  allowed  any 
amounts  under  the  special  $25,000  allowance  for  rental  real  estate 
activities  (regardless  of  whether  such  amounts  would  be  allowable 
under  the  passive  loss  rule  as  generally  applicable). 

The  rules  applicable  to  transfers  by  reason  of  death  and  to  gifts 
are  also  intended  to  apply,  in  the  case  of  transfers  of  interests  in 
publicly  traded  partnerships.  This  is  consonant  with  the  intention 
of  the  committee  in  applying  the  loss  and  credit  limitations  and  the 
disposition  rules  of  the  passive  loss  rule  separately  at  the  partner 
level  to  partners'  items  from  publicly  traded  partnerships. 

The  intended  overall  result  is  that  net  losses  and  credits  of  a 
partner  from  each  publicly  traded  partnership  be  suspended  at  the 
partner  level,  carried  forward  (not  back)  and  netted  only  against 
income  from  (or  tax  liability  attributable  to)  that  publicly  traded 
partnership,  and  that  suspended  losses  are  allowed  upon  a  com- 
plete disposition  of  the  partner's  interest  in  the  partnership. 

The  term  publicly  traded  partnership  has  the  same  meaning  for 
this  provision  as  under  the  provision  added  by  section  10122  of  the 
bill  (section  7704  of  the  Code). 
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Effective  Date 

The  provision  is  effective  as  if  included  in  the  amendments  made 
by  section  501  of  the  Tax  Reform  Act  of  1986.  Thus,  the  provision  is 
effective  for  taxable  years  beginning  after  December  31.  1986. 

3.  Treatment  of  publicly  traded  partnerships  for  unrelated  busi- 
ness tax  (sec.  10124  of  the  bill  and  sec.  512  of  the  Code) 

Present  Laic 

Under  present  law.  tax-exempt  organizations  are  subject  to  tax 
on  income  from  unrelated  businesses.  Certain  types  of  income  (such 
as  interest  and  certain  rental  income)  are,  however,  not  treated  as 
unrelated  business  income.  Present  law  also  provides  that  a  part- 
ner's distributive  share  of  income  from  a  partnership  retains  the 
same  character  as  in  the  hands  of  the  partnership.  Thus,  a  tax- 
exempt  organization's  share  of  income  from  a  partnership  (includ- 
ing a  publicly  traded  partnership)  may  be  treated  as  unrelated 
business  income,  or  not,  depending  on  the  underlying  character  of 
the  income  to  the  partnership. 

Reasons  for  Change 

The  committee  is  concerned  that  certain  types  of  income  of  a  tax- 
exempt  organization  from  a  publicly  traded  partnership,  unlike 
income  received  from  a  corporation,  may  not  be  subject  to  tax  at 
any  level,  and  that  consequently,  an  unintended  means  of  circum- 
venting both  the  corporate  level  and  the  shareholder  level  tax  may 
be  available  in  circumstances  where  tax-exempt  organizations 
invest  in  publicly  traded  partnerships  which  are  not  otherwise 
treated  as  corporations.  The  committee  believes  that  such  income 
should  be  subject  to  at  least  one  level  of  tax.  Thus,  the  bill  provides 
that  income  from  a  publicly  traded  partnership  is  treated  as  unre- 
lated business  income  taxable  to  a  partner  that  is  a  tax-exempt  or- 
ganization, regardless  of  the  underlying  character  of  the  income  to 
the  partnership. 

Explanation  of  Provision 

The  bill  provides  that  a  tax-exempt  organization's  share  (whether 
or  not  distributed*  of  the  gross  income  of  a  publicly  traded  partner- 
ship i  that  is  not  otherwise  treated  as  a  corporation  >  is  treated  as 
gross  income  derived  from  an  unrelated  trade  or  business,  and  tax- 
able to  the  organization.  The  organization's  share  of  the  partner- 
ship deductions  are  allowed  in  computing  the  organization's  tax- 
able unrelated  business  income.  The  amounts  includable  or  deduct- 
ible under  this  provision  are  based  on  the  income  and  deductions  of 
the  partnership  for  the  taxable  year  of  the  partnership  ending 
within  or  with  the  taxable  year  of  the  organization. 

A  publicly  traded  partnership  has  the  same  meaning  for  pur- 
poses of  this  provision  as  under  the  provision  added  by  sec.  10122  of 
the  bill  (section  7704  of  the  Code). 
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Effective  Date 

The  provision  is  effective  with  respect  to  partnership  interests 
acquired  after  October  13,  1987. 

4.  Treatment  of  certain  partnership  allocations  (sec.  10125  of  the 
bill  and  sec.  514(c)(9)(B)  of  the  Code) 

Present  Law 

Under  present  law,  tax-exempt  organizations  generally  are  sub- 
ject to  tax  on  unrelated  business  income  (section  511).  In  general, 
income  from  debt-financed  property  is  treated  as  unrelated  busi- 
ness income.  An  exception  from  the  unrelated  business  income  tax 
is  provided,  in  the  case  of  debt-financed  real  property,  provided  the 
property  is  not  leased  back  to  the  seller  and  certain  other  require- 
ments are  met,  even  if,  at  the  same  time,  income  can  be  allocated 
to  tax-exempt  partners  and  losses  to  taxable  partners. 

Reasons  for  Change 

The  committee  is  concerned  that  tax-exempt  organizations  are 
entering  into  transactions  designed  to  transfer  the  benefit  of  their 
tax-exempt  status  to  taxable  organizations,  through  joint  ventures 
involving  debt-financed  real  property.  Therefore,  the  committee  bill 
imposes  limitations  on  partnership  allocations  that  must  be  met  in 
order  that  income  from  debt-financed  real  property  owned  through 
a  partnership  interest  is  not  treated  as  unrelated  business  income 
to  the  tax-exempt  partner. 

Explanation  of  Provision 

The  bill  provides  that  an  exception  from  treatment  of  income 
from  debt-financed  real  property  as  unrelated  business  income  is 
available  to  tax-exempt  partners  only  if  certain  requirements  are 
met.  In  addition  to  the  requirements  of  present  law  (e.g.,  that  the 
arrangement  does  not  involve  a  sale/leaseback),  the  bill  requires 
that  either  (1)  each  partner  be  a  qualified  tax-exempt  organization, 
or,  if  any  partner  is  not  a  tax-exempt  organization,  (2)  each  alloca- 
tion to  a  partner  that  is  a  qualified  tax-exempt  organization  be  (a) 
consistent  with  such  entity's  being  allocated  the  same  distributive 
share  of  each  item  of  income,  gain,  loss,  deduction,  credit,  and  basis 
and  such  share  remains  the  same  during  the  entire  period  the 
entity  is  a  partner  in  the  partnership,  and  (b)  the  allocation  has 
substantial  economic  effect  within  the  meaning  of  the  partnership 
tax  rules.  The  provision  retains  the  rule  of  present  law  that  an  in- 
terest in  a  mortgage  is  not  treated  as  real  property. 

Effective  Date 

The  provision  applies  to  property  acquired  after  October  13,  1987 
(or  initial  financing  incurred  after  October  13,  1987  with  respect  to 
any  property).  A  binding  contract  exception  is  provided  for  proper- 
ty acquired  (and  initial  financing  incurred)  pursuant  to  a  binding 
contract  in  effect  on  October  13,  1987  and  at  all  times  thereafter 
before  the  property  was  acquired  (or  the  financing  incurred). 
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5.  Collection  of  tax  from  partnerships  (sec.  10126  of  the  bill  and 
sec.  6234  of  the  Code) 

Present  Law 

Under  present  law,  each  partnership  is  required  to  file  a  partner- 
ship return  setting  forth  the  partnership  income,  deductions,  and 
credits,  and  each  partner's  distributive  share  of  these  items.  In  gen- 
eral, each  partner  is  required  to  treat  items  on  his  or  her  own 
income  tax  return  consistently  with  the  treatment  on  the  partner- 
ship return. 

The  proper  tax  treatment  of  partnership  items  generally  is  ad- 
ministratively and  judicially  determined  at  the  partnership  level 
rather  than  in  separate  proceedings  with  each  partner.8  Upon  a  de- 
termination that  the  partnership  has  underreported  the  amount  of 
net  income  shown  on  its  return,  the  Internal  Revenue  Service  may 
then  proceed  to  assess  and  collect  from  each  partner  any  additional 
income  tax  owed  by  that  partner  resulting  from  the  determination. 

Reasons  for  Change 

The  committee  is  concerned  that  in  the  case  of  partnerships  with 
large  numbers  of  partners,  the  Internal  Revenue  Service  may  have 
difficulty  collecting  tax  underpayments  resulting  from  adjustments 
to  partnership  returns.  This  is  especially  so  where  hundreds  or 
thousands  of  taxpayers  have  relatively  small  underpayments  re- 
sulting from  a  partnership  adjustment.  The  bill  therefore  provides 
a  mechanism  for  the  Internal  Revenue  Service  to  collect  any  un- 
derpayments resulting  from  adjustments  to  certain  partnership  re- 
turns directly  from  the  partnership  itself. 

Explanation  of  Provision 

The  bill  generally  provides  that  the  Internal  Revenue  Service 
may  collect  underpayments  of  tax  resulting  from  administrative  or 
judicial  determinations  with  registered  partnerships  from  the  part- 
nership itself,  as  well  as  from  each  partner.9 

Under  the  bill,  any  shortfall  of  tax  resulting  from  an  "applicable 
return  adjustment"  must  be  paid  by  the  partnership  on  notice  and 
demand  by  the  Internal  Revenue  Service  in  the  same  manner  as  a 
tax  imposed  on  the  partnership.  For  this  purpose,  an  "applicable 
return  adjustment"  means  an  amended  return  filed  by  the  partner- 
ship, a  settlement  agreement  binding  on  the  partners,  a  final  part- 
nership administrative  adjustment  mailed  to  the  partnership  if  no 
court  proceeding  is  begun  within  150  days  of  the  date  of  mailing, 
and  a  court  decision  that  has  become  final. 

The  amount  of  shortfall  in  tax  for  any  taxable  year  equals  (1)  the 
applicable  percentage  of  the  sum  of  amount  by  which  the  amount 
of  income  or  gains  determined  in  accordance  with  the  applicable 
return  adjustment  exceeds  the  amount  of  income  or  gains  shown 


8  These  rules  were  added  to  the  Code  in  1982  for  taxable  years  beginning  after  1982.  There- 
fore the  Internal  Revenue  Service  has  had  relatively  little  experience  administering  partnership 
level  proceedings. 

9  For  purposes  of  this  discussion,  the  term  "partner"  includes  any  taxpayer  with  an  underpay- 
ment resulting  from  the  partnership  determination. 
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on  the  partnership  return  plus  the  amount  by  which  the  deduc- 
tions and  losses  shown  on  the  partnership  return  exceed  the  deduc- 
tions and  losses  determined  in  accordance  with  the  applicable 
return  adjustment  plus  (2)  the  amount  by  which  the  aggregate 
amount  of  credits  shown  on  the  partnership  return  exceeds  the 
amount  determined  in  accordance  with  the  applicable  return  ad- 
justment.10 For  this  purpose,  the  applicable  percentage  is  the  high- 
est rate  of  tax  in  effect  for  the  taxable  year  for  either  individuals 
(under  section  1)  or  corporations  (under  section  11).  For  example, 
the  applicable  percentage  for  a  calendar  year  1988  partnership 
would  be  34  percent. 

The  amount  of  any  shortfall  in  tax  for  which  the  partnership  is 
liable  is  to  be  reduced  by  the  portion  attributable  to  any  item  of 
income,  gain,  loss,  deduction,  or  credit  to  the  extent  the  partner- 
ship establishes  to  the  satisfaction  of  the  Internal  Revenue  Service 
that  the  item  was  treated  by  a  partner,  either  on  the  partner's 
original  return  or  an  amended  return,  in  accordance  with  the  ap- 
plicable return  adjustment. 

This  provision  will  apply  to  partnerships  with  interests  required 
to  be  registered  under  a  Federal  or  state  law  regulating  securities, 
or  sold  pursuant  to  an  exemption  from  registration  requiring  the 
filing  of  a  notice  with  a  Federal  or  State  agency  regulating  the  of- 
fering or  sale  of  securities. 

The  payment  by  the  partnership  of  any  partnership  shortfall 
shall  be  treated  as  a  payment  by  each  partner  of  his  allocable 
share  of  the  partnership  payment.  Each  partner's  allocable  share 
shall  be  determined  in  accordance  with  the  respective  interests  in 
the  partnership  giving  rise  to  partnership  shortfall.  To  the  extent 
the  payment  by  the  partnership  creates  an  overpayment  with  re- 
spect to  any  partner,  that  partner  may  file  a  claim  for  credit  or 
refund  of  the  overpayment.  Under  this  provision,  the  partnership 
has  a  right  to  recover  any  amount  paid  to  the  Internal  Revenue 
Service  from  the  partner  on  whose  behalf  the  payment  is  made. 

Effective  Date 

This  provision  applies  to  taxable  years  beginning  after  December 

31,  1987. 

6.  Study  of  tax  treatment  of  publicly  traded  partnerships  (sec. 
10127  of  the  bill) 

Present  Law 

Present  law  provides  that  a  partnership  is  not  subject  to  tax  at 
the  partnership  level,  but  rather,  income  and  loss  of  the  partner- 
ship is  subject  to  tax  at  the  partner's  level.  A  partner's  share  of 
partnership  income  is  generally  determined  without  regard  to 
whether  he  receives  any  corresponding  cash  distributions.  Thus, 
under  present  law,  partnerships  generally  are  treated  as  conduits. 


10  The  amount  of  any  income,  gain,  deduction,  loss  or  credit  shall  be  determined  as  if  the 
partnership  were  an  individual,  the  elections  under  section  617(a)  and  901  were  made,  and  no 
amount  was  excluded  under  section  108. 
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Reasons  for  Change 

The  committee,  in  this  bill,  has  taken  action  to  change  the  tax 
treatment  of  certain  publicly  traded  partnerships,  based  on  its  con- 
cerns relating  to  preservation  of  the  corporate  tax  base,  fairness  of 
the  tax  system  in  limiting  opportunities  for  some  taxpayers,  but 
not  others  to  disincorporate  or  to  electively  integrate  the  corporate 
and  shareholder  levels  of  tax,  and  the  administrability  of  the  tax 
system.  The  committee  feels  that  it  is  appropriate  to  monitor  and 
observe  the  changes  made,  in  order  to  ascertain  whether  they  have 
been  effective  and  whether  further  changes  are  necessary. 

Explanation  of  Provision 

The  bill  provides  that  the  Secretary  of  the  Treasury  shall  con- 
duct a  study  of  the  issue  of  treating  publicly  traded  limited  part- 
nerships (and  other  partnerships  which  significantly  resemble  cor- 
porations) as  corporations  for  Federal  income  tax  purposes,  includ- 
ing the  issues  of  disincorporation  and  opportunities  for  avoidance 
of  the  corporate  tax. 

Effective  Date 

The  Secretary  is  required  to  submit  a  report  on  the  study,  with 
such  recommendations  as  the  Secretary  deems  appropriate,  to  the 
House  Committee  on  Ways  and  Means  and  the  Senate  Committee 
on  Finance,  no  later  than  January  1,  1989. 


C.  Corporate  Provisions 

1.  Reduction  of  tax  avoidance  in  certain  corporate  dispositions 
(sees.  10139  and  10140  of  the  bill  and  sees.  332,  337,  355,  and 
304  of  the  Code) 

Present  Law 

Gains  on  certain  distributions  to  a  controlling  U.S.  corporate 
shareholder  (an  80-percent  distributee)  are  not  taxed  to  the  distrib- 
uting corporation  in  a  liquidation  (sec.  337).  (Gains  on  liquidating 
distributions  to  a  controlling  foreign  corporate  shareholder  general- 
ly are  taxed  to  the  distributing  corporation  (sec.  367(e)). 

By  contrast,  a  nonliquidating  distribution  to  a  controlling  U.S. 
corporate  shareholder  causes  the  distributing  corporation  to  recog- 
nize gain,  though  the  gain  would  be  deferred  if  the  two  corpora- 
tions were  filing  consolidated  returns  until  a  disposition  of  the  dis- 
tributed property  or  the  occurrence  of  certain  other  events  (sec.  311 
of  the  Code;  Treas.  Reg.  sec.  1.1502-13).  A  distribution  represents  a 
dividend  to  the  recipient  to  the  extent  of  the  current  or  accumulat- 
ed earnings  and  profits  of  the  distributing  corporation,  and  pro- 
duces recovery  of  basis  or  a  capital  gain  to  the  extent  it  exceeds 
such  earnings  and  profits  (sec.  301). 

If  the  recipient  of  a  nonliquidating  distribution  is  a  corporation 
that  is  affiliated  with  the  distributing  corporation  (for  example, 
generally  where  the  recipient  corporation  owns  stock  in  the  distrib- 
uting corporation  representing  80  percent  or  more  of  its  vote  and 
value),  the  recipient  is  eligible  for  a  100  percent  dividends-received 
deduction  if  the  distribution  is  out  of  earnings  and  profits  of  a  tax- 
able year  on  each  day  of  which  the  distributing  and  recipient  cor- 
porations were  members  of  the  affiliated  group,  and  if  an  election 
is  made.  If  the  two  corporations  file  a  consolidated  return,  the  divi- 
dend is  excluded  0 'eliminated")  from  the  income  of  the  recipient. 

Certain  divisive  distributions  of  corporate  stock  are  also  tax-free 
to  the  distributing  corporation,  provided  that  certain  statutory  and 
other  constraints  are  met,  including  a  condition  that  the  transac- 
tion not  be  a  device  for  the  distribution  of  earnings  and  profits  and 
certain  other  requirements  (sec.  355). 

A  sale  of  stock  of  a  subsidiary  to  a  related  corporation  is  general- 
ly "deemed"  to  be  a  dividend  to  the  extent  of  earnings  and  profits 
of  the  two  corporations,  and  the  statute  provides  specific  rules  for 
the  movement  of  earnings  and  profits  and  other  aspects  related  to 
such  a  dividend  (sec.  304).  In  determining  whether  two  corporations 
are  related  for  purposes  of  this  rule,  certain  "back  attribution" 
rules  apply  with  the  result  that  a  corporation  can  be  deemed  to  re- 
ceive a  dividend  or  other  distribution  from  another  corporation  in 
which  it  owns  no  stock  (sec.  318).  In  some  instances  the  deemed  div- 

(1080) 
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idend  rules  may  produce  tax  results  more  favorable  than  an  actual 
sale  or  an  actual  dividend. 

A  corporation  or  other  shareholder  that  surrenders  stock  in  ex- 
change for  property  distributed  in  a  liquidation  generally  recog- 
nizes capital  gain  or  loss,  respectively,  to  the  extent  that  the  value 
of  the  property  received  exceeds  or  is  less  than  the  shareholder's 
basis  in  its  stock  of  the  liquidating  corporation.  Under  a  special 
provision,  however,  no  gain  or  loss  is  recognized  by  the  recipient 
corporation  on  liquidation  of  another  corporation  if  the  recipient 
corporation  owns  80  percent  of  the  vote  and  value  of  the  stock  of 
the  liquidating  corporation  (sec.  332).  Moreover,  foreign  sharehold- 
ers generally  are  not  taxed  on  the  receipt  of  liquidating  distribu- 
tions. 

Reasons  for  Change 

The  Tax  Reform  Act  of  1986  changed  the  prior-law  rules  for  the 
treatment  of  the  distributing  corporation  on  liquidating  distribu- 
tions. Such  distributions  are  generally  treated  in  the  same  manner 
as  nonliquidating  distributions,  that  is,  as  if  the  distributing  corpo- 
ration had  sold  the  distributed  property  to  the  recipient  at  fair 
market  value.  The  conference  agreement  stated  it  was  appropriate 
to  conform  the  treatment  of  liquidating  and  nonliquidating  distri- 
butions and  to  require  recognition  when  appreciated  property,  in- 
cluding stock  of  a  subsidiary,  is  transferred  to  a  corporate  or  an  in- 
dividual recipient  outside  the  economic  unit  of  the  selling  or  dis- 
tributing affiliated  group. 1 1 

The  Tax  Reform  Act  of  1986  provided  an  exception  for  liquidat- 
ing distributions  to  an  80-percent  corporate  distributee,  even 
though  no  such  exception  existed  for  nonliquidating  distributions. 
The  legislative  history  accompanying  the  Act  stated  that  this  ex- 
ception for  liquidating  distributions  was  provided  because  the  prop- 
erty (together  with  the  other  attributes  of  the  liquidated  subsidi- 
ary) is  retained  within  the  economic  unit  of  the  affiliated  group. 
Because  such  an  intercorporate  transfer  within  the  group  is  a  non- 
recognition  event,  carryover  basis  follows.  As  a  result  of  the  carry- 
over basis,  the  corporate-level  tax  will  be  paid  if  the  distributed 
property  is  disposed  of  by  the  recipient  corporation  to  a  person  out- 
side of  the  group.12 

These  provisions  were  intended  to  require  the  recognition  of  cor- 
porate-level gain  whenever  an  appreciated  subsidiary  is  sold  or  dis- 
tributed outside  of  the  economic  unit  of  an  affiliated  group.  The 
statute  contemplates  that  a  sale  of  subsidiary  stock  may,  under  an 
election,  be  treated  as  a  sale  of  the  assets  of  the  subsidiary  instead, 
so  as  to  avoid  the  potential  for  multiple  corporate  level  taxation  of 
the  same  appreciation.  However,  the  statute  specifically  rejects  the 
concept  that  recognition  can  be  deferred  merely  because  the  under- 
lying assets  of  the  subsidiary  do  not  obtain  a  stepped-up  basis.  This 
is  because  the  potential  for  a  corporate-level  tax  in  the  future,  re- 
sulting from  the  low  basis  of  the  assets,  is  not  the  economic  equiva- 


11  H.R.  Rep.  99-841,  99th  Cong.  2d  Sess.  pp.203-204  (1986). 

12  Id.  p.  202. 
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lent  of  a  current  tax  on  the  appreciation  at  the  time  of  the  sale  or 
distribution. 

The  committee  understands  that  some  taxpayers  take  the  posi- 
tion that  an  appreciated  subsidiary  may  be  sold  or  distributed  out- 
side the  affiliated  group  without  the  current  recognition  of  gain  on 
the  appreciation  by  the  selling  or  distributing  corporation. 

Some  of  such  taxpayers  apparently  take  the  position  that  the  so- 
called  "mirror"  subsidiary  transaction  was  not  curtailed  by  the 
1986  Act.  This  transaction  involves  a  liquidation  of  an  acquired  cor- 
poration into  one  or  more  '  'mirror"  subsidiaries  of  the  acquiror 
which  together  have  purchased  the  stock  of  the  the  target  corpora- 
tion and  which  have  a  basis  in  the  hands  of  the  acquiror  reflecting 
the  respective  values  of  different  subsidiaries,  divisions,  or  other 
assets  of  the  acquired  corporation.  The  assets  of  the  acquired  corpo- 
ration typically  have  a  value  in  excess  of  their  tax  basis,  so  that  a 
sale  by  the  acquired  corporation,  whether  in  liquidation  or  other- 
wise, would  have  resulted  in  taxable  gain.  The  liquidation  is 
claimed  to  be  a  nontaxable  event  to  the  distributing  corporation  be- 
cause the  liquidation  is  claimed  to  qualify  under  the  provision  ex- 
cepting liquidating  distributions  to  an  80-percent  distributee.  How- 
ever, instead  of  effectively  retaining  a  carryover  basis  for  the  dis- 
tributed property  so  that  gain  is  recognized  when  the  property 
leaves  the  group,  some  taxpayers  maintain  that  the  "mirror"  sub- 
sidiary, the  stock  of  which  has  a  fair  market  value  basis,  can  be 
sold  outside  the  group  without  incurring  the  corporate  level  tax 
that  would  have  been  incurred  if  the  acquired  corporation  itself 
had  sold  the  stock  or  other  assets  that  were  distributed  to  the 
mirror  subsidiary. 

The  committee  believes  that  the  mirror  transaction  is  not  per- 
mitted under  present  law.  Among  other  things,  such  transactions 
would  avoid  a  principal  purpose  of  the  1986  Act  provisions,  which 
was  to  eliminate  tax  biases  that  can  favor  the  disposition  of  corpo- 
rate assets  by  an  acquiror  in  the  course  of  an  acquisition  over  dis- 
position by  the  original  owners.  One  purpose  of  the  bill  is  to  clarify 
that  such  transactions  are  not  permitted.  The  committee  believes, 
in  this  connection,  that  it  is  appropriate  to  conform  the  treatment 
of  all  liquidating  distributions  to  a  controlling  corporate  sharehold- 
er to  the  treatment  of  nonliquidating  distributions.  Taxpayers 
might  otherwise  continue  to  attempt  to  avoid  the  limitations  on 
nonliquidating  distributions  through  a  complete  liquidation. 

The  committee  is  also  aware  that  some  taxpayers  take  the  posi- 
tion that  certain  other  provisions  of  the  Code  may  permit  the  cre- 
ation of  structures  said  to  allow  the  sale  or  distribution  of  an  ap- 
preciated corporate  subsidiary  without  the  recognition  of  current 
corporate  level  tax  on  the  appreciation,  or  structures  that  have  the 
effect  of  permitting  one  or  more  acquirors  to  acquire  or  resell  cor- 
porate subsidiaries  or  other  assets  with  more  favorable  tax  results 
than  the  original  owners  could  obtain.  Such  provisions  include  the 
provisions  of  section  304  of  the  Code  and  the  "deemed"  dividend 
that  it  creates,  and  the  provisions  of  section  355  of  the  Code  that, 
together  with  section  358  of  the  Code,  permit  a  substituted  basis 
when  stock  of  one  corporation  is  distributed  by  another  corpora- 
tion. Such  provisions  might  be  used  to  claim  a  stepped-up,  fair 
market  value  basis  when  a  subsidiary  of  an  acquired  corporation  is 
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distributed  to  the  acquiring  corporation.  The  committee  believes 
that  the  requirements  of  section  355  of  the  Code  should  generally 
prevent  the  use  of  that  section  to  accomplish  a  sale  of  a  recently 
distributed  subsidiary  (or  its  recently  acquired  parent)  without  cor- 
porate level  tax,  or  effectively  to  accomplish  a  sale  of  a  subsidiary 
to  any  significant  shareholder  by  a  distribution  with  respect  to  re- 
cently purchased  stock.  However,  the  committee  believes  that  it  is 
appropriate  to  treat  section  355  distributions  within  an  affiliated 
group  generally  in  the  same  manner  as  other  distributions,  to  di- 
minish tax-avoidance  positions  that  might  be  taken  by  some  tax- 
payers. In  addition,  the  committee  believes  that  certain  additional 
bright-line  rules  are  desirable. 

Explanation  of  Provision 

The  bill  generally  treats  liquidating  distributions  to  an  80-per- 
cent or  more  corporate  shareholder  in  the  same  manner  as  nonli- 
quidating  distributions.  Thus,  the  distributing  corporation  recog- 
nizes gain  as  if  the  property  distributed  had  been  sold  to  the  dis- 
tributee at  fair  market  value.13  Similarly,  the  consequences  for  the 
shareholder  are  the  same  as  if  a  nonliquidating  distribution  had 
been  made  of  the  subsidiary's  assets  immediately  before  the  liqui- 
dation. 

If  the  distributing  corporation  and  the  recipient  corporation  file 
consolidated  returns,  the  committee  intends  that  the  distribution 
will  be  treated  as  a  deferred  intercompany  sale  by  the  distributing 
corporation  with  the  result  that  the  gain  of  the  distributing  corpo- 
ration is  deferred  until  the  distributed  property  leaves  the  group  or 
certain  other  events  under  the  consolidated  return  regulations 
occur  (the  liquidation  of  the  distributing  corporation  will  not  treat- 
ed as  a  disposition  of  the  distributing  corporation  for  this  purpose). 
For  this  purpose,  the  disposition  outside  the  group  of  some  of  the 
assets  distributed  in  the  liquidation  will  trigger  gain  recognition 
with  respect  to  those  assets  but  not  with  respect  to  other  assets 
that  were  distributed  in  the  liquidation  and  that  are  retained 
within  the  group.  The  consolidated  return  regulations  shall  not 
apply  to  any  transaction  to  the  extent  they  are  inconsistent  with 
this  provision. 

The  bill  retains  the  result  of  present  law  that  no  gain  or  loss  is 
recognized  by  an  80-percent  controlling  corporate  shareholder  on 
the  liquidation  of  a  subsidiary,  but  with  a  modification.  To  the 
extent  of  the  distributing  corporation's  current  or  accumulated 
earnings  and  profits  (including  earnings  and  profits  generated  by 
the  recognition  of  any  non-deferred  gain  on  the  distribution),  the 

-amounts  distributed  to  the  recipient  corporation  are  treated  as  a 
dividend.  If  the  dividend  is  eligible  for  the  100  percent  dividends 
received  deduction  or  is  eliminated  in  consolidation,  there  will  be 
no  tax  to  the  recipient.  To  the  extent  the  dividend  is  not  eligible 
for  such  treatment  (for  example,  a  dividend  out  of  pre-affiliation 

I  earnings  and  profits  or  a  dividend  paid  to  a  foreign  shareholder)  it 

1  will  be  taxable  to  the  recipient  corporation. 


13  For  purposes  of  the  liquidation  rule  (unlike  a  nonliquidating  distribution)  loss  is  also  recog- 
nized; however,  no  loss  in  excess  of  the  gain  recognized  is  permitted. 
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Because  the  bill  treats  liquidating  distributions  from  a  U.S.  cor- 
poration to  a  foreign  parent  as  a  dividend,  the  committee  intends 
that  similar  treatment  apply  to  a  foreign  corporation  that  has  a 
U.S.  branch  engaging  in  a  U.S.  trade  or  business  and  that  liqui- 
dates or  otherwise  terminates  its  U.S.  business.  Thus,  the  commit- 
tee intends  that  the  branch  profits  tax  be  imposed  on  either  of 
these  two  events.  Accordingly,  the  committee  intends  that  I.R.S. 
Notice  86-17  (Dec.  12,  1986)  will  no  longer  be  applicable  to  the  liq- 
uidation of  a  foreign  corporation  with  a  U.S.  business  or  the  termi- 
nation of  a  foreign  corporation's  U.S.  business,  either  of  which 
occur  after  the  effective  date  of  the  provision  (October  13,  1987). 

The  bill  provides  that  a  distribution  of  stock  will  not  qualify  for 
nonrecognition  under  section  355  of  the  Code  if  control  of  a  corpo- 
ration which  was  conducting  such  business  was  acquired  in  a  tax- 
able transaction  within  the  5  year  period  ending  on  the  date  of  the 
distribution  through  one  or  more  corporations,  including  the  dis- 
tributing corporation.  In  addition,  any  distribution  otherwise  quali- 
fying under  section  355  will  be  treated  in  the  same  manner  as  a 
nonqualifying  distribution  if  it  is  made  to  a  member  of  the  same 
affiliated  group  as  the  distributing  corporation. 

The  bill  modifies  the  provisions  of  section  304  of  the  Code  in  the 
case  of  transactions  between  members  of  a  group  controlled  by  the 
same  corporation  (for  this  purpose,  the  bill  provides  that  control  is 
determined  without  regard  to  the  back-attribution  rules  of  sec. 
318(a)(3)(C)).  In  the  case  of  any  sale  of  stock  of  one  member  of  the 
group  to  another  member,  the  transaction  is  treated  as  if  the  stock 
that  is  sold  had  been  distributed  to  the  common  parent  (deter- 
mined under  section  304  without  regard  to  such  back-attribution) 
and  recontributed  to  the  recipient  corporation,  and  as  if  the  cash  or 
other  property  that  is  exchanged  had  likewise  been  distributed  to 
the  common  parent  and  recontributed  to  the  recipient  corporation. 
The  bill  also  provides  the  Secretary  authority  to  provide  regula- 
tions making  appropriate  adjustments  to  the  members'  earnings 
and  profits  and  to  the  indirect  foreign  tax  credit  provisions,  includ- 
ing proper  adjustments  to  the  earnings  pool  as  well  as  recognition 
of  the  indirect  credit. 

The  bill  also  expressly  provides  that  Treasury's  regulatory  au- 
thority extends  so  that  the  purposes  of  these  provisions  may  not  be 
circumvented  by  any  other  transactions.  The  purposes  of  these  pro- 
visions include  clarification  that  a  current  corporate  level  tax  is  to 
be  paid  when  an  appreciated  subsidiary  or  other  property  is  effec- 
tively disposed  of  outside  of  the  group,  and  a  reiteration  that  ac- 
quirors of  a  corporation  should  not  be  favored  over  the  original 
owners  in  the  tax  consequences  of  a  sale  of  subsidiaries  or  other 
assets  of  that  corporation.  It  is  intended  that  transactions  that 
have  this  effect,  regardless  of  their  form,  will  result  in  the  payment 
of  the  tax. 

Effective  Date 

The  provisions  are  effective  for  distributions  after  October  13, 
1987. 
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2.  Limitation  on  deduction  of  interest  on  certain  corporate  acqui- 
sition indebtedness  (sec.  10138  of  the  bill  and  new  sec.  279A  of 
the  Code) 

Present  Law 

In  general,  corporate  earnings  distributed  as  dividends  on  equity 
are  taxed  at  both  the  corporate  level  (when  earned  by  the  corpora- 
tion) and  at  the  shareholder  level  (when  distributed).  By  contrast, 
corporate  earnings  distributed  in  the  form  of  interest  on  corporate 
debt  bear  no  corporate-level  tax  because  interest  is  deductible  by 
the  distributing  corporation. 

Section  279  of  the  Code  in  limited  circumstances  denies  a  deduc- 
tion for  interest  on  corporate  acquisition.  The  limitation  applies  to 
interest  in  excess  of  $5  million  per  year  incurred  by  a  corporation 
with  respect  to  debt  obligations  issued  to  provide  consideration  for 
the  acquisition  of  stock,  or  two-thirds  of  the  assets  of,  another  cor- 
poration, if  each  of  the  following  conditions  exists:  (1)  the  debt  is 
substantially  subordinated;  (2)  the  debt  carries  an  equity  participa- 
tion (for  example,  includes  warrants  to  purchase  stock  of  the  issuer 
or  is  convertible  into  stock  of  the  issuer);  and  (3)  the  issuer  is  thinly 
capitalized  (i.e.,  has  an  excessive  debt-to-equity  ratio)  or  projected 
annual  earnings  do  not  exceed  three  times  annual  interest  costs. 

Reasons  for  Change 

The  committee  believes  that  the  provisions  of  present  law  pro- 
vide unwarranted  tax  incentives  for  corporate  mergers  and  acquisi- 
tions. The  interest  deduction  encourages  the  replacement  of  corpo- 
rate equity  with  debt  as  a  means  of  sheltering  corporate  income 
and  thereby  reducing  taxes.  Section  279  has  proved  to  be  an  inef- 
fective deterrent  to  such  acquisitions. 

The  committee  is  concerned  that  the  excessive  leveraging  that 
has  manifested  itself  in  recent  years  reduces  the  corporate  income 
tax  base  by  replacing  corporate  equity  with  debt,  particularly  in 
circumstances  where  no  corporate-level  tax  has  been  paid  on  appre- 
ciated assets  and  the  earnings  derived  from  those  assets  are  shel- 
tered by  post-acquisition  interest  deductions.  The  committee  is  also 
concerned  that  such  leveraging  may  be  particularly  likely  to  occur 
in  the  context  of  an  acquisition  or  significant  redemption  and  may 
threaten  the  health  of  the  corporate  sector  and  the  economy  in 
general. 

Explanation  of  Provision 

Under  the  bill,  deductions  would  be  denied  for  interest  in  excess 
of  $5  million  per  year  incurred  by  a  corporation  with  respect  to 
debt  supporting  either  (1)  the  acquisition  of  50  percent  or  more  of 
the  stock  of  another  corporation  or  (2)  the  redemption  by  a  corpora- 
tion of  50  percent  or  more  of  its  own  stock.  All  acquisitions  during 
any  three-year  period  are  aggregated  in  determining  whether  one 
1  of  these  50-percent  thresholds  is  met. 

The  provision  applies  to  any  interest  on  debt  incurred  or  contin- 
ued (i.e.,  directly  allocable)  in  connection  with  the  stock  acquisition 
or  redemption.  It  also  applies  to  any  other  interest  indirectly  alio- 
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cable  to  the  acquisition  or  redemption.  For  this  purpose,  allocable 
interest  is  determined  by  multiplying  the  corporation's  total  inter- 
est expense  by  a  fraction,  the  numerator  of  which  is  the  corpora- 
tion's average  adjusted  basis  in  the  stock  acquired  and  the  denomi- 
nator of  which  is  the  average  adjusted  basis  of  all  the  corporation's 
assets.  Directly  allocable  interest  and  debt  are  ignored  for  purposes 
of  this  computation.  In  the  case  of  indirectly  allocable  interest,  the 
limitation  terminates  five  years  after  the  date  of  the  acquisition. 

The  interest  disallowance  provision  does  not  apply  if  the  acquisi- 
tion is  a  qualified  stock  purchase  within  the  meaning  of  section 
338,  and  an  election  is  made  under  that  section  to  treat  the  acquisi- 
tion as  an  asset  acquisition. 

Effective  Date 

The  provision  is  generally  effective  for  acquisitions  or  redemp- 
tions after  October  13,  1987.  Exceptions  are  provided  for  transac- 
tions pursuant  to  a  binding  written  contract  in  effect  on  October 
13,  1987,  and  at  all  times  thereafter  prior  to  the  date  of  the  acquisi- 
tion, and  for  transactions  after  October  13,  1987  if  there  was  action 
by  the  board  of  directors,  shareholder  approval,  a  letter  of  intent,  a 
tender  offer,  or  public  announcement  to  shareholders  in  effect  on 
October  13,  1987,  and  at  all  times  thereafter,  provided  the  acquisi- 
tion or  redemption  is  completed  before  January  1,  1989. 

3.  Special  rules  for  hostile  corporate  acquisitions  and  greenmail 
payments  (sees.  10142-10144  of  the  bill  and  sections  5881. 
275(a),  338(i),  and  280H  of  the  Code) 

Present  Law 

Gain  on  the  sale  or  exchange  of  corporate  stock  is  generally 
taxed  at  regular  tax  rates.  A  buyer  of  a  controlling  interest  in  cor- 
porate stock  may  (but  is  not  required  to)  treat  the  stock  purchase 
as  a  taxable  purchase  of  the  underlying  assets  (sec.  338).  A  deduc- 
tion is  generally  allowed  for  interest  paid  or  incurred  during  the 
taxable  year. 

Reasons  for  Change 

The  committee  believes  that  corporate  acquisitions  that  lack  the 
consent  of  the  acquired  corporation  are  detrimental  to  the  general 
economy  as  well  as  to  the  welfare  of  the  acquired  corporation's  em- 
ployees and  community.  The  committee  therefore  believes  it  is  ap- 
propriate not  only  to  remove  tax  incentives  for  corporate  acquisi- 
tions, but  to  create  tax  disincentives  for  such  acquisitions.  In  addi-, 
tion,  the  committee  believes  that  taxpayers  should  be  discouraged 
from  realizing  short-term  profits  by  acquiring  stock  in  a  public 
tender  offer  and  later  being  redeemed  by  the  corporation  in  an 
effort  by  the  corporation  to  avert  the  hostile  takeover. 

Explanation  of  Provisions 

Under  the  bill,  if  a  corporation  makes  a  qualified  stock  purchase 
within  the  meaning  of  section  338  and  any  significant  portion  of 
the  stock  is  acquired  pursuant  to  an  offer  disapproved  by  a  majori- 
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ty  of  the  independent  directors  of  such  corporation  (a  "hostile 
tender  offer"),  the  acquiring  corporation  is  treated  as  having  made 
an  election  under  section  338(a).  Accordingly,  the  target  corpora- 
tion is  deemed  to  have  sold  all  of  its  assets  at  fair  market  value  in 
a  taxable  transaction.  Special  rules  apply  for  purposes  of  determin- 
ing whether  there  is  a  qualified  stock  purchase  and  the  grossed-up 
basis  of  the  acquiring  corporation's  recently  purchased  stock. 

The  bill  also  denies  a  deduction  for  interest  on  indebtedness  in- 
curred or  continued  by  a  corporation  to  purchase  20  percent  or 
more  of  the  stock  of  another  corporation  pursuant  to  a  hostile 
tender  offer. 

Finally,  under  the  bill  a  person  who  receives  "greenmail"  is  sub- 
ject to  a  non-deductible  50-percent  excise  tax  on  any  gain  realized 
on  such  receipt.  Greenmail  is  defined  as  any  amount  paid  by  a  cor- 
poration in  redemption  of  its  stock  if  such  stock  has  been  held  by 
the  shareholder  for  less  than  two  years  and  the  shareholder  (or  any 
related  person  or  person  acting  in  concert  with  the  shareholder) 
made  or  threatened  a  public  tender  offer  for  stock  in  the  corpora- 
tion during  that  period. 

Effective  Date 

The  treatment  of  a  hostile  qualified  stock  purchase  as  an  asset 
acquisition  under  338  applies  to  acquisitions  after  the  date  of  enact- 
ment of  the  provision.  The  denial  of  interest  deductions  with  re- 
spect to  debt  incurred  in  hostile  acquisitions  applies  to  debt  in- 
curred after  the  date  of  enactment.  The  50-percent  excise  tax  on 
gains  attributable  to  greenmail  payments  applies  to  payments  re- 
ceived after  the  date  of  enactment. 

4.  Computation  of  earnings  and  profits  for  purposes  of  intercor- 
porate dividends  and  basis  adjustments  under  consolidated 
return  provisions  (overruling  of  Woods  Investment  Co.)  (sec. 
10133  of  the  bill  and  sees.  1503  and  301(f)  of  the  Code) 

Present  Law 

In  general,  an  affiliated  group  of  corporations  may  elect  to  file  a 
consolidated  return  that  aggregates  the  income  and  deductions  of 
the  common  parent  and  its  subsidiaries.  An  affiliated  group  gener- 
ally includes  a  domestic  corporation  and  its  domestic  subsidiaries 
connected  in  a  chain  of  at  least  80-percent  ownership.  The  Code 
grants  the  Treasury  Department  broad  authority  to  issue  regula- 
tions governing  the  computation  of  the  tax  liability  of  an  affiliated 
group  of  corporations  filing  a  consolidated  return. 

In  1966,  the  Treasury  Department  issued  revised  consolidated 
return  regulations  requiring  adjustment  of  a  parent  corporation's 
basis  in  the  stock  of  a  subsidiary  by  reference  to  changes  in  the 
earnings  and  profits  of  the  subsidiary.  The  regulations  require  a 
parent  corporation  to  increase  its  basis  in  the  stock  of  a  subsidiary 
by  the  amount  of  the  undistributed  net  earning  and  profits  of  the 
subsidiary  for  the  taxable  year,  and  to  reduce  its  basis  in  such 
;  stock  by  the  amount  of  any  deficit  in  earnings  and  profits,  among 
:  other  adjustments.  At  the  time  these  regulations  were  issued,  dif- 
ferences between  earnings  and  profits  and  taxable  income  were  es- 
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sentially  permanent  as  opposed  to  timing  differences.  The  result 
was  that  adjustments  to  basis  of  the  assets  of  a  subsidiary  were  re- 
flected immediately  as  adjustments  to  the  parent  corporation's 
basis  in  stock  of  the  subsidiary. 

Subsequently,  Congress  enacted  amendments  to  the  provisions  of 
the  Code  defining  earnings  and  profits.  As  a  result  of  these  amend- 
ments, certain  deferral  amounts  affected  earnings  and  profits  at  a 
different  rate  than  they  affected  a  corporation's  taxable  income. 
For  example,  earnings  and  profits  were  reduced  only  by  the 
amount  of  straight-line  depreciation,  even  though  accelerated  de- 
preciation was  used  for  purposes  of  computing  taxable  income. 
Similarly,  gain  reported  on  the  installment  method  and  income  re- 
ported under  the  completed  contract  method  were  included  in  earn- 
ings and  profits  at  a  faster  rate  than  for  taxable  income  purposes. 

The  purpose  of  these  amendments  to  the  definition  of  earnings 
and  profits  was  to  prevent  corporations  with  economic  profits  from 
making  distributions  to  individual  shareholders  that  would  other- 
wise constitute  tax-free  returns  of  capital,  or  capital  gains  taxed  at 
a  preferential  rate,  to  the  shareholder.  In  a  consolidated  return 
context,  however,  the  effect  of  applying  these  amendments  in  com- 
puting basis  adjustments  was  to  create  a  disparity  between  the  rate 
at  which  these  items  reduced  or  increased  a  parent's  basis  in  the 
stock  of  its  subsidiary  and  the  rate  they  reduced  or  increased  the 
group's  consolidated  taxable  income.  Because  of  these  earnings  and 
profits  adjustments,  a  parent  corporation  could  sell  stock  in  a  sub- 
sidiary and  recognize  an  artificially  reduced  gain,  or  an  artificial 
loss. 

In  Woods  Investment  Co.  v.  Commissioner,  85  T.C.  274  (1985),  the 
Tax  Court  rejected  the  Internal  Revenue  Service's  argument  that 
the  taxpayer  should  not  be  allowed  to  apply  these  amendments  for 
purposes  of  computing  basis  adjustments  because  the  effect  was  to 
allow  the  taxpayer  a  double  deduction.  The  court  held  the  Service 
was  bound  by  a  literal  application  of  the  statutory  definition  of 
earnings  and  profits  and  its  own  regulations  requiring  basis  adjust- 
ments based  on  earnings  and  profits.  The  Service  subsequently  an- 
nounced that  it  would  not  appeal  this  decision  and  would  not  reas- 
sert the  position  taken  in  Woods  against  other  taxpayers  (An- 
nouncement 86-32).  It  nonetheless  took  the  position  that  its  posi- 
tion in  Woods  was  correct,  and  stated  that  it  was  considering  modi- 
fication of  the  consolidated  return  regulations  to  prevent  under- 
statement of  gain  in  that  situation  and  other  situations. 

A  similar  issue  arises  in  a  consolidated  return  context  where  an 
insolvent  subsidiary  realizes  cancellation  of  indebtedness  income. 
The  earnings  and  profits  of  the  subsidiary  may  be  increased  by  the 
amount  of  such  income,  even  though  the  income  is  excluded  from 
the  subsidiary's  taxable  income.  If  so,  the  parent  corporation's 
basis  in  the  stock  is  increased  (or  its  "excess  loss  account",  or  nega- 
tive basis,  is  reduced)  by  an  amount  that  has  not  been  reflected  in 
consolidated  taxable  income. 

A  benefit  similar  to  that  at  issue  in  the  Woods  case  may  exist 
where  the  distributor  and  distributee  do  not  file  a  consolidated 
return.  Special  rules  prevent  the  occurrence  of  these  distortions  in 
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certain  circumstances.14  If  a  20-percent  or  more  corporate  share- 
holder receives  a  distribution  from  another  corporation  that  would 
otherwise  qualify  for  the  dividends  received  deduction,  the  taxable 
income  of  the  shareholder  (and  its  adjusted  basis  in  the  stock  of  the 
distributing  corporation)  is  determined  by  ignoring  certain  adjust- 
ments otherwise  required  in  determining  the  earning  and  profits  of 
the  distributing  corporation  (sec.  301(f)),  redesignated  as  sec.  301(e) 
by  the  Technical  Corrections  subtitle  of  this  bill).  That  is,  the  earn- 
ings and  profits  treatment  of  the  items  is  conformed  to  the  taxable 
income  treatment.  These  special  conformity  rules  do  not  apply, 
however,  to  depreciation. 

Reasons  for  Change 

The  committee  believes  that  the  present  consolidated  return  reg- 
ulations, as  applied  in  the  Woods  case,  confer  an  unwarranted  and 
unintended  tax  benefit.  Under  present  law,  the  adjustment  in  the 
basis  of  a  subsidiary's  stock  fails  to  account  for  the  tax  benefits  re- 
alized by  the  consolidated  group  during  the  subsidiary's  affiliation 
and  also  fails  to  require  the  group  to  pay  tax  on  the  economic 
profit  received  when  a  subsidiary  is  sold.  The  original  justification 
for  the  consolidated  return  provisions  of  Code  was  that  the  individ- 
ual members  of  a  controlled  group  of  corporations  should,  as  a 
matter  of  equity  and  convenience  for  both  the  government  and  the 
taxpayer,  be  taxed  as  a  single  business  unit. 1 5  Yet  the  current  con- 
solidated return  regulations  may  produce  consequences  on  disposi- 
tion of  a  subsidiary  that  are  substantially  more  favorable  than  if 
the  parent  and  its  subsidiary  were  a  single  corporation. 

The  committee  believes  that  the  consolidated  return  regulations 
may  appropriately  provide  rules  that  allow  more  favorable  conse- 
quences for  distributions  and  transactions  among  members  of  an 
affiliated  group  of  corporations  filing  a  consolidated  return  than  if 
the  transactions  were  among  nonmembers  (for  example,  allowing 
deferral  of  gain  on  intragroup  sales  of  property  until  the  property 
is  sold  outside  the  group).  Moreover,  these  rules  may  appropriately 
make  adjustments  to  the  basis  of  stock  in  a  subsidiary  to  avoid  rec- 
ognition of  gain  on  the  disposition  of  stock  in  a  subsidiary,  where 
such  gain  reflects  undistributed  earnings  of  the  subsidiary  that 
have  been  included  in  consolidated  taxable  income  and  taxed  to  the 
group  during  the  period  of  the  subsidiary's  affiliation  with  its 
parent.  Nonetheless,  the  committee  does  not  believe  that  the  conse- 
quences of  a  disposition  of  stock  in  a  member  of  the  group  should 
be  more  favorable  than  if  the  operations  of  the  subsidiary  had  been 
conducted  (and  the  assets  had  been  owned)  directly  by  the  parent 
corporation.  The  amendments  made  by  this  provision  are  intended 
to  prevent  this  result,  and  the  committee  expects  that  appropriate 
modifications  will  be  made  not  only  to  the  basis  adjustment  rules, 
but  to  other  provisions  of  the  consolidated  return  regulations,  in 
furtherance  of  this  objective. 

In  the  committee's  view,  an  increase  in  basis  in  stock  with  re- 
spect to  any  deferral  item  should  be  permitted  only  to  the  extent 


14  It  is  unclear  whether  and  to  what  extent  these  special  rules  apply  in  a  consolidated  return 
context,  but  the  committee  understands  that  taxpayers  generally  take  the  position  they  do  not. 

15  S.Rept.  No.  617,  65th  Cong.,  3d  Sess.  9  (1918). 
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that  an  item  of  income  or  gain  that  has  accrued  to  the  subsidiary 
during  its  affiliation  with  the  parent  has  actually  been  reflected  in 
consolidated  taxable  income;  no  increase  should  be  allowed  with  re- 
spect to  gain  that  remains  inherent  and  unrealized  at  the  time  the 
subsidiary  leaves  the  group,  whether  such  gain  is  attributable  to 
the  appreciation  of  assets  above  their  original  cost  or  to  an  excess 
of  tax  depreciation  over  economic  depreciation. 

The  committee  believes  that  the  provision  of  present  law  modify- 
ing the  definition  of  earnings  and  profits  in  the  case  of  distribu- 
tions to  20-percent  or  more  corporate  shareholders  should  apply  to 
depreciation  as  well  as  to  the  items  specified  in  section  312(n). 

Explanation  of  Provision 

Under  the  bill,  solely  for  purposes  of  determining  gain  or  loss  on  1 
disposition,  a  parent  corporation's  basis  in  the  stock  of  a  subsidiary 
with  which  it  files  a  consolidated  return  is  to  be  determined  by 
computing  earnings  and  profits  of  the  subsidiary  without  regard  to 
sections  312(k)  and  (n).  Thus,  the  parent's  basis  for  purposes  of  de- 
termining gain  or  loss  on  disposition  of  the  stock  will  be  computed 
as  if,  throughout  the  period  of  the  subsidiary's  affiliation  with  the 
parent,  the  subsidiary's  earnings  and  profits  had  been  computed 
without  regard  to  the  special  adjustments  for  depreciation  and 
other  items. 1 6 

In  addition,  the  bill  provides  that  earnings  and  profits  for  this 
purpose  do  not  include  any  cancellation  of  indebtedness  income  of 
the  subsidiary  excluded  under  section  108  to  the  extent  such 
income  did  not  reduce  basis  of  property  or  other  tax  attributes. 

Finally,  the  bill  expands  the  provision  modifying  the  definition  of 
earnings  and  profits  in  the  case  of  distributions  to  20-percent  or 
more  corporate  shareholder  to  include  adjustments  for  accelerated 
depreciation.  The  committee  intends  that  this  provision  (sec.  301(f)) 
will  henceforward  apply  only  where  the  distribution  is  between  cor- 
porations  not  filing  a  consolidated  return. 

In  making  these  modifications  to  the  consolidated  return  provi- 
sions,  the  committee  does  not  intend  to  disturb  the  so-called  "corpo- 
rate veil"  principle  of  present  law  —  which  holds  that  a  sale  of  cor- 
poration's stock  generally  has  no  tax  effect  at  the  corporate  level,  ji 
Thus,  a  sale  of  stock  in  a  subsidiary  does  not  result  automatically 
in  a  deemed  sale  of  the  subsidiary's  underlying  assets  and  a  termi- 
nation of  its  tax  attributes,  although  the  parties  to  the  sale  may 
elect  such  treatment  under  section  338.  On  the  other  hand,  the 
committee  believes  that  a  concomitant  of  this  principle  is  that, 
absent  an  election  under  section  338  of  the  Code,  multiple  taxation 
of  corporate  gains  may  occur  where  two  or  more  tiers  of  corpora- 
tions exist.  The  committee  expects  that  any  regulations  issued  by 
the  Treasury  Department  in  connection  with  this  provision,  or  any 
related  provision,  will  ensure  that,  unless  the  selling  corporate 
shareholder  elects  to  treat  a  stock  sale  as  a  sale  of  all  the  subsidi- 


1 6  In  mandating  these  modifications  to  the  rules  for  determining  earnings  and  profits  for  in-  j 
vestment  adjustment  purposes,  the  committee  does  not  intend  to  affect  the  authority  of  the 
Treasury  Department  to  require  in  the  consolidated  regulations  that  earnings  and  profits  (com- 
puted under  the  general  rules  of  section  312)  be  deemed  distributed  up  the  entire  chain  of  affili- 
ated corporations  to  the  common  parent  on  an  annual  basis. 
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ary's  underlying  assets,  a  corporate  tax  is  paid  on  the  shareholder's 
stock  gain,  and  that  no  adjustment  with  respect  to  that  gain  is  al- 
lowed either  to  the  subsidiary  with  respect  to  its  assets  or  to  the 
purchaser  with  respect  to  its  stock  in  the  subsidiary. 

Effective  Date 

The  amendment  to  the  rules  relating  to  adjustments  in  the  basis 
of  stock  in  a  subsidiary  applies  to  stock  held  on  or  acquired  after 
October  13,  1987  (i.e.,  to  dispositions  after  that  date).  The  computa- 
tion of  gain  or  loss  on  such  dispositions  will  thus  be  computed 
taking  into  account  the  principles  of  the  amendment  during  the 
seller's  entire  holding  period  of  the  stock. 

The  amendment  to  section  301(f)  generally  applies  to  distribu- 
tions after  October  13,  1987.  For  purposes  of  determining  the  earn- 
ings and  profits  of  a  subsidiary  after  that  date,  the  amendment  is 
deemed  to  have  been  in  effect  for  all  prior,  whether  before,  on,  or 
after  that  date.  However,  the  amendment  does  not  require  rechar- 
acterization of  any  distribution  on  or  before  October  13,  1987,  treat- 
ed as  a  dividend. 

5.  Limitation  on  consolidated  return  pass-through  (sec.  10134  of 
the  bill  and  sec.  1503  of  the  Code) 

Present  Law 

Under  present  law,  corporations  may  file  consolidated  tax  re- 
turns if  they  are  members  of  an  affiliated  group  of  corporations.  In 
general,  a  parent  and  a  subsidiary  corporation  are  members  of  an 
affiliated  group  for  this  purpose  if  the  parent  corporation  owns 
stock  of  the  subsidiary  possessing  at  least  80  percent  of  the  total 
voting  power  and  value  of  all  the  subsidiary  stock,  excluding  cer- 
tain nonvoting  preferred  stock  (sees.  1501  and  1504  of  the  Code). 

Under  the  consolidated  return  regulations,  the  consolidated  tax 
return  of  a  parent  corporation  and  an  affiliated  subsidiary  general- 
ly allows  100  percent  of  a  subsidiary's  losses  to  offset  the  parent's 
income,  or,  conversely,  allows  100  percent  of  a  subsidiary's  income 
to  be  offset  by  the  parent's  losses,  even  though  the  parent  may  own 
less  than  100  percent  of  the  subsidiary's  stock. 

The  consolidated  return  regulations  generally  require  the  parent 
corporation  to  adjust  its  basis  in  the  subsidiary  stock  upward  for 
the  parent's  allocable  share  of  undistributed  earnings  and  profits  of 
the  subsidiary,  and  downward  for  the  parent  allocable  share  of  its 
deficits  in  earnings  and  profits  (though  no  downward  adjustment 
for  earnings  and  profits  deficits  is  required  with  respect  to  pre- 
ferred stock  owned  by  the  parent). 

Reasons  for  Change 

Present  law  permits  the  shifting  of  the  benefits  of  tax  attributes 
between  the  affiliated  group  and  non-members.  As  one  example,  if 
fa  parent  corporation  has  losses  and  a  subsidiary  has  income,  non- 
members  of  the  group  may  own  an  unlimited  amount  of  non- voting 
preferred  stock  in  the  subsidiary  (or  a  limited  amount  of  common 
or  voting  stock),  and  may  shelter  the  income  of  the  subsidiary  at- 
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tributable  to  their  stock  with  losses  of  the  parent  corporation 
through  the  consolidated  return. 

As  another  example,  if  a  parent  corporation  has  income  and  a 
subsidiary  has  losses,  the  parent  may  utilize  the  entire  amount  of 
the  losses  to  offset  its  income,  even  though  a  non-member  may  own 
a  portion  of  the  subsidiary  stock  that  is  effectively  bearing  the 
losses.  In  addition,  if  the  parent  corporation  owns  preferred  stock 
as  well  as  common  stock,  it  need  not  reduce  the  basis  of  its  pre- 
ferred stock  even  for  losses  that  effectively  reduce  the  value  of  the 
preferred,  and  thus  may  be  able  to  generate  an  artificial  loss  on  a 
disposition  of  the  preferred  stock. 

Explanation  of  Provision 

If  a  member  of  an  affiliated  group  of  corporations  owns  less  than 
100  percent  of  the  stock  of  a  subsidiary  that  is  a  member  of  the 
group,  the  bill  denies  consolidation  of  the  percentage  of  the  subsidi- 
ary's income  or  loss  allocable  to  stock  owned  by  nonmembers.  All 
classes  of  stock  are  counted  for  this  purpose,  including  nonvoting 
preferred  stock  described  in  section  1504(a)(4)  of  the  Code. 

It  is  expected  that  rules  will  be  provided  similar  to  the  rules  uti- 
lized under  present  law  in  determining  the  portion  of  the  earnings 
and  profits  (or  deficit  in  earnings  and  profits)  of  the  subsidiary  that 
is  allocable  to  the  parent's  stock.  The  committee  expects  that  these 
rules  will  take  into  account  losses  that  are  economically  attributa- 
ble to  preferred  stock,  and  that  the  rules  for  allocating  earnings 
and  profits  will  be  conformed  to  the  rules  for  allocating  income  and 
losses. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987. 

6.  Tax  loss  mergers  and  acquisitions  (sees.  10136  and  10137  of  the 
bill  and  sees.  382  and  384  of  the  Code) 

Present  Law 

Special  limitations  apply  to  the  use  of  net  operating  loss  carry- 
forwards (NOLs)  following  an  ownership  change  of  the  loss  corpora- 
tion—  generally,  when  there  has  been  an  increase  of  more  than  50 
percentage  points  in  ownership  of  a  loss  corporation  by  certain  per- 
sons (sec.  382).  Built-in  losses  that  are  recognized  following  an  own- 
ership change  are  treated  as  losses  subject  to  limitations  if  the  net 
built-in  loss  exceeds  a  threshold  amount  (sec.  382(h)).  Depreciation 
deductions  with  respect  to  built-in  loss  property,  however,  are  not 
treated  as  losses  subject  to  limitation  following  an  ownership 
change.  Built-in  depreciation  deductions  may  be  limited  in  some 
circumstances  under  the  consolidated  return  regulations  (Treas. 
Reg.  sec.  1.1502-15). 

In  the  case  of  certain  ownership  changes  occurring  in  bankrupt- 
cy, the  special  limitations  do  not  apply.  However,  50  percent  of  the 
excess  of  the  fair  market  value  of  stock  received  by  certain  credi- 
tors over  the  amount  of  the  indebtedness  to  such  creditors  that  was 
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cancelled  in  the  proceeding  is  applied  to  reduce  the  net  operating 
losses  of  the  corporation  (sec.  382(1)(5)(C)). 

If  a  loss  corporation  does  not  experience  an  ownership  change, 
the  use  of  its  losses  may  be  limited  in  certain  circumstances.  For 
example,  in  the  case  of  partnerships,  regulations  that  are  to  be  ef- 
fective with  the  effective  date  of  the  Tax  Reform  Act  of  1986  are  to 
limit  the  tax  benefits  that  may  be  derived  from  transactions  in 
which  allocations  of  partnership  income  are  made  to  a  loss  partner 
or  to  a  corporation  that  is  a  member  of  a  consolidated  group  with 
NOL  carryovers  under  an  arrangement  that  contemplates  the  di- 
version of  the  economic  benefit  corresponding  to  such  allocation  (or 
any  portion  of  the  economic  benefit  of  the  loss  corporation's  net  op- 
erating loss)  to  a  higher  bracket  partner.17 

Section  269  of  the  Code  may  also  limit  the  use  of  a  loss  corpora- 
tion's losses  in  certain  situations  where  there  is  a  principal  purpose 
of  evasion  or  avoidance  of  Federal  income  tax.  See,  e.g.  Briarcliff 
Candy  Corporation,  54  T.C.M.  667  (1987). 

Reasons  for  Change 

The  benefit  of  built-in  depreciation  with  respect  to  an  asset  that 
is  retained  is  economically  indistinguishable  from  the  benefit  of  a 
built-in  loss  if  the  same  asset  is  sold.  The  committee  determined 
that  built-in  depreciation  should  therefore  be  subject  to  the  same 
rules  that  apply  to  other  built-in  losses  for  purposes  of  the  statuto- 
ry net  operating  loss  limitations. 

When  creditors  exchange  debt  for  stock  in  a  bankruptcy  proceed- 
ing, the  full  amount  of  the  debt  that  is  cancelled  should  be  taken 
into  account  in  applying  the  net  operating  loss  carryforward  bank- 
ruptcy provisions. 

Although  section  269  of  the  Code  applies  where  the  principal 
purpose  of  an  acquisition  is  evasion  or  avoidance  of  Federal  income 
tax,  some  taxpayers  may  take  the  position  that  section  269  does  not 
apply  to  a  particular  transaction.  The  committee  understands  that 
in  some  instances,  loss  corporations  may  effectively  be  paid  to 
'launder"  built-in  gains  or  to  take  over  ' 'burnt-out"  tax  shelter  or 
similar  property.  The  committee  is  concerned  that  the  "principal 
purpose"  test  of  section  269  and  its  other  restrictions  may  not  be 
adequate  to  deter  some  taxpayers  from  taking  positions  that  the  In- 
( ternal  Revenue  Service  may  lack  the  resources  to  challenge  in  all 
j  cases.  Therefore,  the  committee  believes  that  a  bright-line  test  in 
!  addition  to  the  rules  of  section  269  is  desirable. 

Explanation  of  Provisions 

I  The  bill  provides  that  built-in  depreciation  will  be  subject  to  the 
|  built-in  loss  rules  of  section  382. 

I  The  bill  provides  that  loss  carryforwards  of  a  corporation  in 
^  bankruptcy  will  be  reduced  by  the  full  amount  of  the  excess  of  the 

debt  cancelled  in  the  proceeding  over  the  fair  market  value  of  the 

stock  given  to  creditors  in  exchange  for  debt. 
The  bill  provides  that  loss  corporations  will  be  precluded  from 

using  their  losses  to  shelter  built-in  gains  of  an  acquired  company 


5    17  H.R.  Rep.  No.  99-841,  99th  Cong.  2d  Sess.,  pp.194-195  (1986). 
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recognized  within  5  years  of  the  acquisition.  Built-in  gains  for  this 
purpose  includes  any  item  of  income  which  is  attributable  to  peri- 
ods before  the  acquisition  date.  For  example,  built-in  gains  for  this 
purpose  include  so-called  "phantom"  gains  on  property  for  which 
depreciation  had  been  taken  prior  to  the  acquisition.  It  is  likewise 
expected  that  built-in  gains  for  this  purpose  will  also  include  any 
income  recognized  after  an  acquisition  in  which  the  fair  market 
value  of  the  property  acquired  is  less  than  the  present  value  of  the 
taxes  that  would  be  due  on  the  income  associated  with  the  property 
(for  example,  in  the  case  of  a  "burnt-out"  leasing  subsidiary  with 
built-in  income  transferred  to  a  loss  corporation).  No  inference  is 
intended  that  such  situations  are  not  subject  to  section  269  of 
present  law. 

Effective  Date 

The  built-in  depreciation  and  stock  for  debt  provisions  apply  to 
ownership  changes  (as  defined  for  purposes  of  section  382)  after  Oc- 
tober 13,  1987.  The  provision  preventing  sheltering  of  built-in  gains 
applies  to  acquisitions  after  October  13,  1987.  Transition  relief  is 
provided  for  transactions  pursuant  to  a  binding  written  contract  in 
effect  on  October  13,  1987,  and  at  all  times  thereafter. 

7.  Tax  benefited  transfers  through  intercorporate  dividends  re- 
ceived deduction  (including  preferred  stock  loss  transfers) 
sees.  10131  and  10132  of  the  bill  and  sees.  243  and  246  of  the 
Code) 

Present  Law 

Under  present  law,  corporations  owning  less  than  80  percent  of 
the  stock  of  a  corporation  are  entitled  to  a  deduction  equal  to  80 
percent  of  the  dividends  received  from  a  domestic  corporation.  (A 
100  percent  deduction  may  apply  to  dividends  received  by  an  80- 
percent  or  more  corporate  parent). 

Reasons  for  Change 

The  committee  believes  that  the  present-law  dividends  received 
deduction  is  too  generous  for  corporations  that  are  not  eligible  to 
be  treated  as  the  alter  ego  of  the  distributing  corporation  because 
they  do  not  have  a  sufficient  ownership  interest  in  that  corpora- 
tion. 

The  committee  is  also  concerned  that  there  are  many  instances 
in  which  stock  that  may  take  advantage  of  the  dividends  received 
deduction  may  be  issued  to  holders  that  are  essentially  anticipating 
an  investment  that  has  an  enhanced  likelihood  of  recovery  of  prin- 
cipal or  of  maintaining  a  dividend  or  both,  or  that  otherwise  has 
certain  non-stock  characteristics. 

Explanation  of  Provision 

Under  the  bill,  the  80-percent  dividends  received  deduction  for 
any  corporation  owning  less  than  80  percent  of  the  stock  of  the  dis- 
tributing corporation  will  be  reduced  to  75  percent  of  the  amount 
of  the  dividend. 
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The  partial  dividends  received  deduction  is  eliminated  entirely 
for  dividends  on  stock  that  has  certain  non-stock  characteristics  or 
characteristics  that  enhance  the  likelihood  that  the  holder  may  re- 
cover the  principal  amount  or  maintain  a  certain  dividend  level  or 
both  (whether  from  the  issuer  or  from  others  on  resale  or  other- 
wise). Such  stock  includes  any  stock  that  is  not  counted  for  pur- 
poses of  determining  whether  corporations  are  entitled  to  file  a 
consolidated  tax  return  under  sections  1504(a)(4)  or  (5),  as  well  as 
any  stock  that  is  not  counted  for  purposes  of  determining  whether 
there  has  been  an  ownership  change  for  purposes  of  the  special  loss 
limitations  of  section  382  of  the  Code  (sec.  382(k)(6)). 

The  bill  also  affects  any  stock  (whether  or  not  it  is  preferred 
stock)  the  dividend  rate  for  which  varies  in  whole  or  in  part  direct- 
ly or  indirectly  with  reference  to  interest  rates.  Such  stock  is  in- 
cluded regardless  of  whether  such  varying  rate  is  provided  as  an 
express  term  of  the  stock  (for  example,  in  the  case  of  an  adjustable 
rate  stock)  or  as  a  practical  result  of  other  aspects  of  the  stock  (for 
example,  in  the  case  of  auction  rate  stock). 

Finally,  the  bill  affects  any  other  stock  where  the  holder  in  sub- 
stance (through  any  mechanism,  arrangement,  practice,  or  other- 
wise) has  an  enhanced  likelihood  of  recovering  the  principal 
amount  or  a  dividend  level  or  both  (whether  from  the  issuer  or  on 
resale  or  otherwise).  As  one  example,  the  bill  affects  stock  that 
either  by  its  own  terms  or  by  the  terms  of  a  debt  instrument  issued 
in  connection  with  the  stock  (or  into  which  the  stock  is  convertible) 
or  by  any  other  arrangement  would  require  the  issuer  to  pay  a 
specified  higher  dividend  or  interest  rate  if  a  certain  dividend  level 
or  rate  of  principal  recovery  or  both  is  not  maintained.  In  such  a 
case,  the  issuer  in  effect  is  particularly  encouraged  to  maintain  the 
dividend  level  or  to  provide  the  principal  recovery  on  the  stock. 

As  another  example,  stock  whose  dividend  or  principal  recovery 
or  both  is  based  upon  the  performance  of  certain  assets  or  business- 
es of  the  issuer  typically  would  be  affected  because  the  terms  of 
such  stock  may  permit  the  holder  to  receive  a  return  that  is  differ- 
entiated from  the  performance  of  the  entire  company  and  that  is 
not  clearly  at  the  risk  of  the  performance  of  the  entire  company. 

In  addition,  the  bill  affects  stock  issued  by  a  corporation  where  a 
I  major  part  of  the  value  of  that  corporation  consists  of  notes  or 
other  instruments  giving  or  attempting  to  give  that  corporation  a 
,  priority  interest  or  preference  in  the  assets  or  income  of  another 
entity.  Similarly,  the  bill  affects  arrangements  in  which  a  so-called 
"special  purpose  subsidiary"  issues  stock  (whether  or  not  it  is  non- 
voting preferred  stock)  and  the  holder  of  the  stock  is  effectively  in- 
,  sulated  from  liabilities  of  the  parent  corporation  by  virtue  of  the 
fact  that  the  subsidiary's  assets  are  relatively  secure,  while  the 
parent  corporation  enjoys  a  portion  of  the  return  on  the  funds  pro- 
vided by  the  "special  purpose  subsidiary"  investors.  (Such  "special 
i  purpose  subsidiary"  stock  may  also  be  affected  by  the  provision  of 
the  bill  dealing  with  consolidated  return  pass-through.)  The  forego- 
[  ing  examples  are  illustrative  only  and  are  not  intended  to  limit  the 
scope  of  the  provision. 
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Effective  Date 

The  reduction  of  the  80-percent  dividends  received  deduction  to 
75-percent  applies  to  dividends  received  or  accrued  after  December 
31,  1987. 

The  further  elimination  of  the  present  law  80-percent  dividends 
received  deduction  for  certain  stock  applies  to  stock  issued  after 
October  13,  1987. 

8.  Limitations  on  net  operating  loss  carryforwards  of  corporation 
following  worthless  securities  deduction  by  shareholders  (sec. 
10136  of  the  bill  and  sec.  382  of  the  Code) 

Present  Law 

A  deduction  is  allowed  for  any  loss  sustained  during  the  taxable 
year  as  a  result  of  securities  held  by  the  taxpayer  becoming  worth- 
less. It  has  been  held  that,  notwithstanding  the  fact  that  a  worth- 
less stock  deduction  has  been  claimed  by  parent  corporation  with 
respect  to  stock  of  a  nonconsolidated  subsidiary,  the  net  operating 
loss  carryforwards  of  the  subsidiary  survive  and  may  be  used  to 
offset  future  income  of  the  subsidiary.  Textron,  Inc.  v.  United 
States,  561  F.2d  1023  (1st  Cir.  1977). 

Loss  carryforwards  of  a  corporation  are  limited  if  there  is  a 
more-than-50-percent  change  in  the  ownership  of  its  stock  during 
the  relevant  testing  period.  The  amount  of  losses  that  may  be  used 
annually  to  offset  post-change  income  of  the  corporation  is  equal  to 
a  prescribed  rate  of  return  on  the  net  value  of  the  corporation  at 
the  time  of  the  change  of  ownership. 

Reasons  for  Change 

Present  law  may  allow  the  same  economic  loss  to  be  deducted 
twice,  since  the  net  operating  loss  carryforwards  of  a  corporation 
are  also  reflected  in  the  loss  inherent  in  the  stock.  The  committee 
believes  that  a  shareholder  should  not  be  allowed  to  claim  that  a 
corporation  is  worthless  and  later  (directly  or  indirectly)  enjoy  the  f 
use  the  corporation's  losses. 

Explanation  of  Provision 

If  a  worthless  securities  deduction  is  claimed  by  a  shareholder 
with  respect  to  stock  of  a  loss  company,  the  shareholder  is  treated 
as  having  acquired  the  stock  as  of  the  first  day  of  the  succeeding 
taxable  year.  The  shareholder  is  also  treated  as  not  owning  such 
stock  during  any  prior  period.  Accordingly,  if  a  worthless  stock  de- 
duction is  claimed  during  the  testing  period  by  persons  holding 
more  than  50-percent  of  a  loss  corporation's  stock,  net  operating 
loss  carryovers  of  the  corporation  arising  prior  to  the  change  may 
not  be  used  to  offset  the  corporation's  post-change  income. 

Effective  Date 

The  provision  applies  to  stock  that  becomes  worthless  in  taxable 
years  beginning  after  December  31,  1987. 
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9.  Denial  of  graduated  rates  for  personal  service  corporations 

(sec.  10135  of  the  bill  and  sec.  11  of  the  Code) 

Present  Law 

Under  present  law,  corporations  are  subject  to  a  tax  at  the  rate 
of  34  percent.  However,  for  corporations  with  taxable  income  below 
$335,000,  graduated  rates  are  provided.  These  rates  are  15  percent 
on  taxable  income  not  over  $50,000,  and  25  percent  on  taxable 
income  over  $50,000  but  not  over  $75,000,  with  the  benefits  of  these 
lower  rates  phased  out  as  taxable  income  increases  from  $100,000 
to  $335,000. 

Reasons  for  Change 

The  personal  service  income  of  corporations  owned  by  its  employ- 
ees is  taxed  to  the  employee-owners  at  the  individual  graduated 
rates  as  it  is  paid  out  as  salary.  The  committee  believes  that  it  is 
inappropriate  to  allow  the  retained  earnings  to  be  taxed  at  the 
lower  corporate  graduated  rates. 

Explanation  of  Provision 

The  taxable  income  of  a  personal  service  corporation  (as  defined 
in  section  448(d)(2)  relating  to  the  cash  method  of  accounting)  will 
be  taxed  at  a  flat  rate  of  34  percent.  For  this  purpose,  a  personal 
service  corporation  is  a  corporation  substantially  all  the  activities 
of  which  involve  the  performance  of  services  in  the  fields  of  health, 
law,  engineering,  architecture,  accounting,  actuarial  science,  per- 
forming arts,  or  consulting,  and  substantially  all  the  stock  of  which 
is  held  by  the  employees  performing  services  for  the  corporation. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1987. 

10.  LIFO  recapture  on  conversion  from  C  corporation  to  S  corpo- 
ration (sec.  10141  of  the  bill  and  sec.  1363  of  the  Code) 

Present  Law 

In  general,  gain  realized  when  a  C  corporation  liquidates  is  sub- 
ject to  corporate  level  tax.  If  a  C  corporation  elects  to  convert  to  S 
corporation  status  and  holds  assets  with  a  net  unrealized  *  'built-in 
gain"  (that  is,  with  a  value  in  excess  of  basis)  at  the  time  of  its  con- 
version, the  built-in  gain  is  subject  to  a  separate  corporate-level  tax 
to  the  extent  it  is  realized  within  ten  years  after  the  conversion 
(sec.  1374). 

The  Internal  Revenue  Service  has  stated  that  the  inventory 
method  used  by  a  taxpayer  for  tax  purposes  shall  be  used  in  deter- 
mining whether  goods  disposed  of  following  a  conversion  to  S  cor- 
poration status  were  held  by  the  corporation  at  the  time  of  conver- 
sion. Thus,  a  C  corporation  using  the  last-in,  first-out  (LIFO) 
method  of  accounting  for  its  inventory  which  converts  to  S  corpora- 
tion status  will  not  be  taxed  on  the  built-in  gain  attributable  to 
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LIFO  inventory  to  the  extent  it  does  not  invade  LIFO  layers  during 
the  ten-year  period  following  the  conversion. 

Reasons  for  Change 

The  committee  is  concerned  that  taxpayers  using  the  LIFO 
method  may  avoid  the  built-in  gain  rules  of  section  1374.  It  believes 
that  LIFO  method  taxpayers,  which  have  enjoyed  the  deferral  ben- 
efits of  the  LIFO  method  during  their  status  as  a  C  corporation, 
should  not  be  treated  more  favorably  than  their  FIFO  (first-in, 
first-out)  counterparts.  To  eliminate  this  potential  disparity  in 
treatment,  the  committee  believes  it  is  appropriate  to  require  a 
LIFO  taxpayer  to  recapture  the  benefits  of  using  the  LIFO  method 
in  the  year  of  conversion  to  S  status. 

Explanation  of  Provision 

If  a  C  corporation  uses  the  LIFO  method  for  its  last  taxable  year 
before  a  subchapter  S  election  becomes  effective,  it  must  include  in 
income  the  LIFO  recapture  amount  for  such  last  taxable  year.  For 
this  purpose,  the  LIFO  recapture  amount  is  defined  as  the  excess  of 
the  inventory's  value  using  a  (FIFO)  flow  assumption  over  its  LIFO 
value  at  the  close  of  its  last  taxable  year  as  a  C  corporation.  An 
increase  in  the  value  of  the  inventory  is  allowed  to  reflect  any 
amount  included  in  income  under  this  provision. 

Effective  Date 

The  provision  applies  to  S  elections  made  after  October  13,  1987. 


D.  Alternative  Minimum  Tax 
(Sec.  10145  of  the  bill  and  sec.  56  of  the  Code) 
Present  Law 

Corporations  are  subject  to  an  alternative  minimum  tax  payable, 
in  addition  to  all  other  tax  liabilities,  to  the  extent  it  exceeds  the 
taxpayer's  regular  tax.  The  tax  is  imposed  at  a  flat  rate  of  20  per- 
cent on  alternative  minimum  taxable  income  in  excess  of  a  $40,000 
exemption  amount.  Alternative  minimum  taxable  income  generally 
is  the  taxpayer's  taxable  income,  increased  or  decreased  by  certain 
adjustments  and  preferences. 

One-half  of  the  excess  of  pre-tax  book  income  of  a  corporation 
over  other  alternative  minimum  taxable  income  is  a  preference  for 
taxable  years  beginning  in  1987  to  1989.  For  taxable  years  begin- 
ning after  1989,  three-fourths  of  the  excess  of  adjusted  current 
earnings  over  other  alternative  minimum  taxable  income  is  a  pref- 
erence. 

Reasons  for  Change 

The  committee  believes  that  the  book  income  and  adjusted  cur- 
rent earnings  tax  base  are  appropriate  measures  of  economic 
income  upon  which  to  base  the  minimum  tax.  Therefore  the  alter- 
native minimum  tax  base  is  raised  to  an  amount  not  less  than  that 
measure  of  income. 

Explanation  of  Provision 

Under  the  provision,  100  percent  of  the  excess  of  book  (for  tax- 
able years  beginning  in  1988  and  1989)  and  adjusted  current  earn- 
ings (for  taxable  years  beginning  after  1989)  over  other  alternative 
minimum  taxable  income  will  be  a  preference  for  corporate  taxpay- 
ers. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1987. 
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E.  Foreign  Tax  Provisions 

1.  Treatment  of  South  African  income  (sec.  10146  of  the  bill  and 
sec.  901  of  the  Code) 

Present  Law 

A  credit  against  U.S.  income  tax  is  available  for  certain  foreign 
taxes  paid.  The  amount  of  the  foreign  tax  credit  may  be  reduced, 
however,  in  certain  circumstances.  For  example,  since  1978  a  tax- 
payer that  participates  in  or  cooperates  with  an  international  boy- 
cott is  denied  a  foreign  tax  credit  for  taxes  paid  on  income  derived 
within  the  countries  associated  with  the  boycott. 

Under  provisions  enacted  in  1986,  foreign  tax  credits  also  are 
denied  with  respect  to  income  attributable  to  activities  of  the  tax- 
payer conducted  in  a  foreign  country  (1)  that  has  been  designated 
by  the  Secretary  of  State  as  a  country  that  repeatedly  provides  sup- 
port for  acts  of  international  terrorism;  (2)  with  which  the  United 
States  does  not  have  diplomatic  relations;  or  (3)  the  government  of 
which  the  United  States  does  not  recognize  (with  certain  excep- 
tions). Countries  that  currently  fall  within  one  or  more  of  these 
categories  are  Afghanistan,  Albania,  Angola,  Cambodia,  Cuba, 
Iran,  Libya,  North  Korea,  Syria,  Vietnam,  and  South  Yemen  (Rev. 
Rul.  87-35,  1987-18  I.R.B.  4). 

Foreign  taxes  that  are  not  creditable  under  the  above  rules  are 
deductible.  Income  from  activities  in  any  country  listed  above  is 
subject  to  a  separate  foreign  tax  credit  limitation,  so  that  taxes 
from  other  countries  cannot  offset  the  U.S.  tax  on  that  income.  In 
addition,  U.S.  shareholders  of  a  controlled  foreign  corporation  are 
taxed  currently  on  the  corporation's  income  attributable  to  activi- 
ties conducted  in  these  countries. 

The  Comprehensive  Anti- Apartheid  Act  of  1986  imposes  certain 
economic  measures  on  South  Africa.  Under  the  Anti-Apartheid  Act 
these  measures  are  to  be  reduced  or  eliminated  as  the  South  Afri- 
can government  takes  steps  to  reduce  or  eliminate  apartheid.  The 
measures  include  prohibition  of  certain  types  of  economic  relation- 
ships with  the  South  African  government  and  certain  business  ac- 
tivities in  South  Africa,  including  a  prohibition  on  new  investment 
in  South  Africa  (other  than  in  a  firm  owned  by  black  South  Afri- 
cans) by  any  U.S.  national.  Pursuant  to  the  Anti-Apartheid  Act, 
the  income  tax  treaty  and  protocol  between  the  United  Sates  and 
South  Africa  were  terminated  effective  July  1,  1987. 

Reasons  for  Change 

It  is  the  policy  of  the  United  States,  as  expressed  in  the  Anti- 
Apartheid  Act,  to  promote  political,  economic  and  social  change 
leading  to  the  dismantling  of  apartheid  and  the  establishment  of  a 
nonracial,  democratic  political  system  in  the  Republic  of  South 
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Africa.  Congress  has  established  a  policy  of  encouraging  reforms 
through  economic  measures,  among  other  means,  that  are  to  be  ad- 
justed to  reflect  progress  or  lack  of  progress  made  by  the  govern- 
ment of  South  Africa  in  meeting  the  goal  of  nonracial  democracy. 

The  committee  believed  that  denial  of  tax  benefits  for  South  Af- 
rican operations  of  U.S.  enterprises  would  serve  purposes  similar  to 
those  served  by  the  Anti-Apartheid  Act  measures  terminating  the 
U.S.-South  African  tax  treaty,  prohibiting  new  investment  and  cer- 
tain other  economic  activities  in  South  Africa,  and  prohibiting  cer- 
tain transactions  with  the  current  government  of  South  Africa. 
These  purposes  include  reducing  the  ease  and  desirability  of  doing 
business  in  South  Africa,  reducing  ties  of  mutual  dependence  be- 
tween U.S.  interests  and  South  Africa's  local  pro-apartheid  inter- 
ests, and  imposing  disabilities  on  those  who  would  otherwise  trans- 
act business  with  the  South  African  government. 

The  committee  considered  the  arguments  against  denying  foreign 
tax  credits  and  deferral  of  U.S.  taxation  on  South  African  oper- 
ations, but  concluded  that  the  counter-arguments  carried  greater 
weight.  Some  have  argued  that  the  presence  of  U.S.-owned  business 
in  South  Africa,  and  the  accompanying  degree  of  U.S.  influence  in 
that  country,  may  be  a  positive  factor  in  the  day-to-day  lives  of  the 
victims  of  apartheid  and  in  the  longer-term  cause  of  ending  apart- 
heid. Insofar  as  the  denial  of  tax  credits  and  deferral  discourages 
U.S.-owned  business  activity  in  South  Africa,  it  could  be  argued 
that  such  treatment  tends  to  further  impair  the  conditions  under 
which  the  majority  of  South  African  citizens  live  and  reduce  U.S. 
influence  in  South  Africa.  On  the  other  hand,  it  is  not  clear  that 
any  positive  ends  to  be  served  by  U.S.-owned  businesses  working 
within  South  Africa  continue  to  outweigh  the  positive  effects  of  ad- 
verse tax  treatment. 

The  committee  was  also  aware  that  tax  policy  is  often  better 
served  by  tax  laws  that  are  not  devices  of  nontax  policy.  However, 
in  some  circumstances  Congress  recognizes  exceptions  to  this  prin- 
ciple. Thus  the  measures  applied  by  the  bill  to  South  African  oper- 
ations are  already  applicable,  under  tax  legislation  enacted  in  1986, 
to  operations  in  11  countries,  and  measures  reducing  foreign  tax 
credits  under  the  Code's  anti-boycott  provisions  currently  apply  to 
an  additional  10  countries.  The  committee  believed  that,  like  ter- 
rorism and  the  other  grounds  for  applying  these  rules  under  exist- 
ing law,  South  Africa's  adherence  to  apartheid  warranted  denial  of 
both  tax  credits  and  deferral  of  U.S.  taxation. 

Explanation  of  Provision 

The  bill  subjects  South  African  operations  during  the  period  be- 
ginning on  January  1,  1988,  and  ending  on  the  date  the  Secretary 
of  State  certifies  to  the  Secretary  of  the  Treasury  that  the  South 
African  government  has  taken  the  steps  that  trigger  termination  of 
the  measures  of  the  Anti-Apartheid  Act  to  undermine  apartheid,  to 
the  same  treatment  currently  given  to  operations  in  countries 
whose  governments  support  terrorism,  do  not  have  diplomatic  rela- 
tions with  the  United  States,  or  are  unrecognized  by  the  United 
States.  Thus,  under  the  bill  taxes  on  income  attributable  to  that 
period  from  South  African  operations  are  not  creditable  (but  would 
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be  deductible),  South  African  income  attributable  to  that  period  is 
subject  to  separate  foreign  tax  credit  limitation  treatment  to  pre- 
vent cross-crediting  of  excess  foreign  tax  credits  against  the  U.S. 
tax  on  South  African  income,  and  U.S.  shareholders  of  controlled 
foreign  corporations  are  subject  to  current  taxation  on  corporate 
income  derived  from  South  Africa  during  that  period. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1987. 

2.  Income  from  imported  property  (sec.  10147  of  the  bill  and  sees. 
904  and  954  of  the  Code) 

Present  Law 

U.S.  persons  that  conduct  foreign  operations  through  a  foreign 
corporation  generally  pay  no  U.S.  tax  on  the  income  from  those  op- 
erations until  the  foreign  corporation  pays  a  dividend  to  its  U.S. 
owners.  The  foreign  tax  credit  may  reduce  or  eliminate  the  U.S. 
tax  on  those  dividends,  however. 

Deferral  of  U.S.  tax  on  income  of  a  U.S.  corporation's  foreign 
subsidiary  is  not  available  for  certain  kinds  of  income,  including 
"foreign  personal  holding  company  income' '  (such  as  interest  and 
dividends,  net  gains  from  sales  of  stock  and  securities,  and  some 
rents  and  royalties),  certain  oil  related  income,  shipping  income, 
certain  sales  and  services  income,  and  certain  other  kinds  of  tax 
haven  income. 

Separate  foreign  tax  credit  limitations  apply  to  categories  of 
income  when  the  United  States  seeks  to  prevent  cross-crediting, 
which  is  the  use  of  foreign  tax  credits  imposed  on  one  stream  of 
income  to  reduce  U.S.  tax  on  another,  unrelated  stream  of  income. 

Reasons  for  Change 

The  committee  believes  that  income  that  arises  from  the  combi- 
nation of  U.S.  capital  ownership  and  U.S.  use  or  consumption  of 
the  output  of  that  capital  should  bear  tax  at  no  less  than  the  full 
U.S.  rate.  Thus,  when  a  U.S.-owned  enterprise  produces  goods  for 
the  U.S.  market,  it  should  be  subject  to  no  lower  tax  burden  when 
that  production  takes  place  abroad  rather  than  in  the  United 
States.  The  deferral  of  U.S.  tax  (or  elimination  of  U.S.  tax  through 
cross-crediting)  on  income  from  foreign  production  for  the  U.S. 
market  can  make  it  more  advantageous  for  U.S.  firms  to  carry  out 
that  production  in  a  low  tax  environment  overseas  than  in  the 
United  States. 

The  committee  recognizes  that,  in  some  cases,  foreign-made 
goods  will  enter  the  U.S.  market  not  because  of  tax  factors  but  be- 
cause of  comparative  economic  advantage  of  foreign  production 
(such  as  lower  labor  costs,  absence  of  environmental  regulations, 
more  favorable  climate,  and  so  on).  The  committee  is  informed  of 
the  argument  that  subjecting  U.S.  owners  of  foreign  subsidiaries 
that  produce  foreign  goods  to  current  U.S.  tax  will  sometimes 
create  a  tax  disadvantage  for  U.S.-controlled  foreign  corporations 
vis-a-vis  foreign  producers  of  foreign  goods  destined  for  the  U.S. 
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market.  The  committee  weighed  this  argument  carefully,  but  noted 
that  present  law  sometimes  grants  a  tax  advantage  for  U.S.  enter- 
prises to  produce  for  the  U.S.  market  abroad  rather  than  in  the 
United  States.  While  the  goods  that  a  U.S.  enterprise  manufactures 
abroad  may  not  be  the  same  as  those  it  might  manufacture  in  the 
United  States,  those  foreign-manufactured  goods  may  substitute  for 
U.S.-manufactured  goods.  Given  the  additional  nexus  with  the 
United  States  that  arises  when  production  occurs  for  the  U.S. 
market,  the  committee  believes  it  appropriate  to  place  U.S.-owned 
foreign  enterprises  who  produce  for  the  U.S.  market  on  a  par  with 
similar  or  competing  U.S.  enterprises  instead  of  placing  them  on  a 
par  with  purely  foreign  enterprises. 

In  some  cases,  U.S.-owned  foreign  enterprises  produce  for  the 
U.S.  market  in  low-tax  countries  or  countries  that  provide  tax  in- 
centives to  attract  industry.  In  the  case  of  production  for  the  U.S. 
market,  the  committee  believes  that  it  is  appropriate  to  remove  the 
income  tax  factor  from  the  investment  decision. 

The  committee  understands  that  administering  special  rules  for 
income  attributable  to  goods  produced  for  the  U.S.  market  could 
prove  difficult  because  of  problems  inherent  in  determining  the  ul- 
timate destination  of  goods.  The  committee  notes,  however,  that 
the  tax  law  currently  contains  benefits  for  taxpayers  that  turn  on 
the  destination  of  goods,  such  as  the  Foreign  Sales  Corporation 
rules  and  an  exception  from  Subpart  F  base  company  sales  income. 
The  existence  of  these  destination  standards  leads  the  committee  to 
believe  that  a  U.S.-destination  test  will  be  administrable,  and  the 
committee  patterned  its  destination  test  on  those  existing  stand- 
ards. 

The  committee  believes  that  it  is  appropriate  to  impose  current 
tax  on  U.S.  source  income  of  controlled  foreign  corporations.  Such 
income  should  not,  in  general,  be  more  favorably  treated  than  simi- 
lar income  in  the  hands  of  the  owners  of  such  corporations.  The 
committee  understands  that  the  combination  of  this  provision  and 
the  provisions  of  existing  law  result  in  the  current  taxation  of  all 
U.S.  source  income  earned  by  controlled  foreign  corporations 
(absent  application  in  certain  cases  of  general  exceptions  to  current 
inclusion  such  as  the  de  minimis  rule). 

Explanation  of  Provision 

The  bill  imposes  current  tax  on  U.S.  shareholders  of  a  controlled 
foreign  corporation  to  the  extent  of  the  corporation's  "imported 
property  income."  The  bill  also  adds  a  new  separate  foreign  tax 
credit  limitation  for  imported  property  income,  whether  earned  by 
a  controlled  foreign  corporation  or  directly  by  a  U.S.  taxpayer. 

Imported  property  income  means  income  (whether  in  the  form  of 
profits,  commissions,  fees,  or  otherwise)  derived  in  connection  with 
manufacturing,  producing,  growing,  or  extracting  imported  proper- 
ty; the  sale,  exchange,  or  other  disposition  of  imported  property;  or 
the  lease,  rental,  or  licensing  of  imported  property.  For  the  purpose 
of  the  foreign  tax  credit  limitation,  income  that  is  both  imported 
property  income  and  U.S.  source  income  is  treated  as  U.S.  source 
income.  Foreign  taxes  on  that  U.S.  source  imported  property 
income  are  eligible  for  crediting  against  the  U.S.  tax  on  foreign 
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source  import  property  income.  Imported  property  income  does  not 
include  any  foreign  oil  and  gas  extraction  income  or  any  foreign 
oil-related  income. 

The  bill  defines  '  'imported  property"  as  property  which  is  im- 
ported into  the  United  States  by  the  controlled  foreign  corporation 
or  a  related  person.  It  also  includes  any  property  imported  into  the 
United  States  by  an  unrelated  person  if,  when  the  property  was 
sold  to  the  unrelated  person  by  the  controlled  foreign  corporation 
(or  a  related  person),  it  was  reasonable  to  expect  that  the  property 
would  be  imported  into  the  United  States  or  that  the  property 
would  be  used  as  a  component  in  other  property  which  would  be 
imported  into  the  United  States.  The  committee  expects  that  the 
Treasury  Department  will  provide  regulatory  guidance  concerning 
the  determination  of  whether  it  is  reasonable  to  expect  that  prop- 
erty sold  to  an  unrelated  person  will  be  imported  into  the  United 
States.  Imported  property  does  not  include  any  property  which  is 
imported  into  the  United  States  and  which,  before  substantial  use 
in  the  United  States,  is  sold,  leased,  or  rented  by  the  controlled  for- 
eign corporation  or  a  related  person  for  direct  use,  consumption,  or 
disposition  outside  the  United  States,  or  is  used  by  the  controlled 
foreign  corporation  or  a  related  person  as  a  component  of  other 
property  which  is  so  sold,  leased,  or  rented. 

The  term  "import"  means  entering  into,  or  withdrawal  from 
warehouse,  for  consumption  or  use.  The  term  "import"  for  this 
purpose  generally  includes  licensing  or  any  grant  to  use  marketing 
or  manufacturing  intangibles  in  the  United  States.  For  example, 
assume  that  a  controlled  foreign  corporation  produces  a  film  in  a 
foreign  country.  The  controlled  foreign  corporation  licenses  that 
film  to  unrelated  U.S.  persons  for  viewing  in  the  United  States. 
Assume  that  the  royalty  payment  is  not  subject  to  Subpart  F  under 
current  law  because  it  is  derived  in  the  conduct  of  an  active  trade 
or  business  and  it  is  received  from  a  person  other  than  a  related 
person.  Under  the  bill,  the  income  of  the  controlled  foreign  corpo- 
ration that  is  attributable  to  the  royalty  is  subject  to  current  tax 
under  subpart  F  as  imported  property  income;  for  foreign  tax 
credit  purposes,  that  subpart  F  inclusion  is  U.S.  source  income. 

The  term  "import"  does  not  include  foreign  currency,  securities, 
or  other  financial  instruments. 

Under  the  look-through  rules  of  the  foreign  tax  credit  limitation, 
interest,  rents,  and  royalties  from  a  controlled  foreign  corporation 
in  which  the  recipient  (or,  in  certain  cases,  a  related  party)  is  a  10- 
percent  owner  are  to  be  treated  as  imported  property  income  to  the 
extent  properly  allocable  to  imported  property  income  of  the  con- 
trolled foreign  corporation.  Thus,  foreign  taxes  imposed  on  other 
income  could  not  offset  the  U.S.  tax  on  this  income.  J 

In  the  case  of  income  that  would  be  both  foreign  base  company 
sales  income  and  imported  property  income,  that  income  is  to  be 
treated  as  imported  property  income. 

In  the  application  of  subpart  F  to  imported  property  income,  var- 
ious exceptions  obtain.  For  example,  assume  that  a  controlled  for- 
eign corporation  derives  imported  property  income  that  is  taxed  by 
a  foreign  country  at  an  effective  rate  greater  than  90  percent  of  the 
maximum  U.S.  rate,  and  its  U.S.  shareholder  elects  the  high-tax 
kickout  (sec.  954(b)(4))  from  subpart  F  treatment.  Subsequently  dis- 
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tributed  dividends  from  the  controlled  foreign  corporation  will  be 
treated  as  imported  property  income  on  a  pro  rata  basis. 

Effective  Date 

These  provisions  apply  to  taxable  years  of  foreign  corporations 
beginning  after  December  31,  1987  and  to  taxable  years  of  U.S. 
shareholders  within  which  or  with  which  such  taxable  years  of 
such  foreign  corporations  end.  In  the  case  of  imported  property 
income  earned  by  a  U.S.  person  directly,  the  amendments  apply  to 
taxable  years  beginning  after  December  31,  1987. 


F.  Insurance  Provisions 

1.  Interest  rate  used  in  computing  tax  reserves  for  life  insurance 
companies  may  not  be  less  than  applicable  Federal  rate  (sec. 
10148  of  the  bill  and  sec.  807(d)  of  the  Code) 

Present  Law 

Present  law  provides  that,  for  purposes  of  determining  life  insur- 
ance company  taxable  income,  life  insurance  reserves  for  any  con- 
tract are  the  greater  of  the  net  surrender  value  of  the  contract  or 
the  reserves  determined  under  Federally  prescribed  rules.  In  no 
event  will  the  amount  of  the  Federally  prescribed  tax  reserves 
exceed  the  amount  of  the  statutory  (annual  statement)  reserves. 

In  calculating  Federally  prescribed  reserves  for  any  type  of  con- 
tract, present  law  requires  the  application  of  prevailing  commis- 
sioners' standard  mortality  and  morbidity  tables,  and  also  requires 
the  application  of  an  interest  rate  (discount  factor)  to  take  account 
of  the  time  value  of  money. 

Under  present  law,  the  interest  rate  in  computing  Federally  pre- 
scribed reserves  is  generally  the  prevailing  State  assumed  rate 
(generally,  the  highest  assumed  interest  rate  permitted  to  be  used 
in  at  least  26  States  in  computing  life  insurance  reserves  for  insur- 
ance or  annuity  contracts  of  that  type  as  of  the  beginning  of  the 
calendar  year  in  which  the  contract  is  issued). 

By  contrast,  the  interest  rate  assumption  under  the  present-law 
rules  applicable  to  calculating  tax  reserves  of  property  and  casual- 
ty insurance  companies  is  determined  in  accordance  with  the  appli- 
cable Federal  rate.  Specifically,  the  interest  rate  used  for  purposes 
of  applying  the  discounting  methodology  in  the  case  of  property 
and  casualty  lines  of  business  is  equal  to  100  percent  of  the  average 
of  the  applicable  Federal  mid-term  rates  (as  defined  in  sec.  1274(d) 
converted  to  a  rate  based  on  annual  compounding)  effective  as  of 
the  beginning  of  each  of  the  calendar  months  in  the  most  recent 
preceding  60-month  period  commencing  after  July  1986. 

Thus,  under  present  law,  life  insurance  reserves  generally  are 
discounted  under  a  State-law  determined  rate,  while  property  and 
casualty  reserves  are  discounted  under  the  applicable  Federal  rate. 
The  applicable  Federal  rate  is  used  to  determine  interest  under  nu- 
merous provisions  of  the  Code,  including  noninsurance  related  pro- 
visions such  as  the  original  issue  discount  rules  and  the  below- 
market  loan  rules. 

Reasons  for  Change 

The  committee  believes  that  the  reasoning  applied  in  selecting  a 
rate  for  property  and  casualty  companies  is  equally  applicable  to 
life  insurance  companies.  The  interest  rate  applied  by  State  insur- 
ance regulators  may  not  reflect  current  market  trends,  and  is 
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likely  to  be  selected  with  a  view  towards  maintaining  insurance 
company  solvency  (a  regulatory  goal)  rather  than  accurately  meas- 
uring income  of  the  company  (a  tax  goal). 

When  the  discounting  provisions  applicable  to  reserves  of  proper- 
ty and  casualty  insurance  companies  were  instituted  under  the 
1986  Act,  Congress  determined  that  discounting  was  most  effective- 
ly accomplished  by  applying  an  interest  rate  applicable  for  other 
tax  purposes,  that  is  calculated  on  a  current  basis  to  reflect  inter- 
est rates  in  the  economy  generally. 

Therefore,  the  committee  finds  it  appropriate  to  conform  the  in- 
terest rate  applicable  in  determining  Federally  prescribed  reserves 
of  life  insurance  companies  to  the  interest  rate  used  in  calculating 
tax  reserves  of  property  and  casualty  companies. 

Explanation  of  Provision 

Under  the  bill,  the  interest  rate  to  be  applied  in  determining  the 
amount  of  the  life  insurance  reserves  for  any  contract  is  the  great- 
er of  the  applicable  Federal  interest  rate  or  the  prevailing  State  as 
sumed  interest  rate. 

For  purposes  of  the  provision,  the  applicable  Federal  interest 
rate  is  the  rate  determined  under  the  discounting  rules  for  proper- 
ty and  casualty  reserves,  for  the  calendar  year  in  which  the  con- 
tract was  issued. 

The  prevailing  State-assumed  rate  has  the  same  meaning  as 
under  present  law,  except  that  the  election  of  a  rate  for  nonan- 
nuity  contracts,  and  the  special  rule  for  determining  a  rate  for  cer- 
tain accident  and  health  contracts  where  there  is  no  prevailing 
State-assumed  rate,  are  repealed  under  the  provision. 

In  the  case  of  reserves  for  contracts  that  do  not  involve  life,  acci- 
dent, or  health  contingencies  (sec.  807(c)(3)),  the  interest  rate  to  be 
applied  is  the  greatest  of:  (1)  the  applicable  Federal  interest  rate, 
(2)  the  prevailing  State  assumed  interest  rate,  or  (3)  the  rate  as- 
sumed by  the  company  in  determining  the  guaranteed  benefit. 

A  conforming  change  is  made  for  purposes  of  calculating  policy 
interest  (sec.  812(b)(2)(A)). 

Effective  Date 

The  provision  is  effective  for  contracts  issued  in  taxable  years  be- 
ginning after  December  31,  1987. 

2.  Treatment  of  foreign  insurance  companies  (sec.  10149  of  the 
bill  and  sees.  813,  842,  and  864(c)(4)  of  the  Code) 

Present  Law 
Taxation  of  foreign  corporations  in  general 

Under  present  law,  foreign  corporations  generally  are  subject  to 
U.S.  tax  only  on  certain  U.S.  source  income  and  on  income  that  is 
effectively  connected  with  a  trade  or  business  conducted  in  the 

j  United  States.  Generally,  the  United  States  imposes  a  flat  30-per- 
cent tax  on  the  gross  amount  of  U.S.  source  investment  income 

j  (and  certain  other  U.S.  source  income)  paid  to  foreign  persons 
when  that  income  is  not  effectively  connected  with  a  U.S.  trade  or 
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business.  The  tax  on  gross  amounts  of  interest,  dividends,  and  roy- 
alties may  be  reduced  or  eliminated  under  bilateral  income  tax 
treaties. 

Taxation  of  foreign  insurance  companies 

Under  present  law,  a  foreign  corporation  that  is  carrying  on  an 
insurance  business  in  the  United  States  and  that  would  qualify  as 
an  insurance  company  if  the  corporation  was  a  U.S.  corporation  is 
generally  taxed  in  the  same  manner  as  a  U.S.  insurance  company 
on  its  income  that  is  effectively  connected  with  its  conduct  of  a 
U.S.  trade  or  business.  The  determination  of  whether  a  foreign  cor- 
poration would  qualify  as  an  insurance  company  for  U.S.  tax  pur- 
poses is  made  by  considering  only  the  income  of  the  corporation 
that  is  effectively  connected  with  the  conduct  of  its  business  car- 
ried on  in  the  United  States. 

Income  from  sources  within  the  United  States  of  a  foreign  corpo- 
ration carrying  on  an  insurance  business  in  the  United  States  is 
generally  treated  as  effectively  connected  with  the  conduct  of  its 
insurance  business  in  the  United  States.  Thus,  for  example,  a  for- 
eign insurance  company  carrying  on  an  insurance  business  in  the 
United  States  is  subject  to  U.S.  tax  on  its  U.S.  source  underwriting 
income  and  U.S.  source  investment  income.  In  addition,  in  the  case 
of  a  foreign  life  insurance  company,  income  from  sources  without 
the  United  States  that  is  attributable  to  its  U.S.  business  is  treated 
as  effectively  connected  with  the  conduct  of  an  insurance  business 
in  the  United  States.18  Foreign  property  and  casualty  insurance 
companies  are  not  subject  to  this  rule. 

Required  surplus  for  foreign  life  insurance  companies 

Under  present  law,  if  the  surplus  of  a  foreign  life  insurance  com- 
pany held  in  the  United  States  is  less  than  a  statutorily  defined  re- 
quired surplus,  then  the  income  that  is  effectively  connected  with 
the  conduct  of  the  U.S.  insurance  business  is  increased  by  an  im- 
puted amount.  This  imputed  amount  is  determined  by  multiplying 
(1)  the  excess  of  the  required  surplus  over  the  actual  surplus  by  (2) 
the  current  investment  yield  on  the  U.S.  assets  of  the  foreign  life 
insurance  company. 

The  required  surplus  is  determined  by  multiplying  the  total  U.S. 
insurance  liabilities  of  the  foreign  company  by  a  percentage  deter- 
mined by  the  Secretary.  The  percentage  equals  the  ratio  of  the  sur- 
plus of  domestic  life  insurance  companies  to  their  total  liabilities. 
This  ratio  is  prescribed  by  the  Secretary  of  the  Treasury  each  year 
on  the  basis  of  representative  data  from  the  preceding  year.  Treas- 
ury regulations  provide  for  a  separate  computation  of  required  sur- 
plus with  respect  to  segregated  asset  accounts  of  foreign  life  insur- 
ance companies.  Generally,  the  required  surplus  for  these  accounts 
equals  1  percent  of  liabilities. 

The  actual  surplus  of  a  foreign  life  insurance  company  held  in 
the  United  States  is  the  excess  of  assets  held  in  the  United  States 


18  Interest  income  from  Canadian  sources  that  is  attributable  to  the  U.S.  insurance  business 
of  a  Canadian  insurance  company  is  subject  to  tax  in  the  United  States  notwithstanding  the 
income  tax  treaty  between  the  United  States  and  Canada.  Great-West  Life  Assurance  Co.  v. 
United  States,  678  F.2d  180  (Ct.  CI.  1982). 
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over  the  total  insurance  liabilities  on  U.S.  business.  In  determining 
the  assets  for  this  purpose,  real  property  and  stock  are  valued  at 
fair  market  value  and  all  other  assets  are  valued  at  their  adjusted 
basis  (used  for  determining  gain  or  loss  from  the  sale  of  the  asset). 
Total  insurance  liabilities  means  the  sum  of  total  reserves  (general- 
ly as  defined  in  sec.  816(c))  plus,  to  the  extent  not  included  in  total 
reserves,  the  items  referred  to  in  paragraphs  (3),  (4),  (5),  and  (6)  of 
section  807(c). 

The  current  investment  yield  of  a  foreign  life  insurance  company 
is  determined  by  dividing  the  net  investment  income  on  assets  held 
in  the  United  States  by  the  mean  of  the  assets  held  in  the  United 
States  during  the  taxable  year.  The  determination  of  investment 
yield  is  based  on  the  annual  statement  approved  by  the  National 
Association  of  Insurance  Commissioners, 

Any  increase  in  tax  caused  by  the  surplus  adjustment  may  be 
offset  by  a  reduction  in  the  30-percent  withholding  tax  on  invest- 
ment income  not  effectively  connected  with  the  U.S.  business.  This 
reduction  is  intended  to  prevent  double  taxation  by  the  United 
States  of  income  subject  to  tax  under  the  surplus  adjustment. 

In  determining  the  amount  of  policyholder  dividends  that  is  de- 
ductible by  a  foreign  mutual  life  insurance  company,  the  equity 
base  under  section  809  is  to  be  increased  by  the  excess  (if  any)  of 
the  required  surplus  over  the  actual  surplus. 

Reasons  for  Change 

The  committee  believes  that  the  present-law  rules  applicable  to 
foreign  companies  with  life  insurance  activities  in  the  U.S.  permit 
artificial  reduction  in  investment  income  that  is  subject  to  U.S.  tax. 
Accordingly,  the  committee  concludes  that  it  is  necessary  to  revise 
the  rules  relating  to  the  tax  treatment  of  a  U.S.  life  insurance  busi- 
ness of  a  foreign  company  so  as  to  reduce  the  potential  competitive 
advantage  the  present-law  rules  create. 

The  committee  believes  the  rules  in  the  bill  should  also  apply  to 
the  U.S.  property  and  casualty  insurance  business  of  a  foreign  com- 
pany for  the  same  reasons. 

Explanation  of  Provision 

The  bill  revises  the  rules  relating  to  the  required  surplus  of  for- 
eign life  insurance  companies  and  extends  these  revised  rules  to 
foreign  property  and  casualty  insurance  companies.  Under  the  bill, 
the  net  investment  income  of  a  foreign  insurance  company  that  is 
effectively  connected  with  the  conduct  of  an  insurance  business  in 
the  United  States  may  not  be  less  than  the  required  U.S.  assets  of 
the  company  multiplied  by  the  domestic  investment  yield  applica- 
ble to  the  company  for  the  taxable  year. 

The  required  U.S.  assets  of  a  foreign  insurance  company  for  any 
year  are  determined  by  multiplying  the  company's  total  insurance 
liabilities  on  U.S.  business  by  the  domestic  asset/ liability  percent- 
age applicable  to  the  company.  The  total  insurance  liabilities  of  a 
life  insurance  company  are  defined  in  the  same  manner  as  under 
present  law.  The  total  insurance  liabilities  of  a  property  and  casu- 
alty insurance  company  are  defined  as  the  sum  of  unearned  premi- 
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urns  and  unpaid  losses  (which  for  this  purpose  includes  reserves  on 
life  insurance  contracts). 

The  Secretary  is  to  prescribe  for  each  year  a  domestic  asset/ li- 
ability percentage  for  foreign  life  insurance  companies  and  a  sepa- 
rate domestic  asset/ liability  percentage  for  foreign  property  and 
casualty  insurance  companies.19  The  domestic  asset/ liability  per- 
centage for  each  type  of  insurance  company  equals  a  fraction,  the 
numerator  of  which  is  the  assets  of  the  domestic  companies  of  such 
type  as  valued  under  current  law  and  the  denominator  of  which  is 
the  total  insurance  liabilities  (as  defined  above)  of  the  domestic 
companies  of  such  type. 

The  Secretary  is  also  required  to  prescribe  a  domestic  investment 
yield  for  foreign  life  insurance  companies  and  a  separate  domestic 
investment  yield  for  foreign  property  and  casualty  insurance  com- 
panies. The  investment  yield  for  each  type  of  insurance  company 
equals  a  fraction,  the  numerator  of  which  is  the  net  investment 
income  of  domestic  insurance  companies  of  such  type  and  the  de- 
nominator of  which  is  the  mean  of  the  aggregate  assets  of  the  do- 
mestic companies  of  such  type. 

A  foreign  insurance  company  may  elect  for  purposes  of  the  re- 
quired surplus  rule  to  use  its  worldwide  current  investment  yield 
in  lieu  of  the  applicable  domestic  investment  yield.  The  committee 
adopted  the  worldwide  yield  alternative  to  avoid  discriminating 
against  foreign  companies  whose  investment  performance  does  not 
attain  the  U.S.  average.  The  worldwide  current  investment  yield 
equals  a  fraction,  the  numerator  of  which  is  the  net  investment 
income  of  the  company  from  all  sources  and  the  denominator  of 
which  is  the  mean  of  the  worldwide  assets  of  the  company  that  are 
held  for  the  production  of  investment  income.  A  foreign  insurance 
company  that  elects  to  use  its  worldwide  investment  yield  for  a 
taxable  year  must  use  such  yield  for  all  subsequent  taxable  years 
unless  the  election  is  revoked  with  the  consent  of  the  Secretary. 

The  Secretary  is  authorized  to  prescribe  rules  relating  to  the  cal- 
culation of  worldwide  investment  yield.  In  the  case  of  a  Canadian 
life  insurance  company,  it  is  anticipated  that  the  worldwide  invest- 
ment yield  will  be  determined  from  information  set  forth  on  the 
annual  statement  of  the  company  filed  in  Canada.  In  the  case  of  a 
company  that  does  not  file  an  annual  statement  with  its  country  of 
domicile  or  files  a  statement  that  does  not  provide  adequate  infor- 
mation, then  the  company  must  comply  with  whatever  procedures 
the  Secretary  deems  appropriate.  In  all  events,  the  yield  must  be 
computed  by  translating  income  and  assets  into  U.S.  dollars. 

The  Secretary  is  to  determine  the  domestic  asset/ liability  per- 
centage and  the  domestic  investment  yield  for  each  type  of  insur- 
ance company  on  the  basis  of  data  derived  from  a  representative 
sample  of  domestic  insurance  companies.  For  any  taxable  year,  the 
domestic  asset/ liability  percentage  and  the  domestic  investment 
yield  are  to  be  based  on  data  for  the  second  preceding  taxable  year. 

As  under  present  law,  an  increase  in  tax  caused  by  the  surplus 
adjustment  may  be  offset  by  a  reduction  in  the  30-percent  with- 


19  The  Secretary  may  also  provide  a  separate  asset/ liability  percentage  for  segregated  asset 
accounts  of  foreign  life  insurance  companies  similar  to  the  present  law  treatment  of  such  ac- 
counts. 
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holding  tax  on  investment  income  not  effectively  connected  with 
the  U.S.  business.  The  assets  and  investment  income  calculations 
also  will  continue  to  be  taken  into  account  for  purposes  of  the 
small  life  insurance  company  deduction  and  the  mutual  life  insur- 
ance company  adjustment  for  policyholder  dividends.  The  required 
investment  income  is  to  be  taken  into  account  for  purposes  of  the 
alternative  tax  for  certain  small  property  and  casualty  insurance 
companies  (sec.  831(b)). 

The  bill  also  extends  to  foreign  property  and  casualty  insurance 
companies  the  present-law  provision  for  determining  the  foreign 
source  income  of  a  foreign  life  insurance  company  that  is  effective- 
ly connected  with  the  conduct  of  a  U.S.  business.  Under  this  provi- 
sion, income  from  sources  without  the  United  States  that  is  attrib- 
utable to  a  U.S.  property  and  casualty  insurance  business  is  treat- 
ed as  effectively  connected  with  the  conduct  of  that  business. 

Finally,  the  bill  clarifies  that  any  person  carrying  on  an  insur- 
ance business  in  the  United  States,  whether  operating  as  a  partner- 
ship, corporation,  syndicate,  or  other  entity,  is  taxable  as  a  U.S.  in- 
surance company  if  such  person  would  qualify  as  an  insurance 
company  for  U.S.  tax  purposes. 

The  committee  does  not  believe  that  the  bill's  provisions  conflict 
with  any  U.S.  income  tax  treaty.  The  committee  has  designed  these 
provisions  to  put  foreign  corporations  with  U.S.  operations  on  a  par 
with  U.S.  corporations  with  similar  operations.  Certain  differences 
in  treatment  exist,  but  the  committee  believes  that  those  differ- 
ences (such  as  the  election  between  two  measures  of  investment 
yield)  are  as  likely  to  favor  foreign  companies  as  U.S.  companies. 
Nonetheless,  if  the  bill's  provisions  are  found  to  be  in  conflict  with 
any  U.S.  income  tax  treaty,  the  committee  does  not  intend  that  the 
bill  override  that  treaty. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1987. 

3.  Treatment  of  mutual  life  insurance  company  policyholder  divi- 
dends for  purposes  of  the  alternative  minimum  tax  book  pref- 
erence (sec.  10150  of  the  bill  and  sec.  56(f)  of  the  Code) 

Present  Law 

Under  the  present-law  provisions  for  the  corporate  alternative 
minimum  tax,  50  percent  of  the  excess  of  the  adjusted  net  book 
income  of  a  taxpayer  over  the  alternative  minimum  taxable  income 
of  the  taxpayer  (without  regard  to  book  income)  is  treated  as  a 
preference  item  (the  "book  income"  preference).  In  general,  the 
book  income  used  in  computing  the  adjusted  net  book  income  of  a 
corporate  taxpayer  is  the  net  income  or  loss  set  forth  on  the  tax- 
payer's applicable  financial  statement.  The  applicable  financial 
statement  is  the  statement  provided  for  regulatory  or  credit  pur- 
poses, for  the  purpose  of  reporting  to  shareholders  or  other  owners, 
or  for  other  substantial  nontax  purposes.  Generally,  the  highest 
priority  is  given  to  financial  statements  that  are  required  to  be 
filed  with  the  Securities  and  Exchange  Commission.  If  the  taxpayer 
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(as  is  normally  the  case  with  respect  to  a  mutual  life  insurance 
company  that  does  not  have  shareholders)  does  not  file  such  state- 
ments, then  other  regulatory  statements  are  to  be  used  for  this 
purpose. 

Reasons  for  Change 

Mutual  life  insurance  companies  generally  are  not  required  to 
file  financial  statements  reflecting  generally  accepted  accounting 
principles,  but  rather  file  statements  based  on  statutory  accounting 
methods  for  State  insurance  regulatory  purposes.  As  a  result,  the 
more  conservative  accounting  standards  reflected  in  their  financial 
reports  may  produce  a  different  result  in  the  calculation  of  the 
book  income  preference  than  would  the  use  of  assumptions  based 
on  generally  accepted  accounting  principles  or  tax  accounting  prin- 
ciples. In  particular,  the  committee  is  concerned  that  a  full  deduc- 
tion for  policyholder  dividends  is  permitted  under  statutory  ac- 
counting methods  but  not  under  tax  accounting  principles,  creating 
a  downward  distortion  in  the  calculation  of  such  companies'  book 
income  for  purposes  of  the  book  income  preference.  Therefore,  to 
counterbalance  this  tendency  and  with  a  view  toward  more  similar 
tax  treatment  of  companies  that  file  statutory  accounting  financial 
statements  and  those  that  file  GAAP  financial  statements,  the 
committee  has  added  a  provision  limiting  mutual  life  insurance 
companies'  deduction  for  policyholder  dividends  for  purposes  of  cal- 
culating book  income  and  provides  authority  to  the  Secretary  to 
make  the  calculation  of  adjusted  net  book  income  for  a  mutual  life 
insurance  company  consistent  with  the  calculation  of  adjusted  net 
book  income  generally. 

Explanation  of  Provision 

Under  the  provision,  in  calculating  its  book  income  for  purposes 
of  the  book  income  preference  of  the  corporate  alternative  mini- 
mum tax,  mutual  life  insurance  companies  may  not  reduce  book 
income  for  policyholder  dividends  paid  or  accrued  during  the  tax- 
able year  by  more  than  the  amount  allowable  in  computing  life  in- 
surance company  taxable  income  under  section  801(b)  of  the  Code. 
Thus,  the  book  income  preference  will  not  be  reduced  by  the  nonde- 
ductible portion  of  policyholder  dividends. 

The  bill  also  provides  authority  to  the  Secretary  to  provide  for 
such  adjustments  as  may  be  necessary  to  make  the  calculation  of 
adjusted  net  book  income  in  the  case  of  a  mutual  life  insurance 
company  consistent  with  the  calculation  of  adjusted  net  book 
income  generally.  The  committee  intends  that  the  Secretary  will 
prescribe  these  rules  in  a  manner  that  makes  the  treatment  of 
stock  and  mutual  life  insurance  companies  consistent.  For  exam- 
ple, it  may  be  appropriate  to  require  mutual  life  insurance  compa- 
nies to  capitalize  and  amortize  acquisition  expenses  in  a  manner 
similar  to  that  provided  for  purposes  of  determining  adjusted  cur- 
rent earnings  (sec.  56(g)(4)(F)). 
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Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987. 

4.  Treatment  of  certain  insurance  syndicates  (sec.  10152  of  the 
bill) 

Present  Law 

Present  law  defines  an  insurance  company  for  Federal  income 
tax  purposes  as  a  company  whose  primary  and  predominant  busi- 
ness activity  during  a  taxable  year  is  the  issuing  of  insurance  or 
annuity  contracts  or  the  reinsurance  of  risks  underwritten  by  in- 
surance companies.  An  insurance  company  includes  a  group  of  per- 
sons that  collectively  underwrite  risks  whether  such  group  is  orga- 
nized under  State  law  as  a  corporation,  partnership,  reciprocal, 
Lloyd's  organization,  or  other  entity. 

An  insurance  company  is  taxable  as  a  separate  entity  under  sub- 
chapter L  of  the  Code.  Under  subchapter  L,  an  insurance  company 
is  required  to  include  in  income  the  amount  of  premiums  and  other 
consideration  received  during  any  taxable  year  and  is  allowed  to 
establish  reserves.  The  amount  of  any  increase  in  an  insurance  re- 
serve is  deductible  by  the  insurance  company. 

Pursuant  to  a  closing  agreement  entered  into  between  the  Inter- 
nal Revenue  Service  and  the  members  of  various  insurance  syndi- 
cates formed  under  the  laws  of  the  United  Kingdom,  the  members 
of  the  syndicates  are  subject  to  tax  as  individuals  and  premiums 
received  in  any  taxable  year  are  not  taken  into  account  by  the 
members  until  the  second  taxable  year  after  the  year  of  receipt. 

Reasons  for  Change 

The  committee  believes  that  all  insurance  companies,  whether 
domestic  or  foreign,  that  are  engaged  in  a  U.S.  business  should  be 
subject  to  the  same  U.S.  income  tax  rules.  Furthermore,  the  com- 
mittee believes  that  each  insurance  company  that  is  engaged  in  a 
U.S.  business  should  be  taxed  as  a  separate  entity  and  that  premi- 
ums and  other  consideration  should  be  included  in  gross  income  for 
the  taxable  year  in  which  received. 

I 

Explanation  of  Provision 

The  bill  terminates  the  closing  agreement  entered  into  between 
the  Internal  Revenue  Service  and  the  underwriters  of  certain  in- 
to surance  syndicates  formed  under  the  laws  of  the  United  Kingdom. 
Any  such  syndicate  that  is  engaged  in  a  U.S.  business  is  to  be 
taxed  as  a  domestic  insurance  company  for  the  first  taxable  year  of 
the  syndicate  beginning  after  December  31,  1987.  Thus,  each  syndi- 
cate must  include  in  gross  income  all  premiums  received  during  a 
taxable  year.  In  addition,  each  syndicate  is  allowed  to  establish  re- 
serves and  may  deduct  increases  to  such  reserves.  The  syndicates 
that  are  conducting  business  in  the  United  States  are  also  subject 
to  the  revised  rules  for  taxing  the  investment  income  of  foreign  in- 
surance companies  (see  part  2  of  this  section  above). 
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The  committee  believes  that  the  syndicates  that  are  currently 
underwriting  U.S.  risks  are  engaged  in  a  U.S.  business  and  are  con- 
ducting the  business  through  a  permanent  establishment  located  in 
the  United  States  as  that  term  is  defined  in  the  income  tax  treaty 
between  the  United  States  and  the  United  Kingdom.  Consequently, 
the  income  of  these  syndicates  that  is  effectively  connected  with 
the  U.S.  business  is  taxable  in  the  United  States. 

Effective  Date 

The  provision  is  effective  for  syndicate  taxable  years  beginning 
after  December  31,  1987.  The  Secretary  of  the  Treasury  shall  pro- 
vide transitional  adjustments  as  are  applicable  for  these  syndicates 
in  order  to  prevent  items  of  income  and  deduction  from  being  du- 
plicated or  omitted  for  U.S.  tax  purposes. 


G.  Treatment  of  Net  Investment  Income  of  Trade  Associations 


(Sec.  10153  of  the  bill  and  sec.  512  of  the  Code) 
Present  Law 

In  general,  present  law  imposes  a  tax  on  the  unrelated  business 
taxable  income  of  otherwise  tax-exempt  organizations  (sees.  511- 
514),  including  trade  associations  and  other  organizations  described 
in  section  501(c)(6).  The  unrelated  business  income  tax  ("UBIT")  ap- 
plies with  respect  to  income  derived  from  a  trade  or  business  regu- 
larly carried  on  by  the  organization  unless  the  conduct  of  the  trade 
or  business  is  related  substantially  (aside  from  the  organization's 
need  for  or  use  of  the  revenues)  to  performance  of  its  tax-exempt 
functions.  Under  special  rules,  dividends,  interest,  royalties,  certain 
rental  income,  certain  gains  or  losses  from  dispositions  of  property, 
and  certain  other  specified  types  of  income  (and  directly  connected 
deductions)  of  a  tax-exempt  organization  generally  are  excluded 
from  unrelated  business  taxable  income  subject  to  the  UBIT, 
except  where  derived  from  debt-financed  property  or  certain  con- 
trolled entities  (sec.  512(b)). 

However,  in  the  case  of  tax-exempt  social  clubs,  voluntary  em- 
ployees' beneficiary  associations  (VEBAs),  and  certain  other 
mutual  benefit  organizations,  the  UBIT  generally  applies  under 
present  law  to  all  gross  income — including  investment  income — 
other  than  exempt  function  income,  such  as  membership  receipts 
(sec.  512(a)(3)).  The  term  exempt  function  income  generally  includes 
(1)  income  set  aside  to  be  used  for  a  charitable  purpose  specified  in 
section  170(c)(4),  or  (2)  "rollover"  gain  on  certain  dispositions  of 
property  used  by  the  organization  in  performing  its  tax-exempt 
functions. 

Reasons  for  Change 

The  committee  believes  that  the  present-law  treatment  of  invest- 
ment income  of  tax-exempt  social  clubs,  VEBAs,  and  certain  other 
mutual  benefit  organizations  also  should  apply  for  UBIT  purposes 
with  respect  to  investment  income  of  tax-exempt  trade  associations. 

The  present-law  exclusions  from  the  UBIT  for  certain  investment 
income  of  trade  associations  allow  the  organization's  members  to 

-  obtain  an  immediate  deduction  for  dues  or  similar  payments  to  the 
organization  in  excess  of  amounts  needed  for  current  operations, 
while  avoiding  tax  on  a  proportionate  share  of  the  earnings  from 
investing  such  surplus  amounts.  If  the  trade  association  member 
instead  had  retained  its  proportionate  share  of  the  surplus  and 
itself  had  invested  that  amount,  the  earnings  thereon  would  have 

1  been  taxed  in  the  year  received  to  the  member.  Although  in  some 
instances  investment  income  earned  tax-free  by  a  trade  association 
may  be  used  to  reduce  member  payments  in  later  years,  and  hence 
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would  reduce  deductions  claimed  by  members  in  such  years,  the 
member  still  has  gained  a  benefit  under  present  law  through  tax 
deferral. 

Thus,  under  present-law  rules,  trade  association  members  may 
be  able  to  claim  current  deductions  for  future  expenses.  Even  as- 
suming that  dues  and  similar  payments  would  be  deductible  by  the 
member  if  made  in  a  later  year,  to  the  extent  that  investment 
income  is  earned  by  the  trade  association  in  one  year  and  spent  in 
a  later  year,  the  present-law  exclusions  effectively  provide  the  ben- 
efit of  a  deduction  before  the  expenditure  actually  is  made.  Accord- 
ingly, the  committee  concluded  that  it  is  appropriate  to  treat  in- 
vestment income  of  trade  associations  in  generally  the  same 
manner  as  investment  income  of  social  clubs,  VEBAs,  and  certain 
other  mutual  benefit  organizations. 

Explanation  of  Provision 

Under  the  provision,  the  items  of  income  described  in  paragraphs 
1,  2,  and  3  of  section  512(b)  (and  gain  or  loss  described  in  paragraph 
5  thereof)  generally  are  treated  as  derived  from  an  unrelated  trade 
or  business,  and  all  deductions  directly  connected  with  such  items 
are  allowed,  in  the  case  of  organizations  described  in  section 
501(c)(6)  (hereinafter  referred  to  as  "trade  associations").  Thus, 
under  the  provision,  trade  associations  generally  are  not  eligible 
for  the  exclusions  set  forth  in  such  paragraphs  for  dividends,  inter- 
est, payments  with  respect  to  securities  loans,  annuities,  royalties, 
certain  rental  income,  certain  gains  or  losses  from  dispositions  of 
property,  and  certain  gains  on  the  lapse  or  termination  of  options. 

However,  the  present-law  modifications  set  forth  in  paragraphs 
1,  2,  3,  and  5  of  section  512(b)  continue  to  apply  if  such  income  or 
gain  is  set  aside  to  be  used  exclusively  for  one  or  more  charitable 
purposes  specified  in  section  170(c)(4).  In  addition,  if  a  trade  asso- 
ciation sells  property  that  is  used  directly  in  the  performance  of  its 
exempt  function,  and  purchases  and  uses  other  property  directly  in 
the  performance  of  its  exempt  function,  any  gain  from  such  sale  is 
recognized  only  to  the  extent  that  the  organization's  sales  price  of 
the  old  property  exceeds  the  organization's  cost  of  purchasing  the 
other  property.  This  latter  rule  applies  only  if  the  new  property  is 
purchased  within  a  period  beginning  one  year  before  the  date  of 
the  sale  of  the  old  property  and  ending  one  year  after  such  date. 

The  provision  does  not  affect  any  exclusions  from  the  UBIT  other  : 
than  those  specified  in  the  provision.  For  example,  the  provision 
does  not  modify  the  treatment  of  income  from  qualified  convention 
and  trade  show  activities  under  section  513(d).  ] 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987. 


H.  Pensions:  Modify  Full-Funding  Limitation 
(Sec.  10154  of  the  bill  and  sec.  412  of  the  Code) 
Present  Law 

Under  present  law,  subject  to  certain  limitations,  an  employer 
may  make  deductible  contributions  to  a  qualified  defined  benefit 
pension  plan  up  to  the  full  funding  limitation  (sec.  404).  The  full 
funding  limitation  generally  is  defined  as  the  excess,  if  any,  of  (1) 
the  accrued  liability  (including  normal  cost)  under  the  plan,  over 
(2)  the  lesser  of  (a)  the  fair  market  value  of  the  plan's  assets,  or  (b) 
the  value  of  the  plan's  assets  determined  under  section  412(cX2) 
(sec.  412(c)(7)).  Generally,  the  accrued  liability  is  based  on  projected 
benefits,  which,  unlike  accrued  benefits,  are  the  benefits  that  are 
projected  to  be  earned  by  normal  retirement  age,  rather  than  the 
benefit  accrued  as  of  the  close  of  the  current  year. 

If  a  defined  benefit  plan  is  terminated,  the  employer's  liability  to 
plan  participants  does  not  exceed  the  plan's  termination  liability 
(generally  the  liability  for  benefits  determined  as  of  the  date  of  the 
plan  termination).  However,  contributions  to  a  plan  with  assets  sig- 
nificantly in  excess  of  termination  liability  may  be  deductible  be- 
cause the  full  funding  limitation  is  determined  on  the  basis  of  pro- 
jected benefits. 

Reasons  for  Change 

The  committee  believes  that  defined  benefit  pension  plans  should 
be  funded  in  such  a  manner  as  to  provide  benefit  security  for  par- 
ticipants. The  committee  does  not  believe,  however,  that  an  em- 
ployer should  be  entitled  to  make  excessive  contributions  to  a  de- 
fined benefit  pension  plan  to  fund  liabilities  that  it  has  not  yet  in- 
curred. Such  use  of  a  defined  benefit  plan  is  equivalent  to  a  tax- 
free  savings  account  for  future  liabilities  and  is  inconsistent  gener- 
ally with  the  treatment  of  unaccrued  liabilities  under  the  Code. 

The  committee  believes  that  an  overall  cap  on  an  employer's  de- 
duction for  plan  contributions  is  appropriate  in  the  case  of  over- 
funded  plans,  and  that  the  proper  balance  between  these  compet- 
.  ing  concerns  is  achieved  by  precluding  deductible  contributions  to  a 
.  defined  benefit  pension  plan  to  the  extent  that  the  contributions 
cause  plan  assets  to  exceed  150  percent  of  termination  liabilities 
(i.e.,  generally  accrued  liabilities). 

Explanation  of  Provision 

Under  the  bill,  the  full  funding  limitation  generally  is  defined  to 
mean  the  excess,  if  any,  of  (1)  the  lesser  of  (a)  the  accrued  liability 
(including  normal  cost)  under  the  plan,  or  (b)  150  percent  of  termi- 
nation liabilities,  over  (2)  the  lesser  of  (a)  the  fair  market  value  of 
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the  plan's  assets,  or  (b)  the  value  of  the  plan's  assets  determined 
under  section  412(c)(2). 

The  bill  provides  that,  effective  with  respect  to  plan  years  begin- 
ning after  December  31,  1987,  the  regulations  under  section 
412(c)(2)  permitting  asset  valuations  to  be  based  on  a  range  of  other 
than  fair  market  value  are  to  have  no  force  and  effect.  In  addition, 
the  bill  provides  that  the  Secretary  is  to  amend  the  regulations  to 
carry  out  the  intent  of  this  provision. 

For  purposes  of  the  definition  of  the  full  funding  limitation,  the 
term  '  'termination  liability"  means  the  value  of  all  liabilities  to 
employees  and  their  beneficiaries  under  the  plan.  For  purposes  of 
determining  termination  liability  under  this  rule,  liability  for  any 
benefit  contingent  on  (1)  a  facility  shutdown,  (2)  a  reduction  or  con- 
traction in  workforce,  or  (3)  any  event  that  cannot  reliably  and  rea- 
sonably be  predicted  (as  determined  under  regulations)  is  not  to  be 
taken  into  account  until  such  shutdown,  reduction  or  contraction, 
or  other  event  occurs.  Except  as  specifically  provided,  the  bill  does 
not  change  the  present-law  definition  of  termination  liability  for 
other  purposes. 

The  committee  does  not  intend  that  an  event  will  be  considered 
reliably  and  reasonably  predictable  solely  because  an  actuarial 
probability  of  the  event  occurring  may  be  determined.  It  is  further 
intended  that  the  Secretary  will  prescribe  regulations  defining 
events  that  can  and  cannot  be  reasonably  and  reliably  predicted 
and  will  revise  these  regulations  as  new  benefits  are  developed. 

The  third  category  of  contingent  benefits  is  intended  to  include 
contingencies  that,  like  facility  shutdowns  or  reductions  or  contrac- 
tions in  workforce,  are  not  reliably  and  reasonably  predictable. 
This  category  is  not  limited  to  events  that  are  similar  to  shutdowns 
or  reductions  in  force.  An  example  of  a  benefit  that  is  included  in 
the  third  category  is  a  benefit  dependent  upon  the  profits  of  the 
employer  or  the  value  of  employer  stock  dropping  below  a  certain 
level. 

On  the  other  hand,  if  an  employer  provides  an  early  retirement 
window  benefit  under  which  employees  who  have  satisfied  certain 
age  or  service  requirements  or  both  are  offered  a  limited  period  of 
time  during  which  they  may  elect  to  retire,  such  a  window  benefit 
is  not  necessarily  considered  to  be  contingent  on  an  event  that 
cannot  be  reasonably  and  reliably  predicted. 

The  bill  does  not  modify  the  definition  of  accrued  liability  in  sec- 
tion 412(c)(7).  Also,  the  requirement  of  section  412(c)(6)(B)  that  all 
amortizable  amounts  be  considered  fully  amortized  is  applied  with- 
out regard  to  the  change  in  the  full  funding  limitation  (adding  the 
150  percent  of  termination  liability  limitation). 

The  committee  further  intends  that  the  full  funding  limitation 
(as  well  as  the  other  limitations  on  deductions  for  plan  contribu- 
tions) may  not  be  avoided  by  the  creation  of  multiple  plans  with 
coordination  of  benefits  between  the  plans.  The  Secretary  is  to  pre- 
scribe rules  consistent  with  this  intent. 

The  Secretary  may,  under  regulations,  adjust  the  150-percent 
figure  in  the  full  funding  limitation  to  take  into  account  the  aver- 
age age  (and  length  of  service,  if  appropriate)  of  the  participants  in 
the  plan  (weighted  by  the  value  of  their  benefits  under  the  plan). 
Any  such  adjustments  are  to  be  prescribed  only  if,  in  the  aggre-  n 
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gate,  their  effect  on  Federal  budget  receipts  is  substantially  identi- 
cal to  the  effect  of  this  provision  of  the  bill.  For  example,  the  Secre- 
tary could,  if  it  satisfies  the  budget  receipts  requirement,  adjust  the 
150-percent  figure  to  175  percent  for  younger  workforces  and  to  125 
percent  for  older  workforces. 

Effective  Date 

This  provision  is  effective  for  years  beginning  after  December  31, 
1987. 


r 
x 
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III.  EXCISE  TAXES;  USER  FEES 
A.  Excise  Taxes 

1.  Telephone  excise  tax:  3-year  extension  (sec.  10161  of  the  bill 

and  sec.  4251  of  the  Code) 

Present  Law 

A  3-percent  excise  tax  is  imposed  on  amounts  paid  for  local  tele- 
phone service,  toll  (long-distance)  telephone  service,  and  teletype- 
writer exchange  service  (Code  sec.  4251).  The  tax  is  scheduled  to 
expire  after  December  31,  1987. 

Exemptions  from  the  tax  are  provided  for  communications  serv- 
ice furnished  to  news  services  (except  local  telephone  service  to 
news  services),  international  organizations,  the  American  National 
Red  Cross,  servicemen  in  combat  zones,  nonprofit  hospitals  and 
educational  organizations,  State  and  local  governments,  and  for  toll 
telephone  service  paid  by  a  common  carrier,  telephone  or  telegraph 
company,  or  radio  broadcasting  company  in  the  conduct  of  its  busi- 
ness. Exemptions  are  also  provided  for  installation  charges,  certain 
coin-operated  service,  and  private  communications  systems  (e.g., 
certain  dedicated  lines  leased  to  a  single  business  user). 

Reasons  for  Change 

The  committee  does  not  believe  it  is  appropriate  to  permit  exist- 
ing taxes  to  expire  at  a  time  when  additional  revenues  are  needed 
to  reduce  the  budget  deficit.  Therefore,  the  committee  determined 
that  a  3-year  extension  of  the  telephone  excise  tax  is  appropriate  in 
view  of  the  existing  budgetary  deficit  situation. 

Explanation  of  Provision 

The  bill  extends  the  current  3-percent  telephone  excise  tax  for  3 
years,  through  December  31,  1990. 

Effective  Date 

The  provision  is  effective  for  telephone  bills  rendered  after  De- 
cember 31,  1987,  and  before  January  1,  1991. 

2.  Repeal  of  current  highway  excise  tax  exemptions  for  private 

buses  (sec.  10162  of  the  bill  and  sees.  4041,  4221,  6416,  6421 
and  6427  of  the  Code) 

Present  Law 

Revenues  from  excise  taxes  on  motor  fuels  and  tires  are  deposit- 
ed in  the  Highway  Trust  Fund.  Receipts  of  the  Trust  Fund  are 
used  to  finance  expenditures  which  are  authorized  from  the  High- 
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way  Trust  Fund.  Exemptions  from  these  excise  taxes  are  provided 
for  several  purchasers  of  fuels,  including  private  bus  operators, 
both  transit  buses  and  private  school  buses  (e.g.,  buses  operated  by 
organizations  exempt  from  tax  under  sec.  501(c)(3)). 

Private  bus  operators  are  exempt  from  the  excise  tax  on  tires. 
Intercity  common  carrier  buses  and  qualified  local  buses  are 
exempt  from  the  9-cents-per-gallon  highway  taxes  on  gasoline  and 
special  motor  fuels.  Qualified  local  buses  are  also  exempt  from  the 
15-cents-per-gallon  diesel  fuel  tax.  In  addition,  private  intercity 
buses  receive  a  12-cents-per-gallon  refund  (or  credit)  of  the  15-cents- 
per-gallon  highway  diesel  fuel  tax.  No  exemption  is  available  for 
buses  engaged  in  transportation  that  is  not  scheduled  and  is  not 
along  regular  routes,  unless  the  seating  capacity  of  the  bus  is  at 
least  20  adults  (not  including  the  driver). 

Reasons  for  Change 

The  committee  believes  that  all  nongovernmental  users  of  feder- 
ally financed  roads  and  highways  should  bear  part  of  the  cost  of 
constructing,  maintaining,  and  improving  them.  Exemptions  from 
highway  user  excise  taxes  provide  a  tax  subsidy  to  exempted  users 
and,  by  discriminating  in  this  way,  increase  the  burden  on  tax 
paying  users.  In  addition,  the  exemptions  reduce  the  revenues  cred- 
ited to  the  Highway  Trust  Fund  and  delay  funding  of  needed  re- 
pairs and  improvements. 

Explanation  of  Provisions 

The  bill  repeals  the  motor  fuels  and  tires  excise  tax  exemptions 
for  buses  (including  buses  used  by  sec.  501(c)(3)  organizations).  This 
repeal  does  not  affect  the  exemption  of  governmentally  owned  and 
operated  mass  transit  buses  or  of  public  school  buses. 

Effective  Date 

The  provision  is  effective  on  January  1,  1988. 

3.  Collection  of  diesel  fuel  and  certain  other  motor  fuels  taxes  on 
sales  to  retailers  (sec.  10163  of  the  bill  and  sec.  4041,  4101, 
6421,  and  6427  of  the  Code) 

Present  Law 

The  diesel  fuel  and  special  motor  fuels  excise  taxes  generally  are 
imposed  on  the  sale  of  the  taxable  fuel  by  a  retail  dealer  to  the  ul- 
timate consumer  of  the  fuel.  Under  an  exception,  retail  dealers 
may  elect  to  have  wholesale  distributors  collect  and  pay  the  diesel 
fuel  tax  when  the  fuel  is  sold  to  the  retailer. 

Reasons  for  Change 

The  committee  has  learned  that  imposition  of  the  tax  at  the 
retail  level  where  there  are  many  tax  collectors  at  the  end  of  a 
long  marketing  chain  has  fostered  inefficient  collection  procedures 
and  encouraged  development  of  tax  avoidance  schemes.  Imposing 
these  taxes  at  an  earlier  stage  in  the  marketing  of  these  fuels 
would  reduce  opportunities  for  evading  payment  of  the  fuels  taxes. 
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Collection  of  excise  taxes  at  the  point  in  the  distribution  chain  with 
a  smaller  number  of  taxpayers  provides  for  more  efficient  adminis- 
tration of  the  tax  since  there  are  fewer  taxpayers  for  the  Internal 
Revenue  Service  to  monitor.  Furthermore,  collecting  these  excise 
taxes  at  a  uniform  marketing  level  eliminates  any  special  advan- 
tage for  a  single  industry  segment,  e.g.,  integrated  operations 
versus  independent  wholesale  dealers. 

Explanation  of  Provision 

Collection  of  the  diesel  fuel  excise  tax  on  sales  by  wholesale  deal- 
ers is  made  mandatory  for  all  sales.  The  special  motor  fuels  and 
aviation  fuels  (other  than  gasoline)  excise  tax  likewise  is  imposed 
on  sale  of  the  fuel  by  a  wholesale  distributor. 

The  provisions  of  present  law  permitting  tax-free  sales  for  cer- 
tain exempt  purposes  are  repealed.  Further,  Treasury  is  authorized 
to  require  information  reporting  and  registration  from  such  per- 
sons in  the  distribution  chain  of  these  fuels  as  it  deems  necessary 
to  prevent  evasion  of  the  tax.  Treasury  also  is  authorized  to  require 
such  bonding  of  persons  who  remit  these  taxes  as  is  necessary  to 
prevent  evasion  of  the  tax. 

Effective  Date 
The  provision  is  effective  on  January  1,  1988. 


B.  User  Fees 


1.  Internal  Revenue  Service  (sec.  10164  of  the  bill) 

Present  Law 

The  Internal  Revenue  Service  (IRS)  currently  provides  written 
responses  to  questions  of  individuals,  corporations,  and  organiza- 
tions relating  to  their  tax  status  or  the  effects  of  particular  trans- 
actions for  tax  purposes.  The  IRS  responds  to  these  inquiries 
through  the  issuance  of  letter  rulings,  determination  letters,  and 
opinion  letters. 

A  letter  ruling  is  a  written  statement  issued  by  the  National 
Office  of  the  IRS  that  interprets  and  applies  the  tax  law  to  a  specif- 
ic set  of  facts.  A  letter  ruling  generally  is  followed  by  the  IRS  on 
audit  in  determining  the  tax  liability  of  the  recipient  of  the  ruling. 

A  determination  letter  is  a  written  statement  issued  by  a  district 
director  of  the  IRS  that  applies  principles  previously  announced  by 
the  National  Office  of  the  IRS  to  a  specific  set  of  facts.  A  determi- 
nation letter  generally  is  issued  in  the  same  circumstances  as  a 
letter  ruling  and  is  followed  by  the  IRS  on  audit  in  determining  the 
tax  liability  of  the  recipient  of  the  letter.  Most  determination  let- 
ters involve  the  qualification  of  retirement  plans  and  the  status  of 
organizations  seeking  exemption  from  tax. 

An  opinion  letter  is  a  written  statement  issued  by  the  National 
Office  of  the  IRS  that  addresses  the  acceptability  of  the  form  of  a 
master  or  prototype  pension  plan  and  any  related  trust  or  custodial 
account. 

The  IRS  currently  does  not  charge  taxpayers  for  issuing  letter 
rulings,  determination  letters,  or  opinion  letters. 

Reasons  for  Change 

The  committee  believes  that,  as  the  Administration  has  proposed 
I  in  the  last  several  budgets,  the  relatively  small  number  of  persons 

that  request  letter  rulings,  determination  letters,  and  opinion  let- 
1  ters  should  pay  for  the  benefit  of  these  services.  The  committee 
!  also  believes  that  the  provision  should  not  be  made  permanent  at 

this  time  so  that  the  committee  may  examine  the  impact  of  the 
-provision  on  taxpayer  compliance. 

Explanation  of  Provision 

The  bill  requires  the  IRS  to  charge  a  fee  for  each  request  for  a 
letter  ruling,  determination  letter,  opinion  letter,  or  other  similar 
I  ruling  or  determination.  The  amount  of  the  fee  is  to  vary  based  on 
the  type  of  request,  as  follows: 
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„  Fee 
Category  ^  ft 

Employee  plan  ruling   |*™ 

Exempt  organization  ruling   ggj 

Employee  plan  determination   J^u 

Exempt  organization  determination  

Chief  counsel  ruling   *zuu 

The  IRS  is  authorized  to  vary  the  amount  of  the  fee  charged  for 
subcategories  of  requests  based  on  the  average  time  for  (and  the 
difficulty  of)  requests  in  the  subcategories.  In  addition,  the  1Kb  is 
authorized  to  provide  exemptions  and  reduced  fees.  The  1Kb  may 
vary  the  amount  of  the  fee  or  provide  exemptions  or  reduced  lees 
only  if  the  average  fee  charged  during  a  fiscal  year  for  requests  m 
any  category  is  approximately  the  same  as  the  fee  listed  above  lor 
that  category.  .  .  ,  U1 

The  amount  of  the  fee  is  payable  in  advance  and  is  relundable 
only  if  the  IRS  refuses  to  respond  to  the  request.  The  fee  is  not  re- 
fundable if  the  person  making  the  request  withdraws  the  request 
prior  to  the  issuance  of  the  ruling  or  determination. 

Effective  Date 

The  provision  applies  to  requests  filed  on  or  after  the  first  day  of 
the  second  calendar  month  that  begins  after  the  date  of  enactment. 
The  provision  does  not  apply  to  requests  filed  after  September  dU, 
1990. 


2.  Extension  and  increase  in  certain  alcohol,  tobacco,  and  fire- 
arms occupational  taxes  (sec.  10165  of  the  bill  and  sees.  5091, 
5111,  5121,  5131,  5271,  5801,  and  5845  of  the  Code) 

Present  Law 

Occupational  taxes  are  imposed  on  numerous  business  activities 
involving  the  production  and  marketing  of  alcohol,  tobacco,  and 
firearms  products.  Brewers  currently  pay  $110  per  year  for  each 
brewery  operated  by  them,  except  any  brewer  of  fewer  than  500 
barrels  a  year  pays  $55  per  year  (sec.  5091).  Manufacturers  and  im- 
porters of  National  Firearms  Act  (NFA)  firearms  pay  a  $500  per 
year  occupational  tax  for  each  place  of  business,  except  a  person 
who  manufactures  or  imports  only  weapons  classified  as  "any  other 
weapon"  under  section  5845(e)  pays  a  tax  of  $25  per  year  (sec. 
5801).  No  occupational  taxes  are  imposed  on  distillers,  wineries,  or 
tobacco  manufacturers. 

Dealers  in  NFA  firearms  generally  are  subject  to  an  annual  oc- 
cupational tax  of  $200  per  place  of  business;  dealers  who  deal  only 
in  weapons  classified  as  "any  other  weapon"  under  section  5845(e) 
are  subject  to  an  annual  tax  of  $10  per  place  of  business  (sec.  5801). 

An  annual  $255  per  place  of  business  occupational  tax  is  imposed 
on  wholesale  liquor  dealers;  an  annual  $123  tax  is  imposed  on 
wholesale  beer  dealers  (sec.  5111). 

An  annual  occupational  tax  of  $54  per  place  of  business  is  im- 
posed on  retail  liquor  dealers;  the  tax  is  $24  per  place  of  business 
for  retail  beer  dealers  (sec.  5121).  A  special  tax  of  $4.50  per  month 
in  which  sales  are  made  is  imposed  on  "limited  retail  dealers"  in 
distilled  spirits;  the  tax  is  $2.20  per  month  for  limited  retail  dealers 
in  beer  and  wine  only  (sec.  5121). 

Persons  permitted  to  use  distilled  spirits  without  payment  of  tax, 
or  who  deal  in  or  use  specially  denatured  distilled  spirits,  must 
obtain  permits  under  present  law,  but  no  occupational  tax  is  im- 
posed on  these  persons  with  respect  to  this  activity  (sec.  5271). 

Present  law  permits  drawbacks  (refunds)  of  the  distilled  spirits 
tax  in  certain  cases.  Persons  receiving  drawbacks  of  this  tax  for 
distilled  spirits  to  be  used  for  nonbeverage  purposes  are  subject  to 
j  an  occupational  tax  based  on  the  amount  of  alcohol  used.  The  tax 
ranges  from  $25  per  year  (drawbacks  not  exceeding  25  proof  gal- 
lons) to  $100  per  year  (drawbacks  exceeding  50  proof  gallons)  (sec. 
5131). 

Reasons  for  Change 

The  Bureau  of  Alcohol,  Tobacco,  and  Firearms  (BATF)  incurs  sig- 
nificant expenses  in  regulating  the  three  industries  over  which  it 
has  jurisdiction.  The  President  proposed  in  his  budget  that  the 
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IV.  OTHER  REVENUE-INCREASE  PROVISIONS 
A.  Targeted  Jobs  Tax  Credit 
(Sec.  10166  of  the  bill  and  sec.  51  of  the  Code) 
Present  Law 

Background 

The  targeted  jobs  tax  credit  (Code  sec.  51)  was  enacted  in  the 
Revenue  Act  of  1978  to  replace  an  expiring  credit  for  increased  em- 
ployment. As  originally  enacted,  the  targeted  jobs  credit  was  sched- 
uled to  terminate  after  1981. 

The  availability  of  the  credit  was  successively  extended  by  the 
Economic  Recovery  Tax  Act  of  1981  (ERTA)  for  one  year,  the  Tax 
Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA)  for  two 
years,  the  Deficit  Reduction  Act  of  1984  (the  1984  Act)  for  one  year, 
and  the  Tax  Reform  Act  of  1986  (the  1986  Act)  for  three  years. 
Under  present  law,  the  credit  is  available  for  wages  paid  to  target- 
ed group  individuals  who  begin  work  for  an  employer  before  Janu- 
ary 1,  1989. 

ERTA,  TEFRA,  the  1984  Act,  and  the  1986  Act  also  modified  the 
targeted  group  definitions  and  made  several  substantive,  technical, 
and  administrative  changes  in  the  credit  provisions.  In  addition, 
TEFRA  authorized  appropriations  for  the  expenses  of  administer- 
ing the  system,  for  certifying  targeted  group  membership  and  of 
providing  publicity  to  employers  regarding  the  targeted  jobs  credit. 
Both  the  1984  Act  and  the  1986  Act  extended  the  authorization  for 
appropriations  for  administrative  and  publicity  expenses  through 
1988. 

Targeted  jobs  credit  rules 

The  targeted  jobs  tax  credit  is  available  on  an  elective  basis  for 
hiring  individuals  from  one  or  more  of  nine  targeted  groups.  The 
targeted  groups  are  (1)  vocational  rehabilitation  referrals;  (2)  eco- 
nomically disadvantaged  youths  (ages  18-24);  (3)  economically  disad- 
vantaged Vietnam-era  veterans;  (4)  SSI  recipients;  (5)  general  as- 
sistance recipients;  (6)  economically  disadvantaged  cooperative  edu- 
cation students  (ages  16-19);  (7)  economically  disadvantaged  former 
convicts;  (8)  AFDC  recipients  and  WIN  registrants;  and  (9)  economi- 
cally disadvantaged  summer  youth  employees  (ages  16-17). 

Under  present  law,  the  credit  equals  40  percent  of  the  first 
$6,000  of  qualified  first-year  wages.  Thus,  the  maximum  credit  is 
$2,400  (40  percent  of  6,000)  in  the  first  year  of  employment.  In  the 
case  of  economically  disadvantaged  summer  youth  employees,  the 
credit  equals  85  percent  of  up  to  $3,000  of  wages,  for  a  maximum 
credit  of  $2,550.  The  employer's  deduction  for  wages  is  reduced  by 
the  amount  of  the  credit. 
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Section  51  includes  specific  provisions  restricting  eligibility  of  the 
credit  to  certain  groups  of  individuals  and  certain  wages.  For  ex- 
ample, no  wages  paid  to  a  targeted-group  member  are  taken  into 
account  for  credit  purposes  unless  the  individual  either  (1)  is  em- 
ployed by  the  employer  for  at  least  90  days  (14  days  in  the  case  of 
economically  disadvantaged  summer  youth  employees),  or  (2)  has 
completed  at  least  120  hours  of  work  performed  for  the  employer 
(20  hours  in  the  case  of  economically  disadvantaged  summer  youth 
employees).  Under  present  law,  there  is  no  provision  denying  the 
credit  for  wages  paid  to  replacement  employees  in  a  labor  dispute 
situation  if  the  employee's  wages  otherwise  qualify  for  the  credit. 

Reasons  for  Change 

The  committee  determined  that  it  is  inappropriate  to  provide  the 
tax  benefits  of  the  credit  to  an  employer  whose  plant  or  facility  is 
involved  in  a  strike  or  lockout  for  the  wages  of  replacement  em- 
ployees. 

Explanation  of  Provision 

Under  the  provision,  an  employer  is  not  entitled  to  the  targeted 
jobs  tax  credit  with  respect  to  certain  wages  if  the  employer's  plant 
or  facility  is  involved  in  a  strike  or  lockout.  Specifically,  the  credit 
is  not  available  for  wages  paid  to  a  targeted-group  individual  who 
performs  the  same  or  substantially  similar  services  as  those  of  em- 
ployees participating  in  or  affected  by  the  strike  or  lockout. 

Effective  Date 

This  provision  applies  to  amounts  paid  or  incurred  on  or  after 
January  1,  1987  for  services  rendered  on  or  after  such  date. 


B.  Illegal  Federal  Irrigation  Subsidies 
(Sec.  10167  of  the  bill  and  sec.  90  of  the  Code) 
Present  Law 

The  Federal  government  makes  available  to  certain  taxpayers 
water  from  reclamation  and  irrigation  projects  for  agricultural  pur- 
poses. Pursuant  to  the  Reclamation  Reform  Act  of  1982,  this  water 
must  be  provided  at  "full  cost"  in  certain  situations.  In  other  situa- 
tions, the  amount  charged  for  the  water  may  be  less  than  its  full 
cost.  Where  water  is  provided  at  less  than  full  cost,  the  difference 
between  the  full  cost  amount  and  that  actually  charged  for  the 
water  is  not  considered  to  be  an  item  of  income  for  Federal  income 
tax  purposes. 

Reasons  for  Change 

The  committee  is  concerned  that  subsidies  to  taxpayers  in  the 
form  of  the  provision  of  water  by  the  Federal  Government  not 
occur,  unless  authorized  by  law. 

Explanation  of  Provision 

Gross  income  includes  any  illegal  irrigation  subsidy  received  by  a 
taxpayer  during  the  taxable  year.  An  illegal  Federal  irrigation  sub- 
sidy is  the  excess  (if  any)  of  the  amount  required  by  law  to  be  paid 
for  any  Federal  irrigation  water  delivered  to,  or  for  the  benefit  of, 
the  taxpayer  over  the  amount  paid  for  such  water.  Federal  irriga- 
tion water  is  any  water  made  available  for  agricultural  purposes 
from  the  operation  of  any  reclamation  or  irrigation  project  referred 
to  in  paragraph  (8)  of  section  202  of  the  Reclamation  Reform  Act  of 
1982.  A  taxpayer  receiving  an  illegal  water  subsidy  is  required  to 
include  the  amount  of  such  subsidy  in  income  in  the  taxable  year 
in  which  such  water  is  provided.  No  deduction  is  allowed  with 
regard  to  any  amount  included  in  income  as  a  result  of  this  provi- 
sion. 

Effective  Date 

The  provision  is  effective  for  water  delivered  to  the  taxpayer 
after  December  31,  1987. 
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C.  Compliance  Provisions 

1.  Escheat  of  refunds  (sec.  10168  of  the  bill  and  new  sec.  6408  of 

the  Code) 

Present  Law 

Some  taxpayers  may  not  claim  their  tax  refunds  for  a  variety  of 
reasons.  Although  under  present  law  unclaimed  refunds  remain  in 
the  General  Fund  of  the  Treasury,  no  provision  of  the  Code  re- 
quires that  unclaimed  Federal  tax  refunds  escheat  (revert)  to  the 
Federal  Government.  Some  States  have  sued  the  Federal  Govern- 
ment, asserting  that  unclaimed  Federal  tax  refunds  escheat  to  the 
State.  If  the  States  win  these  cases,  the  Federal  Government  would 
be  required  to  pay  these  amounts  out  of  the  General  Fund  of  the 
Treasury  to  the  States. 

Reasons  for  Change 

The  committee  believes  that,  because  Federal  tax  refunds  arise 
out  of  the  operation  of  Federal  law,  those  refunds  that  are  not 
claimed  by  taxpayers  should  remain  in  the  General  Fund  of  the 
Federal  Government. 

Explanation  of  Provision 

The  bill  provides  that  unclaimed  Federal  tax  refunds  remain  in 
the  General  Fund  of  the  Treasury. 

Effective  Date 

This  provision  would  be  effective  on  the  date  of  enactment. 

2.  IRS  funding  for  better  compliance  (sec.  10169  of  the  bill) 

Present  Law 

The  President's  Budget  Proposal  for  fiscal  year  1988  recommend- 
ed that  $5,071,850,000  in  spending  authority  be  made  available  for 
the  Internal  Revenue  Service.  This  would  be  an  increase  of 
$584,058,000  over  the  President's  request  for  fiscal  year  1987  (in- 
cluding supplemental  appropriations  for  retirement  contributions). 
The  Treasury,  Postal  Service  and  General  Government  Appropria- 
tions Act,  1988  (passed  by  the  House  on  July  15,  1987)  provides  the 
same  amount  to  the  IRS  as  does  the  President's  Budget  Proposal, 
except  that  it  also  provides  an  additional  $55  million  for  taxpayer 
services. 

The  Budget  Resolution  for  fiscal  year  1988  recommends  addition- 
al funding  above  the  freeze  level  of  $547  million  for  the  IRS,  target- 
ed to  increased  audit,  compliance,  and  investigation  efforts.  The 
report  of  the  Committee  on  the  Budget  states  that  these  increased 
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amounts  are  estimated  by  CBO  to  increase  revenues  by  $1.85  bil- 
lion in  1988,  and  $14  billion  between  1988  and  1992. 

Reasons  for  Change 

The  committee  determined  that,  in  view  of  the  present  budget 
deficit,  it  is  particularly  important  that  further  efforts  be  made  to 
increase  taxpayer  compliance  with  the  internal  revenue  laws.  The 
gap  between  the  amount  of  taxes  owed  and  the  amount  collected 
contributes  to  the  budget  deficit  and  could  be  narrowed  by  provid- 
ing additional  funding  for  the  IRS  audits  and  investigations,  en- 
hanced taxpayer  assistance,  and  research  into  the  effectiveness  of 
various  compliance  efforts.  Thus,  the  committee  believes  it  appro- 
priate that  Congress  pass  a  Sense  of  the  Congress  resolution  con- 
firming its  intent  to  appropriate  additional  funds  for  these  pur- 
poses. 

Explanation  of  Provision 

The  bill  includes  a  sense  of  the  Congress  Resolution  stating  that 
(1)  Congress  should  increase  outlays  for  the  IRS  for  fiscal  year  1989 
by  $0.7  billion  and  for  fiscal  year  1990  by  $0.8  billion;  (2)  the  IRS 
should  offer  improved  taxpayer  assistance  and  enforcement  efforts 
by  using  these  increases  in  areas  recommended  by  the  "Dorgan 
Task  Force  Report";  (3)  the  IRS  should  be  one  of  the  first  Federal 
agencies  to  utilize  the  new  Gramm-Rudman  option  of  a  two-year 
budget  cycle;  and  (4)  increased  funding  should  be  provided  for  com- 
pilation and  analysis  of  statistics  of  income  and  research. 

Also,  the  IRS  must  issue  a  report  on  the  extent  of  the  tax  gap 
and  the  measures  that  could  be  undertaken  to  decrease  the  tax 
gap.  The  report  must  utilize  more  current  data  than  has  been  uti- 
lized recently.  The  report  must  be  issued  by  April  15,  1989.  The  IRS 
must  also  report  annually  on  the  improvements  being  made  in  the 
audit  rate,  taxpayer  assistance,  and  enforcement  efforts. 


D.  Estimated  Tax  Provisions 

(Sees.  10170-10172  of  the  bill,  sec.  1541  of  the  Reform  Act,  and 
sees.  3402,  6654,  and  6655  of  the  Code) 

1.  Mitigation  of  estimated  tax  penalties  for  1987  (sec.  10170) 

a.  Delay  of  increase  in  current  year  liability  test  for  indi- 
viduals 

Present  Law 

Individuals  owing  income  tax  who  do  not  make  estimated  tax 
payments  are  generally  subject  to  a  penalty  (Code  sec.  6654).  In 
order  to  avoid  the  penalty,  individuals  must  make  quarterly  esti- 
mated tax  payments  that  equal  at  least  the  lesser  of  100  percent  of 
the  prior  year's  tax  liability  or  90  percent  of  the  current  year's  tax 
liability.  Amounts  withheld  from  wages  are  considered  to  be  esti- 
mated tax  payments. 

The  Tax  Reform  Act  of  1986  increased  from  80  to  90  percent  the 
proportion  of  the  current  year's  tax  liability  that  taxpayers  must 
pay  to  avoid  the  penalty.  This  was  effective  for  taxable  years  begin- 
ning after  December  31,  1986. 

Reasons  For  Change 

The  committee  believes  that  it  is  appropriate  to  provide  estimat- 
ed tax  relief  to  individuals  for  1987,  due  to  the  difficulties  a 
number  of  individuals  had  with  Form  W-4  and  with  other  provi- 
sions of  the  1986  Act. 

Explanation  of  Provision 

The  bill  delays  for  one  year  this  increase  from  80  to  90  percent. 
Thus,  for  taxable  years  beginning  before  January  1,  1988,  individ- 
uals may  avoid  the  estimated  tax  penalty  by  making  quarterly  esti- 
mated tax  payments  that  equal  at  least  the  lesser  of  100  percent  of 
the  prior  year's  tax  liability  or  80  percent  of  current  year's  tax  li- 
ability. For  taxable  years  beginning  after  December  31,  1987,  indi- 
viduals may  avoid  the  estimated  tax  penalty  by  making  quarterly 
estimated  tax  payments  that  equal  at  least  the  lesser  of  100  per- 
cent of  the  prior  year's  tax  liability  or  90  percent  of  the  current 
year's  tax  liability. 

Effective  Date 

The  increase  from  80  to  90  percent  is  effective  for  taxable  years 
beginning  after  December  31,  1987  (instead  of  taxable  years  begin- 
ning after  December  31,  1986). 
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b.  Corporations  may  use  1986  tax  to  determine  certain  esti- 
mated tax  installments  due  before  July  1,  1987 

Present  Law 

No  estimated  tax  penalty  is  imposed  upon  a  corporation  with  re- 
spect to  any  installment  if  that  installment  plus  all  prior  install- 
ments for  the  year  are  based  on  the  lesser  of  (1)  the  preceding 
year's  tax  liability,  if  a  return  showing  a  liability  for  tax  was  filed 
for  the  preceding  year;  (2)  the  tax  computed  by  using  the  facts 
shown  on  the  prior  year's  return  under  the  current  year's  tax 
rates;  or  (3)  90  percent  of  the  taxes  which  would  be  due  if  certain 
income  already  received  during  the  current  year  were  placed  on 
annual  basis.  Large  corporations  may  not  use  exceptions  (1)  and  (2) 
described  above.  A  large  corporation  is  defined  as  a  corporation 
having  at  least  $1  million  of  taxable  income  in  any  of  the  three 
prior  taxable  years. 

Present  law  does  not  give  explicit  authority  to  the  Treasury  to 
provide  alternative  estimated  tax  rules  for  corporations. 

The  Treasury  has  issued  regulations,  applicable  to  estimated  tax 
payments  due  before  July  1,  1987,  that  permit  corporations  to  base 
those  estimated  payments  on  120  percent  of  1986  taxable  income 
with  certain  modifications. 

Reasons  for  Change 

Because  of  the  numerous  changes  made  by  the  Tax  Reform  Act 
of  1986,  some  corporations  had  difficulty  in  accurately  computing 
their  estimated  tax  payments  for  the  first  part  of  1987.  Therefore, 
the  committee  believes  that  it  is  appropriate  to  provide  relief  from 
the  estimated  tax  penalties  for  those  payments. 

Explanation  of  Provision 

Two  safe  harbors  are  provided  for  corporate  estimated  tax  pay- 
ments due  before  July  1,  1987.  First,  all  corporations,  including 
large  corporations,  are  permitted  to  base  those  estimated  tax  pay- 
ments on  100  percent  of  the  1986  tax  liability.  Second,  statutory  au- 
thorization is  provided  for  the  safe  harbor  provided  in  the  Treasury 
regulations. 

Under  the  first  safe  harbor,  no  penalty  for  the  underpayment  of 
estimated  tax  for  a  taxable  year  beginning  in  1987  will  be  imposed 
on  a  large  corporation  (as  defined  in  sec.  6655(i)(2)  of  the  Code)  for 
any  payment  due  on  or  before  June  15,  1987,  if  the  corporation's 
estimated  tax  payments  meet  the  present  law  requirements  (of  sec. 
6655(d)(1))  applicable  to  other  corporations  allowing  payments  to  be 
based  on  the  tax  shown  on  the  prior  year's  return.  Thus,  large  cor- 
porations are  expressly  authorized  to  utilize  the  estimated  tax  safe 
harbor  of  paying  the  preceding  year's  tax  liability  for  estimated  tax 
installments  for  taxable  year  1987  due  on  or  before  June  15,  1987. 
A  corporation  may  take  advantage  of  this  rule  only  to  the  extent 
that  the  underpayment  of  estimated  tax  is  paid  on  or  before  the 
last  date  prescribed  for  payment  of  the  most  recent  installment  of 
estimated  tax  due  on  or  before  September  15,  1987.  This  relief  is 
available  for  the  first  two  payments  of  a  calendar  year  corporation 
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and  for  the  first  payment  of  a  fiscal  year  corporation  whose  taxable 
year  begins  on  or  before  March  1,  1987. 

Thus,  a  calendar  year  corporation  may  avoid  an  estimated  tax 
penalty  by  making  the  April  15  and  June  15  installments  based  on 
100  percent  of  the  preceding  year's  liability  and  by  making  the 
September  15  installment  based  on  90  percent  of  the  current  year's 
tax  liability  (and  by  paying  any  shortfall  from  prior  payments  at- 
tributable to  the  difference  between  the  100  percent  test  and  the  90 
percent  test  as  part  of  the  September  15  installment). 

Effective  Date 

The  provisions  are  effective  for  corporate  estimated  tax  install- 
ments for  1987  that  were  due  before  July  1,  1987. 

2.  Revised  withholding  certificates  required  to  be  put  into  effect 
more  promptly  (sec.  10171) 

Present  Law 

If  an  employee  furnishes  to  his  or  her  employer  a  withholding 
allowance  certificate  (Form  W-4  or  W-4A)  that  replaces  an  existing 
certificate,  the  employer  must  make  the  certificate  effective  no 
later  than  the  first  status  determination  date  that  is  at  least  30 
days  after  the  date  the  employee  furnishes  the  certificate  to  the 
employer.  The  status  determination  dates  are  January  1,  May  1, 
July  1,  and  October  1  of  each  year.  For  example,  if  an  employee 
furnishes  a  replacement  withholding  allowance  certificate  to  his  or 
her  employer  on  June  2,  the  employer  must  make  that  certificate 
effective  no  later  than  October  1. 

Employers  may  elect  to  make  replacement  certificates  effective 
earlier  than  they  are  required  to  statutorily;  most  employers  elect 
to  do  so. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  reduce  the 
amount  of  time  before  a  replacement  withholding  certificate  must 
become  effective. 

Explanation  of  Provision 

Employers  will  be  required  to  give  effect  to  replacement  with- 
holding allowance  certificates  (Form  W-4  or  W-4A)  no  later  than 
the  start  of  the  first  payroll  period  ending  on  or  after  the  thirtieth 
day  after  the  day  on  which  the  employee  furnishes  the  certificate 
to  the  employer.  Employers  are  permitted  to  continue  to  elect  to 
give  effect  to  replacement  withholding  allowance  certificates  on 
any  date  between  the  date  it  is  furnished  by  the  employee  and  the 
statutorily  mandated  effective  date. 

Effective  Date 

The  provision  applies  to  replacement  withholding  allowance  cer- 
tificates furnished  after  the  day  30  days  after  the  date  of  enact- 
ment of  the  bill. 
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3.  Corporate  estimated  tax  reform  (sec.  10172) 

Present  Law 

Under  present  law,  a  corporation  that  fails  to  pay  an  installment 
of  estimated  income  tax  on  or  before  the  due  date  generally  is  sub- 
ject to  a  penalty  computed  at  the  rate  of  interest  for  tax  underpay- 
ments. The  penalty  may  not  be  waived.  The  penalty  is  computed  by 
applying  the  underpayment  interest  rate  to  the  amount  of  the  un- 
derpayment of  the  installment  for  the  period  of  the  underpayment. 
The  amount  of  the  underpayment  is  the  difference  between  the 
payments  made  on  or  before  the  due  date  of  each  installment  and 
90  percent  of  the  total  tax  shown  on  the  return  for  the  year,  divid- 
ed by  the  number  of  installments  that  should  have  been  made.  The 
penalty  on  underpayments  of  estimated  tax  that  are  between  80 
percent  and  90  percent  of  the  actual  tax  due  is  imposed  at  three- 
quarters  of  the  full  rate. 

There  are  three  exceptions  to  the  penalty.  No  penalty  is  imposed 
upon  a  corporation  if  total  tax  payments  for  the  year  equal  or 
exceed  installments  based  on  (1)  the  preceding  year's  tax  liability, 
if  a  return  showing  a  liability  for  tax  was  filed  for  the  preceding 
year;  (2)  the  tax  computed  by  using  the  facts  shown  on  the  prior 
year's  return  under  the  current  year's  tax  rates;  or  (3)  90  percent 
of  the  taxes  which  would  be  due  if  certain  income  already  received 
during  the  current  year  was  annualized.  Large  corporations  may 
not  use  exceptions  (1)  and  (2)  described  above.  A  large  corporation 
is  defined  as  a  corporation  having  at  least  $1  million  of  taxable 
income  in  any  of  the  three  prior  taxable  years.  No  penalty  is  im- 
posed where  the  tax  is  less  than  $40. 

Reasons  for  Change 

Although  the  individual  estimated  tax  rules  were  consolidated 
and  simplified  in  1984,  no  similar  consolidation  and  simplification 
was  done  for  the  corporate  estimated  tax  rules.  The  committee  be- 
lieves that  it  is  appropriate  to  do  so.  The  committee  also  believes 
that,  because  of  the  difficulties  many  large  corporations  experience 
in  computing  accurately  their  estimated  tax  payments  for  the  first 
quarter,  it  is  appropriate  to  provide  for  them  for  that  quarterly 
payment  the  same  safe  harbor  that  is  currently  available  to  small 
corporations. 

Explanation  of  Provisions 

The  bill  consolidates  all  the  corporate  estimated  tax  rules  into 
one  section  of  the  Code,  similar  to  the  provision  enacted  for  individ- 
uals in  1984.  Also,  several  modifications  are  made  to  present  law. 

The  underpayment  penalty  with  respect  to  any  installment  ap- 
plies to  the  difference  between  payments  made  by  the  due  date  of 
the  installment  and  the  lesser  of  an  installment  based  on  (1)  90 
percent  of  the  tax  shown  on  the  return;  or  (2)  100  percent  of  the 
tax  shown  on  the  preceding  year's  return.  As  under  present  law, 
exception  (2)  generally  does  not  apply  to  a  large  corporation,  except 
that  a  large  corporation  could  use  that  exception  for  purposes  of 
making  its  first  estimated  payment  for  any  taxable  year.  Thus, 
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both  large  and  small  corporations  may  base  their  first  estimated 
tax  payment  of  any  taxable  year  upon  100  percent  of  the  tax  shown 
on  the  preceding  year's  return.  In  determining  whether  a  corpora- 
tion is  a  large  corporation  because  it's  taxable  income  exceeds  $1 
million,  net  operating  loss  and  capital  loss  carryforwards  and  car- 
rybacks are  disregarded.  The  safe  harbor  of  the  previous  year's 
facts  and  the  current  year's  rates  is  eliminated. 

In  addition,  the  full  rate  of  the  penalty  is  imposed  with  respect 
to  any  payment  only  to  the  extent  the  total  payments  for  the  year 
up  to  the  required  installment  are  below  90  percent  of  the  taxes 
which  would  be  due  if  the  income  already  received  during  the  cur- 
rent year  was  placed  on  an  annual  basis.  Thus,  the  "cliff '  effect  of 
the  penalty  under  present  law  is  eliminated.  Additionally,  the  re- 
duced rate  of  the  penalty  for  underpayments  that  are  between  80 
and  90  percent  is  eliminated.  Any  reduction  in  a  payment  resulting 
from  using  the  annualization  exception  must  be  made  up  in  the 
subsequent  payment  if  the  corporation  does  not  use  the  annualiza- 
tion exception  for  that  subsequent  payment. 

Finally,  no  penalty  is  imposed  if  the  tax  for  any  taxable  year  is 
less  than  $500. 

Effective  Date 

This  provision  applies  to  taxable  years  beginning  after  December 
31,  1987. 


E.  Tax-Exempt  Bond  Provisions 

1.  Limitation  on  issuance  of  tax-exempt  bonds  to  acquire  existing 
output  facilities  (sec.  10173  of  the  bill  and  sec.  142  of  the 
Code) 

Present  Law 

Interest  on  State  and  local  government  bonds  generally  is  tax- 
exempt  if  the  proceeds  of  the  bonds  are  used  to  finance  actual  ac- 
tivities of  the  government  or  for  certain  specified  private  activities 
(sees.  103  and  141).  Among  the  activities  for  which  State  and  local 
governments  may  issue  tax-exempt  bonds  is  the  financing  and  op- 
eration of  governmentally  owned  and  operated  output  facilities 
such  as  electric  generating  and  transmission  systems  and  gas  dis- 
tribution systems. 

Reason  for  Change 

The  committee  is  aware  of  recent  actions  taken  by  several  State 
and  local  governments  to  acquire  assets  of  or  interests  in  existing 
electric  and  gas  generating  and  transmission  systems.  Financing 
the  purchase  of  such  investor-owned  facilities  with  tax-exempt 
bonds  effectively  substitutes  tax-exempt  securities  for  taxable  secu- 
rities. As  such,  any  benefit  that  consumers  may  gain  from  using 
tax-exempt  financing  rather  than  taxable  financing  comes  at  the 
expense  of  reduced  Federal  Government  revenues.  Since  such  use 
of  tax-exempt  financing  is  undertaken  at  the  discretion  of  the  State 
or  local  government,  it  effectively  removes  control  of  Federal  Gov- 
ernment revenues  from  Congress.  The  cost  to  the  Federal  Govern- 
ment in  terms  of  revenue  foregone  could  be  substantial  if  this  ac- 
tivity were  allowed  to  continue  and  grow.  Therefore,  consistent 
with  its  actions  in  recent  years  to  limit  the  Federal  revenue  loss 
from  tax-exempt  bonds,  the  committee  believes  it  is  important  to 
restrict  the  use  of  tax-exempt  bonds  for  the  purchase  of  privately 
owned  output  facilities. 

Explanation  of  the  Provision 

The  bill  provides  that  tax-exempt  bonds  used  to  finance  nongov- 
ernmental output  property  are  private  activity  bonds  for  which 
tax-exemption  is  specifically  authorized.  These  bonds  generally  are 
subject  to  the  applicable  State  private  activity  bond  volume  limita- 
tion and  to  all  other  provisions  of  the  Code  governing  issuance  of 
tax-exempt  private  activity  bonds  (other  than  the  restriction  on  fi- 
nancing existing  property  in  sec.  147(d)). 

A  bond  is  treated  as  used  for  acquisition  of  nongovernmental 
output  property  if  an  amount  exceeding  the  lesser  of  (a)  5  percent 
or  (b)  $5  million  of  proceeds  is  used  directly  or  directly  to  acquire 
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such  property.  Output  property  includes  any  property  used  in  the 
generation,  transmission,  or  distribution  of  electric  energy,  gas,  dis- 
trict heating  or  cooling,  and  any  other  output  facility  that  would  be 
subject  to  the  special  limits  on  private  use  in  section  142(b)(4),  if 
the  property  were  being  financed  before  originally  being  placed  in 
service. 

Nongovernmental  output  property  includes  the  physical  assets 
comprising  output  property  as  well  as  any  interest  therein,  if  the 
assets  have  been  placed  in  service  (or  held  while  in  service)  after 
October  13,  1987,  by  any  person  other  than  a  State  or  local  govern- 
mental unit  before  the  acquisition  to  be  financed  with  the  tax- 
exempt  bonds.  The  term  also  includes  property  which  was  con- 
structed by  or  for  an  investor-owned  utility  with  the  expectation 
that  it  would  be  placed  in  service  by  an  investor  owned  utility  but 
that  is  not  actually  placed  in  service  before  its  acquisition  by  a  gov- 
ernmental unit.  For  purposes  of  this  rule,  the  committee  intends 
that  the  acquisition  of  power  or  other  output  pursuant  to  an 
output,  capacity,  or  similar  arrangement  that  is  different  from  the 
basis  on  which  the  output  is  made  available  to  the  public  generally 
is  treated  as  acquisition  of  an  interest  in  the  underlying  property 
unless  the  contract  is  of  short  duration  and  for  wheeling  of  excess 
capacity. 

This  provision  is  not  intended  to  apply  where  property  is  ac- 
quired for  uses  other  than  in  connection  with  output  facilities.  The 
provision  would  not  apply,  for  example,  to  the  acquisition  by  a  gov- 
ernmental unit  of  land,  easement,  office  buildings,  or  used  vehicles 
from  an  investor-owned  utility. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  October  13,  1987,  sub- 
ject to  two  transitional  exceptions. 

Under  the  first  exception,  property  that  is  acquired  after  October 
13,  1987,  pursuant  to  a  binding  contract  entered  into  before  that 
date  is  not  subject  to  the  new  restriction.  The  rules  governing  bind- 
ing contracts  contained  in  Title  XIII  of  the  Tax  Reform  Act  of  1986 
are  to  be  used  to  determine  whether  such  a  contract  exists.  (This 
rule  principally  applies  to  outright  acquisition  of  assets  since  under 
the  provision,  a  contract  other  than  a  short-term  wheeling  contract 
for  excess  capacity  generally  is  treated  as  acquisition  of  an  interest; 
thus  power,  etc.  acquired  pursuant  to  output  contracts  entered  into 
before  October  13,  1987,  generally  would  be  treated  as  interests  ac- 
quired before  that  date  provided  that  the  contracts  are  not  modi- 
fied so  as  to  result  in  a  new  contract  (determined  as  under  the 
Title  XIII  rules  cited  above)  on  or  after  that  date. 

The  second  exception  provides  targeted  relief  for  a  project  to  be 
acquired  under  a  certain  State  law. 

2.  Limitation  on  issuance  of  tax-exempt  bonds  by  indian  tribes 
(sec.  10174  of  the  bill  and  sec.  7871  of  the  Code) 

Present  Law 

Interest  on  State  and  local  government  bonds  generally  is  tax- 
exempt  if  the  proceeds  of  the  bonds  are  used  to  finance  actual  ac- 
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tivities  of  the  governments  or  if  the  bonds  are  used  for  certain 
specified  private  activities  (sees.  103  and  141).  Indian  tribal  govern- 
ments in  general  are  treated  like  State  governments  under  the  In- 
ternal Revenue  Code;  however,  tribal  governments  may  issue  tax- 
exempt  bonds  only  for  "essential  governmental  purposes"  (sec. 
7871).  Tribal  governments  may  not  issue  private  activity  bonds. 

Treasury  Department  regulations  have  incorrectly  defined  "es- 
sential governmental  purposes"  to  include  projects  for  which  Fed- 
eral assistance  could  be  provided  under  the  terms  of  non-tax  stat- 
utes governing  Federal  assistance  to  Indian  tribes.  These  regula- 
tions have  permitted  issuance  of  tax-exempt  bonds  for  the  acquisi- 
tion of  off-reservation  enterprises.  (Such  issuance  may,  however, 
violate  the  arbitrage  provisions  of  the  1986  Act  preventing  the  issu- 
ance of  tax-exempt  bonds  for  investment-type  property.) 

Reasons  for  Change 

The  committee  is  extremely  concerned  about  recent  reports  of 
Indian  tribal  governments  issuing  tax-exempt  bonds  for  what  are 
substantively  interests  in  commercial  and  industrial  enterprises. 
The  committee  is  aware  that  some  or  all  of  these  bond  issues  may 
in  fact  be  taxable  arbitrage  bonds  because  of  restrictions  presently 
in  the  Code  restricting  investment  of  bond  proceeds  in  higher  yield- 
ing investment-type  property.  In  enacting,  and  subsequently 
making  permanent,  the  Indian  Tribal  Government  Tax  Status  Act, 
Congress  specifically  provided  that  Indian  tribal  governments  were 
limited  to  issuing  bonds  for  essential  governmental  functions.  The 
committee  believes,  that  notwithstanding  the  arbitrage  restrictions 
described  above,  it  is  appropriate  to  reiterate  the  scope  of  bond  au- 
thority granted  to  Indian  tribal  governments. 

Explanation  of  Provision 

The  bill  clarifies  that,  with  respect  to  bonds  issued  by  Indian 
tribal  governments,  the  term  essential  governmental  function  does 
not  include  any  governmental  function  that  is  not  customarily  per- 
formed (and  financed  with  governmental  tax-exempt  bonds)  by 
States  and  local  governments  with  general  taxing  powers.  For  ex- 
ample, issuance  of  bonds  to  finance  commercial  or  industrial  facili- 
ties (e.g.,  private  rental  housing,  cement  factories,  or  mirror  facto- 
ries) which  bonds  technically  may  not  be  private  activity  bonds  is 
not  included  within  the  scope  of  the  essential  govenmental  function 
exception. 

Additionally,  the  committee  wishes  to  stress  that  only  those  ac- 
tivities that  are  customarily  financed  with  governmental  bonds 
-  (e.g.,  schools,  roads,  government  buildings,  etc.)  are  intended  to  be 
within  the  scope  of  this  exception,  notwithstanding  that  isolated  in- 
stances of  a  State  or  local  government  issuing  bonds  for  another  ac- 
tivity may  occur.  Further,  the  fact  that  the  Bureau  of  Indian  Af- 
fiars  may  provide  Federal  assistance  for  Indian  tribal  governments 
to  engage  in  commercial  and  industrial  ventures  as  tribal  govern- 
ment activities  is  not  intended  to  be  determinative  for  purposes  of 
the  Internal  Revenue  Code.  (Any  existing  Treasury  Department 
regulations  that  may  infer  a  contrary  result  are  to  be  treated  as 
invalid.) 
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Effective  Date 

This  provision  applies  to  bonds  (including  refunding  bonds) 
issued  after  October  13,  1987. 


SUBTITLE  B:  TECHNICAL  CORRECTIONS  PROVISIONS 

The  technical  corrections  subtitle  contains  clerical,  conforming 
and  clarifying  amendments  to  provisions  enacted  by  the  Tax 
Reform  Act  of  1986  and  other  recently  enacted  legislation.  All 
amendments  made  by  this  subtitle  are  meant  to  carry  out  the 
intent  of  Congress  in  enacting  the  original  legislation.  Therefore, 
no  separate  "Reasons  for  Change"  is  set  forth  for  each  individual 
amendment. 

These  provisions  are  treated  as  enacted  immediately  before  other 
provisions  of  this  bill. 

TECHNICAL  CORRECTIONS  TO  THE  TAX  REFORM  ACT  OF  1986 
I.  Individual  Income  Tax  Provisions  (Sec.  10201  of  the  Bill) 

1.  Rate  of  tax  with  respect  to  certain  unclaimed  cash  (sec. 
10201(a)(1)  of  the  bill,  sec.  101  of  the  Reform  Act,  and  sec. 
6867  of  the  Code) 

Present  Law 

If  the  IRS  determines  that  the  assessment  or  collection  of  tax 
would  be  jeopardized  by  delay,  the  IRS  may  use  expedited  proce- 
dures as  specified  in  the  Internal  Revenue  Code  (sees.  6851  and 
6861).  For  purposes  of  these  expedited  assessment  and  collection 
procedures,  special  rules  apply  if  an  individual  who  is  in  possession 
of  cash  (or  cash  equivalents)  in  excess  of  $10,000  does  not  claim  the 
cash  either  as  his  or  as  belonging  to  another  identifiable  person 
who  acknowledges  ownership  (sec.  6867). 

These  rules  provide  that  the  cash  is  presumed  to  represent  gross 
income  of  a  single  individual  and  that  the  collection  of  tax  will  be 
jeopardized  by  delay.  Under  present  law,  such  income  is  taxable  to 
the  possessor  of  the  unclaimed  cash  at  a  50-percent  rate  (sec. 
6867(b)),  i.e.,  the  highest  income  tax  rate  imposed  by  Code  section  1 
as  in  effect  immediately  prior  to  the  rate  reductions  made  by  the 
Act. 

Explanation  of  Provision 

The  bill  provides  that  the  rate  of  tax  applicable  with  respect  to 
-   unclaimed  amounts  of  cash  described  in  section  6867  is  the  highest 
income  tax  rate  specified  in  Code  section  1.  This  rate  is  38.5  per- 
cent for  taxable  years  beginning  in  1987  and  28  percent  for  subse- 
quent years. 
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2.  Rate  of  accumulated  earnings  tax  (sec.  10201(a)(2)  of  the  bill, 

sec.  101  of  the  Reform  Act,  and  sec.  531  of  the  Code) 

Present  Law 

The  Act  generally  reduces  the  maximum  rate  of  Federal  income 
tax  on  individuals  to  28  percent,  effective  for  taxable  years  begin- 
ning after  1987.  As  a  conforming  amendment,  the  personal  holding 
company  tax  rate  (sec.  541)  also  is  reduced  to  28  percent  for  taxable 
years  beginning  after  1987.  However,  the  Act  did  not  reduce  the  ac- 
cumulated earnings  tax  rate  (sec.  531),  notwithstanding  that  each 
of  these  additional  corporate  taxes  is  imposed  to  prevent  taxpayers 
from  using  a  corporation  to  avoid  income  tax  on  the  corporation's 
shareholders. 

Explanation  of  Provision 

The  bill  provides  that  the  rate  of  the  accumulated  earnings  tax 
will  be  28  percent,  effective  for  taxable  years  of  the  corporation  be- 
ginning after  December  31,  1987.  This  amendment  shall  not  be 
treated  as  a  change  in  tax  rates  for  purposes  of  Code  section  15. 

3.  Standard  deduction  and  tiling  requirement  for  elderly  or  blind 

dependents  (sec.  10201(b)  of  the  bill,  sec.  102  of  the  Reform 
Act,  and  sees.  63(c)(5)  and  6012(a)  of  the  Code) 

Present  Law 

The  Act  provides  a  standard  deduction  for  individuals  who  do  not 
itemize.  Elderly  or  blind  taxpayers  who  do  not  itemize  are  allowed 
an  additional  standard  deduction  amount  above  the  basic  standard 
deduction  allowed  to  all  nonitemizers. 

The  additional  standard  deduction  amount  is  $600  for  an  elderly 
or  blind  individual  who  is  married  (whether  filing  jointly  or  sepa- 
rately) or  is  a  surviving  spouse;  the  additional  amount  is  $1,200  for 
such  an  individual  who  is  both  elderly  and  blind.  An  additional 
standard  deduction  amount  of  $750  is  allowed  for  a  head  of  house- 
hold who  is  elderly  or  blind  ($1,500,  if  both),  or  for  a  single  individ- 
ual (i.e.,  an  unmarried  individual  other  than  a  surviving  spouse  or 
head  of  household)  who  is  elderly  or  blind  ($1,500,  if  both).  Thus, 
for  example,  in  1987  a  single  elderly  individual  may  claim  a  basic 
standard  deduction  of  $3,000  plus  an  additional  standard  deduction 
of  $750,  for  a  total  of  $3,750. 

Under  the  Act,  the  standard  deduction  for  an  individual  who 
may  be  claimed  as  a  dependent  on  another  taxpayer's  return  is 
limited  to  the  greater  of  $500  or  the  amount  of  the  individual's 
earned  income  (Code  sec.  63(c)(5)).  The  filing  threshold  for  such  an 
individual  is  the  amount  of  standard  deduction  that  is  allowable 
(sec.  6012(a)(1)(C)). 

Explanation  of  Provision 

The  bill  modifies  the  standard  deduction  limitation  imposed 
under  section  63(c)(5)  on  a  taxpayer  who  may  be  claimed  as  a  de- 
pendent on  the  return  of  another  taxpayer  to  apply  only  with  re- 
spect to  the  basic  standard  deduction;  thus,  the  limitation  does  not 
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also  apply  with  respect  to  the  additional  standard  deduction 
amount  allowed  to  elderly  or  blind  individuals. 

Accordingly,  an  elderly  or  blind  individual  who  may  be  claimed 
as  a  dependent  on  another  taxpayer's  return  may  claim  a  basic 
standard  deduction  up  to  the  greater  of  $500  or  the  amount  of 
earned  income,  plus  the  additional  standard  deduction  amount 
(e.g.,  $600  for  a  married  taxpayer).  Since  this  additional  standard 
deduction  amount  is  not  limited  by  the  amount  of  the  dependent's 
earned  income,  it  may  be  applied  against  any  remaining  income 
(earned  or  unearned)  that  has  not  been  offset  by  the  allowance  of 
the  basic  standard  deduction  as  described  above. 

Section  6012(a)(l)(C)(i),  which  relates  to  the  filing  threshold  for 
certain  individual  taxpayers,  is  amended  to  conform  to  the  modifi- 
cation to  section  63(c)(5).  Thus,  for  example,  an  unmarried  elderly 
individual  who  may  be  claimed  as  a  dependent  on  her  daughter's 
tax  return  must  file  a  return  for  1987  only  if  the  elderly  individual 
either  (1)  has  total  gross  income  exceeding  $3,750  or  (2)  has  un- 
earned income  exceeding  $1,250. 

4.  Rule  for  inflation  adjustments  to  earned  income  credit  (sec. 

10201(c)  of  the  bill,  sec.  Ill  of  the  Reform  Act,  and  sec.  32(i) 
of  the  Code) 

Present  Law 

The  Act  modifies  the  earned  income  credit  to  provide  for  infla- 
tion adjustments.  An  inflation  adjustment  to  the  earned  income 
credit  is  rounded  to  the  nearest  multiple  of  $10  (sec.  32(i)(3)). 

Explanation  of  Provision 

Under  the  bill,  the  provision  relating  to  rounding  of  inflation  ad- 
justments to  the  earned  income  credit  applies  to  the  sum  of  the 
earned  income  credit  amount  (prior  to  adjustment)  plus  the  infla- 
tion adjustment,  rather  than  to  the  inflation  adjustment  amount 
itself.  Thus,  the  statute  provides  that  the  dollar  amount  of  the 
earned  income  credit  after  being  increased  by  the  inflation  adjust- 
ment is  rounded  to  the  nearest  multiple  of  $10. 

5.  Cross-references  to  scholarship  exclusion  provisions  in  private 

foundation  rules  (sec.  10201(d)(1)  of  the  bill,  sec.  123  of  the 
Reform  Act,  and  sees.  4945(g)(1)  and  4941(d)(2)(G)  of  the 
Code) 

Present  Law 

Code  section  4945(g)(1)  provides  that  certain  scholarship  or  fel- 
lowship grants  that  are  made  by  private  foundations  do  not  consti- 
tute taxable  expenditures  if  the  grant  "is  subject  to  the  provisions 
of  section  117(a)."  Section  4941(d)(2)(G)  provides  that  certain  schol- 
arship or  fellowship  grants  that  are  made  by  private  foundations  to 
government  officials  do  not  constitute  acts  of  self-dealing  if  the 
grants  "are  subject  to  the  provisions  of  section  117(a)."  The  Act 
limits  the  section  117(a)  exclusion  for  certain  scholarship  and  fel- 
lowship grants  made  to  degree  candidates  to  amounts  not  exceed- 
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ing  the  recipient's  tuition  and  course-related  expenses,  and  repeals 
the  prior-law  limited  exclusion  for  nondegree  candidates. 

Explanation  of  Provision 

The  bill  amends  the  cross-references  in  the  private  foundation 
provisions  cited  above  to  refer  to  certain  scholarship  or  fellowship 
grants  that  would  be  subject  to  the  provisions  of  Code  section  117(a) 
as  in  effect  prior  to  its  amendment  by  the  Act.  Accordingly,  the 
amendments  made  by  the  Act  to  the  section  117(a)  exclusion  do  not 
treat  scholarship  or  fellowship  grants  made  by  a  private  foundation 
that  would  not  have  triggered  section  4945  or  4941  excise  taxes 
under  prior  law  as  taxable  expenditures  or  self-dealing  acts  merely 
because  such  grants  exceed  the  amount  excludable  by  degree  candi- 
dates under  section  117  as  amended  by  the  Act  or  merely  because 
such  grants  (up  to  the  amount  excludable  under  prior  law)  are 
made  to  nondegree  candidates. 

6.  Treatment  of  certain  scholarship  or  fellowship  grants  to  non- 
resident aliens  (sec.  10201(d)(2)  of  the  bill,  sec.  123  of  the 
Reform  Act,  and  sees.  1441(b)  and  871(c)  of  the  Code) 

Present  Law 

Under  present  and  prior  law,  Code  section  1441(b)  provides  for  a 
14-percent  withholding  rate  on  amounts  received  by  a  nonresident 
alien  who  is  temporarily  present  in  the  United  States  under  an 
"F"  or  "J"  visa  that  are  "incident  to  a  qualified  scholarship  to 
which  section  117(a)  applies,  but  only  to  the  extent  such  amounts 
are  includible  in  gross  income/'  Under  section  871(c),  such  amounts 
are  subject  to  U.S.  tax  on  a  net  income  basis. 

Under  prior  law,  a  nondegree  candidate  could  exclude  from  gross 
income  under  section  117  a  limited  amount  of  a  scholarship  or  fel- 
lowship granted  by  an  educational  institution  or  other  tax-exempt 
organization  described  in  section  501(c)(3),  a  foreign  government, 
certain  international  organizations,  or  a  Federal,  State,  or  local 
government  agency.  The  prior-law  exclusion  for  a  nondegree  candi- 
date in  any  one  year  could  not  exceed  $300  times  the  number  of 
months  in  the  year  for  which  the  recipient  received  scholarship  or 
fellowship  grant  amounts,  and  no  further  exclusion  was  allowed 
after  the  nondegree  candidate  had  claimed  exclusions  for  a  total  of 
36  months  (i.e.,  a  maximum  lifetime  exclusion  of  $10,800).  However, 
this  dollar  limitation  did  not  apply  to  that  portion  of  the  scholar- 
ship or  fellowship  received  by  the  nondegree  candidate  for  travel, 
research,  clerical  help,  or  equipment. 

The  Act  repeals  the  limited  prior-law  exclusion  under  section  117 
for  grants  received  by  nondegree  candidates.  As  a  result,  scholar- 
ship or  fellowship  grants  received  by  nonresident  aliens  who  are 
nondegree  candidates  are  subject  to  withholding  at  a  30-percent 
rate,  and  to  U.S.  tax  on  a  gross  income  basis,  since  no  amount  of 
such  grants  is  "incident  to  a  qualified  scholarship  to  which  section 
117(a)  applies." 

The  Act  also  provides  that  in  the  case  of  a  scholarship  or  fellow- 
ship grant  received  by  a  degree  candidate,  an  exclusion  under  sec- 
tion 117  is  available  only  to  the  extent  the  individual  establishes, 
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in  accordance  with  the  conditions  of  the  grant,  that  the  grant  was 
used  for  (1)  tuition  and  fees  required  for  enrollment  or  attendance 
of  the  student  at  an  educational  institution  (within  the  meaning  of 
sec.  170(b)(l)(A)(ii)),  and  (2)  fees,  books,  supplies,  and  equipment  re- 
quired for  courses  of  instruction  at  the  educational  institution. 

Explanation  of  Provision 

The  bill  provides  that  withholding  at  a  14-percent  rate  applies  to 
amounts  received  as  a  scholarship  or  fellowship  for  study,  training, 
or  research  at  an  educational  institution  (described  in  sec. 
170(b)(l)(A(ii))  in  the  United  States  by  a  nonresident  alien  who  is 
not  a  degree  candidate,  if  the  grant  is  made  by  the  educational  in- 
stitution or  any  other  tax-exempt  organization  described  in  section 
501(c)(3),  a  foreign  government,  certain  international  organizations, 
or  a  Federal,  State,  or  local  government  agency.  Also,  such 
amounts  eligible  for  the  14-percent  withholding  rate  are  subject  to 
U.S.  tax  on  a  net  income  basis  under  section  871(c). 

As  under  present  law,  withholding  at  14  percent  and  taxation  on 
a  net  income  basis  apply  to  amounts  received  by  a  nonresident 
alien  who  is  a  degree  candidate  that  are  incident  to  a  qualified 
scholarship  or  fellowship  to  which  section  117(a)  applies,  but  only 
to  the  extent  includible  in  gross  income  (e.g.,  amounts  received  for 
room,  board,  or  travel). 

The  bill  applies  the  above  rules  to  "M"  visa  holders  as  well  as 
"F"  and  "J"  visa  holders.20 

7.  Coordination  of  two-percent  floor  and  certain  other  deduction 
limitation  provisions  (sec.  10201(f)(1)  of  the  bill,  sec.  132  of 
the  Reform  Act,  and  sec.  67  of  the  Code) 

Present  Law 

Code  section  67  provides  that  miscellaneous  itemized  deductions 
(generally,  certain  unreimbursed  employee  business  expenses  and 
certain  items  allowable  under  sec.  212)  are  deductible  by  itemizers 
only  to  the  extent  that,  in  the  aggregate,  they  exceed  two  percent 
of  the  taxpayer's  adjusted  gross  income  (AGI).  Other  limitations 
also  apply  to  particular  items  that  constitute  miscellaneous  item- 
ized deductions.  For  example,  the  last  sentence  of  section  162(a) 
limits  certain  deductions  for  away-from-home  living  expenses  in- 
curred by  Members  of  Congress  to  $3,000  per  year. 

Explanation  of  Provision 

-  The  bill  clarifies  that  the  two-percent  floor  on  miscellaneous 
itemized  deductions  applies  prior  to  application  of  the  $3,000  limi- 
tation on  certain  deductions  for  Members'  away-from-home  living 
expenses.  Thus,  for  example,  a  Member  with  AGI  of  $100,000  who 
has  $5,000  of  away-from-home  living  expense  deductions  described 

j  in  section  162(a)  (disregarding  the  dollar  limitation  contained 


20  Similar  amendments  relating  to  "M"  visa  holders  are  made  to  Code  sees.  3121(bX19), 
3231(e),  3306(cX19),  and  7701(bX5XD),  and  sec.  210(aX19)  of  the  Social  Security  Act. 
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therein)  would  be  allowed  such  deductions  in  the  amount  of 
$3,000.21 

This  clarification  is  consistent  with  the  general  rule  under  the 
Act  to  apply  certain  deduction  limitation  provisions  in  the  follow- 
ing order:  first,  provisions  disallowing  a  percentage  of  a  deduction 
(e.g.,  sec.  274(n),  generally  limiting  meal  and  entertainment  deduc- 
tions to  80  percent  of  the  amount  otherwise  allowable);  second,  pro- 
visions disallowing  a  fixed  dollar  amount  of  certain  deductions  (e.g., 
the  two-percent  floor  on  miscellaneous  itemized  deductions);  and 
third,  provisions  establishing  a  deduction  ceiling  (e.g.,  the  $3,000 
limit  in  the  last  sentence  of  sec.  162(a),  and  certain  dollar  limita- 
tions in  sec.  217  on  deductions  for  moving  expenses). 

8.  Application  of  two-percent  floor  to  trusts  and  estates  (sees. 
10201(f)(2),  (3),  and  (4)  of  the  bill,  sec.  132  of  the  Reform  Act, 
and  sec.  67  of  the  Code) 

Present  Law 

Under  the  Act,  miscellaneous  itemized  deductions  (generally,  cer- 
tain unreimbursed  employee  business  expenses  and  items  deducti- 
ble under  sec.  212)  are  deductible  only  to  the  extent  that,  in  the 
aggregate,  they  exceed  two  percent  of  the  taxpayer's  adjusted  gross 
income  (Code  sec.  67).  In  listing  the  itemized  deductions  that  are 
not  subject  to  the  new  two-percent  floor,  the  Act  specifically  in- 
cludes the  deduction  under  section  170  (for  charitable  contributions 
by  individuals  or  corporations),  but  does  not  include  the  deduction 
for  estates  and  trusts  under  section  642(c)  (relating  to  items  paid  or 
permanently  set  aside  for  a  charitable  purpose). 

Section  67(e)  provides  that,  for  purposes  of  section  67,  the  adjust- 
ed gross  income  of  an  estate  or  trust  is  computed  in  the  same 
manner  as  for  an  individual,  except  that  certain  costs  paid  in  con- 
nection with  the  administration  of  the  estate  or  trust  are  treated 
as  allowable  in  arriving  at  adjusted  gross  income.  The  provision 
does  not  state  the  treatment,  for  purposes  of  section  67,  of  deduc- 
tions under  sections  651  and  661  (relating  to  certain  amounts  dis- 
tributed by  a  trust  or  estate). 

Section  67(c)  provides  that  Treasury  regulations  are  to  (1)  prohib- 
it the  indirect  deduction  through  pass-through  entities  of  amounts 
that  are  not  allowable  as  a  deduction  if  paid  or  incurred  directly  by 
an  individual,  and  (2)  contain  such  reporting  requirements  as  are  5 
necessary  to  accomplish  this  object.  Such  regulatory  authority  does  ), 
not,  however,  apply  with  respect  to  estates,  trusts,  cooperatives, 
and  REITs  (real  estate  investment  trusts). 


21  In  addition,  if  a  Member  has  expenses  subject  to  the  $3,000  limitation  and  other  miscellane- 1 
ous  itemized  deductions,  the  amounts  disallowed  by  the  two-percent  floor  are  disallowed  propor- 
tionately.  For  example,  assume  that  a  Member  with  AGI  of  $100,000  has  $5,000  of  away-from-  I 
home  expenses  (qualifying  for  the  deduction,  disregarding  application  of  the  $3,000  limit  and  the  j 
two-percent  floor,  but  after  application  of  the  80-percent  rule  for  meal  and  entertainment  ex- 
penses) and  $5,000  of  other  miscellaneous  itemized  deductions,  for  a  total  of  $10,000  of  potential  ; 
deductions  subject  to  the  two-percent  floor.  Application  of  the  two-percent  floor  would  limit  I 
these  deductions  to  $8,000,  and  the  amount  disallowed  because  of  the  two-percent;  floor  would  be 
disallowed  proportionately.  Thus,  after  application  of  the  two-percent  floor,  the  Member  could  \ 
deduct  $4,000  of  the  away-from-home  expenses  and  $4,000  of  the  miscellaneous  itemized  deduc-  j 
tions.  The  former  amount  (i.e.,  the  away-from-home  expenses)  is  further  limited  to  $3,000  be- 
cause of  the  special  limitation  on  deducting  Members's  expenses  in  sec.  162(a).  Thus,  the  1 
Member  could  deduct  a  total  of  $7,000  of  miscellaneous  itemized  deductions. 

/ 
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Explanation  of  Provision 

The  bill  provides  that  deductions  under  section  642(c)  are  not 
miscellaneous  itemized  deductions  subject  to  the  new  two-percent 
floor. 

In  addition,  the  bill  provides  that  the  distribution  deductions  al- 
lowable to  an  estate  or  trust  under  sections  651  and  661  are  treated 
as  allowable  in  computing  the  adjusted  gross  income  of  the  estate 
or  trust.  Similarly,  deductions  for  costs  paid  or  incurred  in  connec- 
tion with  the  administration  of  an  estate  or  trust,  and  which  would 
not  have  been  incurred  if  the  property  were  not  held  in  such  trust 
or  estate,  are  treated  as  allowable  in  computing  the  adjusted  gross 
income  of  the  estate  or  trust.  Thus,  deductions  under  sections  651 
and  661,  and  such  administrative  costs  of  an  estate  or  trust,  are  not 
limited  under  the  new  two-percent  floor,  and  are  treated  as  allow- 
able in  arriving  at  the  adjusted  gross  income  of  the  trust  or  estate 
for  purposes  of  section  67. 

The  bill  modifies  sections  67(c)  and  67(e)  to  provide  that  the  regu- 
latory authority  of  the  Treasury  with  regard  to  indirect  deductions 
through  pass-through  entities  shall  not,  except  as  provided  in  regu- 
lations, apply  to  estates  and  trusts.  Under  this  provision,  the  Treas- 
ury has  regulatory  authority  (for  example)  to  apply  the  two-percent 
floor  at  the  beneficiary  level,  rather  than  at  the  entity  level,  to  the 
extent  that  income  is  distributed  to  beneficiaries.  As  under  the  Act, 
the  Treasury's  regulatory  authority  does  not  apply  with  respect  to 
cooperatives  and  REITs. 

9.  Clarification  of  exceptions  to  certain  rules  limiting  meal  and 
entertainment  deductions  (sec.  10201(g)  of  the  bill,  sec.  142  of 
the  Reform  Act,  and  sees.  274(k)(2),  274(m)(l),  and  274(n)(2) 
of  the  Code) 

Present  Law 

Code  section  274(k)  denies  deductions  for  the  expense  of  any  food 
or  beverages  unless  such  expense  is  not  lavish  or  extravagant 
under  the  circumstances,  and  unless  the  taxpayer  or  an  employee 
of  the  taxpayer  (including,  for  this  purpose,  certain  independent 
contractors)  is  present  at  the  furnishing  of  such  food  and  bever- 
ages. Code  section  274(n)  generally  limits  the  amount  otherwise  al- 
lowable as  a  deduction  for  the  expense  of  any  food  or  beverages,  or 
any  entertainment  expense,  to  80  percent  of  the  amount  otherwise 
allowable.  Special  limitations  apply  under  section  274(m)(l)  to  de- 
ductions for  luxury  water  transportation.  However,  the  above  limi- 
tations under  the  Act  do  not  apply  to  items  that  are  not  treated  as 
entertainment  expenses  for  purposes  of  section  274(a)  by  reason  of 
certain  of  the  exceptions  listed  in  section  274(e). 

Explanation  of  Provision 

The  bill  clarifies  that  the  exceptions  to  sections  274(k)(2), 
274(m)(l),  and  274(n)(2)  described  by  cross-references  to  certain 
paragraphs  of  section  274(e)  are  not  subject  to  the  limitations  of 
sections  274(k)(2),  274(m)(l),  or  section  274(n)(2),  whether  or  not 
such  items  (disregarding  sec.  274(e))  would  be  treated  as  entertain- 
ment expenses  for  purposes  of  section  274(a). 
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The  bill  also  provides  that  the  Treasury  has  regulatory  authority 
to  provide  additional  exceptions  to  the  taxpayer-presence  require- 
ment in  section  274(k)(2).  For  example,  an  exception  could  be  pro- 
vided for  meal  expenses  of  the  taxpayer's  spouse  and  children  in- 
curred by  them  as  moving  expenses  deductible  pursuant  to  section 
217,  even  though  the  taxpayer  travelled  separately  to  the  new  job 
location.  As  a  further  example,  the  taxpayer-presence  requirement 
could  be  waived  by  Treasury  regulations  in  the  situation  where  a 
business  reimburses  away-from-home  meal  expenses  of  a  job  appli- 
cant who  travels  to  the  business  location  the  night  before  his  or 
her  job  interview  and  has  a  meal  alone  in  the  hotel  where  he  or 
she  is  staying. 

Also,  the  bill  resolves  a  problem  under  present  law  involving  cir- 
cular provisions  concerning  application  of  the  percentage  reduction 
rule  with  respect  to  certain  reimbursed  meal  costs  deductible  as 
moving  expenses,  under  which  the  meal  reimbursement  is  excluded 
from  wages  for  withholding  purposes  to  the  extent  it  is  deductible, 
but  the  extent  of  deductibility  depends  on  whether  or  not  the  reim- 
bursement is  treated  as  wages. 

10.  Carryover  of  excess  home  office  deductions  (sec.  10201(h)  of 
the  bill,  sec.  143  of  the  Reform  Act,  and  sec.  280A(c)(5)  of  the 
Code) 

Present  Law 

Section  280A  limits  certain  deductions  with  respect  to  business 
use  of  a  dwelling  unit  that  is  used  by  the  taxpayer  during  the  tax- 
able year  as  a  residence.  In  general,  such  deductions,  if  not  wholly 
disallowed,  are  limited  to  the  amount  of  certain  income  from  the 
business  in  which  they  arose.  Under  the  Act,  deductions  that  are 
disallowed  by  reason  of  exceeding  the  amount  of  such  business 
income  may  be  taken  into  account  as  a  deduction  (allocable  to  such 
business  use  of  the  dwelling  unit)  for  the  succeeding  taxable  year 
(sec.  280A(c)(5)). 

Explanation  of  Provision 

The  bill  clarifies  that,  when  a  deduction  for  business  use  of  a  ! 
dwelling  unit  is  carried  forward  to  a  succeeding  taxable  year  by 
reason  of  the  business  income  limitation  in  section  280A(5),  such 
deduction  shall  continue  to  be  allowable  only  up  to  the  amount  of 
income  from  the  business  in  which  it  arose,  whether  or  not  the 
dwelling  unit  is  used  as  a  residence  during  such  taxable  year. 


II.  Capital  Cost  Provisions  (Sec.  10202  of  the  Bill) 


A.  Depreciation  and  Regular  Investment  Tax  Credit 
1.  Depreciation  provisions 

a.  Effect  of  depreciation  on  earnings  and  profits  of  foreign 

corporations  (sec.  10202(a)(3)  of  the  bill,  sec.  201(d)  of 
the  Reform  Act,  and  sec.  312(k)(4)  of  the  Code) 

Present  Law 

The  Act  requires  the  use  of  an  alternative  depreciation  system  in 
determining  the  earnings  and  profits  of  a  corporation.  Under  this 
system,  depreciation  allowances  are  computed  using  the  straight 
line  method  (without  regard  to  salvage  value)  and  a  recovery 
period  that  generally  equals  the  property's  class  life. 

Explanation  of  Provision 

The  bill  clarifies  that  the  alternative  depreciation  system  applies 
in  determining  the  earnings  and  profits  of  all  foreign  corporations. 

b.  Mid-quarter  convention  (sees.  10202(a)(5)  and  10202(c)(2) 

of  the  bill,  sees.  201(a)  and  203(d)  of  the  Reform  Act, 
and  sec.  168(d)(3)  of  the  Code) 

Present  Law 

If  the  aggregate  depreciable  bases  of  property  that  is  placed  in 
service  during  the  last  three  months  of  any  taxable  year  exceed  40 
percent  of  the  aggregate  depreciable  bases  of  all  property  that  is 
placed  in  service  during  the  entire  taxable  year,  then  a  mid-quar- 
ter convention  applies  to  the  property  that  is  placed  in  service 
during  that  taxable  year.  For  purposes  of  the  40-percent  limitation, 
all  the  members  of  an  affiliated  group  (within  the  meaning  of  sec. 
1504  including  the  rules  of  sec.  1504  (b))  are  treated  as  one  taxpay- 
er. 

Under  the  mid-quarter  convention,  property  that  is  placed  in 
service  during  any  quarter  of  a  taxable  year  (or  disposed  of  during 
any  quarter  of  a  taxable  year)  is  treated  as  placed  in  service  (or 
disposed  of)  on  the  mid-point  of  the  quarter.  The  mid-quarter  con- 
vention applies  only  to  property  that  is  subject  to  the  accelerated 
cost  recovery  system  as  modified  by  the  Act  ("modified  ACRS"). 

Explanation  of  Provision 

The  bill  provides  that  in  determining  whether  the  the  40-percent 
limitation  has  been  exceeded  for  any  taxable  year,  property  that  is 
not  subject  to  the  revised  depreciation  system  (i.e.,  property  that 
would  be  subject  to  modified  ACRS  but  for  the  application  of  the 
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general  effective  date  or  a  transitional  rule)  is  taken  into  account 
only  in  applying  the  limit  for  taxable  years  that  begin  before  Octo- 
ber 1,  1987.  Property  that  is  subject  to  the  revised  depreciation 
system,  but  the  cost  of  which  is  not  recovered  under  modified 
ACRS  because  of  an  exception  contained  in  section  168  (e.g.,  prop- 
erty that  is  placed  in  service  in  a  churning  transaction  or  property 
depreciated  under  a  unit-of-production  or  income  forecast  method), 
is  never  taken  into  account  in  determining  whether  the  mid-quar- 
ter convention  applies.  Property  that  is  placed  in  service  and  dis- 
posed of  within  the  same  taxable  year  is  disregarded  for  purposes 
of  making  the  40  percent  determination.  In  applying  the  40  percent 
test,  depreciable  basis  is  to  be  used  rather  than  cost  or  any  other 
measure  of  property  placed  in  service. 

c.  Certain  property  placed  in  service  in  churning  transac- 

tions (sec.  10202(a)(6)  of  the  bill,  sec.  201(a)  of  the 
Reform  Act  and  sec.  168(f)(5)  of  the  Code) 

Present  Law 

The  Act  prescribes  rules  to  prevent  taxpayers  from  bringing  cer- 
tain property  placed  in  service  after  December  31,  1980,  under 
modified  ACRS,  where  the  result  would  be  to  qualify  such  property 
for  more  generous  depreciation. 

Explanation  of  Provision 

The  bill  clarifies  that  the  determination  of  whether  property 
would  qualify  for  more  generous  depreciation  is  made  by  compar- 
ing depreciation  deductions  for  the  first  taxable  year  (whether  a 
short  year  or  a  full  year),  assuming  a  half-year  convention. 

Further,  the  anti-churning  rule  is  inapplicable  to  property  to 
which  modified  ACRS  applied  in  the  hands  of  the  transferor. 

Finally,  with  respect  to  property  that  is  subject  to  the  anti-churn- 
ing rule,  the  transferee  is  subject  to  the  same  depreciation  regime 
that  the  transferor  used.  Thus,  for  property  that  was  placed  in 
service  by  the  transferor  before  January  1,  1981,  the  transferee 
would  use  pre-1981  depreciation  rules.  Similarly,  for  property  that 
was  subject  to  ACRS  (before  amendment  by  the  Act)  in  the  hands 
of  the  transferor,  the  transferee  would  use  pre-1987  ACRS. 

d.  Treatment  of  certain  transferees  (sec.  10202(a)(7)  of  the 

bill,  sec.  201(a)  of  the  Reform  Act,  and  sec.  168(i)(7)  of 
the  Code) 

Present  Law 

In  certain  cases,  the  transferee  of  property  is  treated  as  the 
transferor  for  purposes  of  computing  depreciation  deductions  with 
respect  to  so  much  of  the  basis  in  the  hands  of  the  transferee  as 
does  not  exceed  the  adjusted  basis  in  the  hands  of  the  transferor. 

Explanation  of  Provision 

The  bill  clarifies  that  in  any  case  where  ACRS,  as  in  effect  before 
enactment  of  the  Act,  applied  to  property  in  the  hands  of  the  trans- 
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feror,  the  transferee  will  use  pre-enactment  ACRS  for  purposes  of 
computing  depreciation  deductions. 

The  bill  clarifies  that  the  "step  in  the  shoes"  rule  applies  to 
transactions  between  members  of  an  affiliated  group  of  corpora- 
tions filing  a  consolidated  return.  In  addition,  the  Act  was  not  in- 
tended to  apply  to  a  mere  change  in  form  of  ownership  not  involv- 
ing a  sale  or  exchange.  For  example,  the  change  from  ownership  as 
tenants-in-common  to  condominium  ownership  not  involving  per- 
centage ownership  would  not  require  the  owners  to  begin  depreci- 
ating the  property  over  a  new  period. 

The  bill  deletes  the  exception  for  transactions  to  which  the  anti- 
churning  rule  applies. 

e.  Exception  for  certain  property  subject  to  U.S.  tax  and 

used  by  foreign  persons  (sec.  10202(a)(8)  of  the  bill,  sec. 
201(a)  of  the  Reform  Act,  and  sec.  168(h)(2)(B)  of  the 
Code) 

Present  Law 

The  Act  provides  that  modified  ACRS  is  inapplicable  to  motion 
picture  films,  video  tapes,  and  sound  recordings.  The  tax-exempt 
entity  leasing  rules  contain  an  exception  for  foreign  persons  with 
respect  to  this  property. 

Explanation  of  Provision 

The  bill  deletes  the  tax-exempt  entity  leasing  exception  for 
motion  picture  films,  video  tapes,  and  sound  recordings.  The  bill 
also  repeals  related  rules  that  applied  for  purposes  of  the  invest- 
ment tax  credit. 

f.  Applicable  depreciation  method  (sec.  10202(a)(ll)  of  the 

bill,  sec.  201(a)  of  the  Reform  Act,  and  sees.  168(b)  and 
(c)  of  the  Code) 

Present  Law 

The  Act  permits  taxpayers  to  elect  to  apply  the  alternative  de- 
preciation system  to  any  class  of  property  for  any  taxable  year. 
Generally,  the  alternative  depreciation  system  requires  use  of  the 
straight-line  method  over  a  recovery  period  equal  to  property's 
present  class  life.  For  purposes  of  the  depreciation  preference 
under  the  alternative  minimum  tax,  the  cost  of  property  generally 
is  recovered  using  the  150-percent  declining  balance  method  over 
-  the  present  class  life. 

Explanation  of  Provision 

The  bill  permits  taxpayers  to  elect  for  regular  tax  purposes  the 
depreciation  rules  that  apply  for  alternative  minimum  tax  pur- 
l  poses  (i.e.,  150-percent  declining  balance  method  over  the  class  life). 
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g.  Election  to  expense  certain  depreciable  business  assets 
(sees.  10202(b)(1)  and  (c)(8)  of  the  bill,  sees.  202  and  203 
of  the  Reform  Act,  and  sec.  179  of  the  Code) 

Present  Law 

The  Act  modified  the  provision  under  which  a  taxpayer  may 
elect  to  treat  the  cost  of  qualifying  property  as  an  expense  that  is 
not  chargeable  to  capital  account.  The  costs  for  which  the  election 
is  made  are  allowed  as  a  deduction  for  the  taxable  year  in  which 
the  qualifying  property  is  placed  in  service,  subject  to  a  $10,000 
limitation  each  year  ($5,000  for  a  married  individual  filing  a  sepa- 
rate return).  The  amount  eligible  to  be  expensed  is  limited  for  any 
taxable  year  in  which  the  aggregate  cost  of  qualifying  property 
placed  in  service  exceeds  $200,000;  for  every  dollar  of  investment  in 
excess  of  $200,000,  the  $10,000  ceiling  is  reduced  by  $1.  In  addition, 
the  amount  eligible  to  be  expensed  is  limited  to  the  taxable  income 
derived  from  active  trades  or  businesses.  Costs  that  are  disallowed 
because  of  the  limitation  based  on  taxable  income  are  carried  for- 
ward to  the  succeeding  taxable  year.  These  modifications  apply  to 
property  placed  in  service  after  December  31,  1986,  in  taxable 
years  ending  after  that  date. 

Explanation  of  Provision 

The  bill  clarifies  that  costs  that  are  disallowed  because  of  the 
limitation  based  on  taxable  income  may  be  carried  forward  to  an 
unlimited  number  of  years.  Also,  the  deduction  of  costs  that  are 
carried  forward  is  limited  by  the  $10,000  ceiling  (subject  to  any  re- 
duction due  to  investments  that  exceed  $200,000)  in  every  taxable 
year. 

The  bill  also  clarifies  the  application  of  the  expensing  limitations 
for  taxable  years  (other  than  a  calendar  year)  that  include  January 
1,  1987.  First,  the  cost  of  any  qualifying  property  that  is  placed  in 
service  before  January  1,  1987,  and  that  is  expensed  under  the  law 
in  effect  before  the  effective  date  of  the  amendments  made  by  the 
Act  reduces  the  amount  of  qualifying  property  that  is  eligible  to  be 
expensed  under  the  Act.  For  example,  if  a  fiscal  year  taxpayer 
elects  to  expense  $4,000  of  qualifying  property  that  is  placed  in 
service  before  January  1,  1987,  then  the  maximum  amount  of 
qualifying  property  placed  in  service  during  the  same  taxable  year 
and  on  or  after  January  1,  1987,  that  is  eligible  to  be  expensed  is 
$6,000. 

Second,  all  qualifying  property  that  is  placed  in  service  during  a 
fiscal  year  that  includes  January  1,  1987,  is  to  be  taken  into  ac- 
count in  determining  whether  the  $200,000  limitation  has  been  ex- 
ceeded for  such  fiscal  year.  If  the  $200,000  limitation  has  been  ex- 
ceeded for  a  fiscal  year  the  includes  January  1,  1987,  only  the 
amount  of  property  placed  in  service  during  the  same  taxable  year 
and  on  or  after  January  1,  1987,  that  is  eligible  to  be  expensed 
would  be  reduced  by  the  excess.  Finally,  the  taxable  income  de- 
rived from  an  active  trade  or  business  for  purposes  of  the  taxable 
income  limitation  equals  the  taxable  income  for  the  entire  fiscal 
year  reduced  by  the  cost  of  property  that  was  expensed  for  that 
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year  under  the  law  in  effect  before  the  effective  date  of  the  amend- 
ments made  by  the  Act. 

h.  Effective  dates;  transitional  rules  (sees.  10202(c)  and  (d) 
of  the  bill  and  sees.  203  and  204  of  the  Reform  Act) 

Present  Law 

The  Act  modified  ACRS  for  property  placed  in  service  after  De- 
cember 31,  1986.  The  Act  provided  an  election  to  apply  modified 
ACRS  to  certain  property  placed  in  service  after  July  31,  1986. 
Such  an  election  disqualified  property  under  the  investment  tax 
credit  transitional  rules,  which  are  discussed  below. 

The  Act  provides  certain  exceptions  to  the  general  effective  date. 
Under  these  exceptions,  transition  property  generally  must  be 
placed  in  service  by  a  prescribed  date  that  is  determined  by  refer- 
ence to  the  ADR  midpoint  for  the  property.  Property  that  is  de- 
scribed in  a  transition  rule  contained  in  section  204(a)  of  the  Act  is 
treated  as  having  an  ADR  midpoint  of  20  years  and,  thus,  general- 
ly must  be  placed  in  service  before  January  1,  1991. 

Explanation  of  Provisions 

The  bill  clarifies  that  the  election  to  apply  modified  ACRS  to 
property  placed  in  service  after  July  31,  1986,  is  unavailable  to 
property  that  would  be  subject  to  the  anti-churning  rule  if  such 
property  was  placed  in  service  after  December  31,  1986. 

The  bill  also  clarifies  that  the  transitional  rule  for  sale-lease- 
backs  applies  to  property  that  would  have  qualified  for  transitional 
relief  in  the  absence  of  the  sale-leaseback  (e.g.,  property  that  is  not 
placed  in  service  by  the  original  owner  before  the  sale-leaseback) 
and  to  property  where  the  original  owner  is  a  sublessee  if  all  the 
other  requirements  for  transitional  relief  are  satisfied. 

The  bill  also  clarifies  that  modified  ACRS  applies  to  any  real 
property,  including  a  personal  residence,  that  was  acquired  before 
January  1,1987,  and  converted  from  personal  use  on  or  after  such 
date  to  a  use  for  which  depreciation  is  allowable. 

For  purposes  of  the  general  transitional  rules,  all  members  of  the 
same  affiliated  group  of  corporations  (within  the  meaning  of  sec- 
tion 1504  of  the  Code)  filing  a  consolidated  return  are  treated  as 
I  one  taxpayer. 

The  bill  makes  other  clarifying  amendments  to  transitional  rules 
|  of  more  limited  application,  including — but  not  limited  to — clarifi- 
cations that  (1)  the  general  rule  for  property  financed  with  tax- 
exempt  bonds  does  not  override  more  specific  transitional  rules 
|  (such  as  the  transitional  rule  for  solid  waste  disposal  facilities);  and 
j  (2)  the  rule  for  finance  leases  of  farm  equipment  incorporates  the 
i  amendments  made  by  the  Tax  Reform  Act  of  1984. 

i 
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2.  Investment  tax  credit 

a.  Termination  of  regular  percentage  (sec.  10202(e)  of  the 
bill,  sec.  211  of  the  Reform  Act,  and  sec.  49  of  the  Code) 

Present  Law 

For  purposes  of  determining  the  amount  of  the  investment  tax 
credit  ("ITC"),  the  regular  percentage  does  not  apply  to  property 
placed  in  service  after  December  31,  1985,  subject  to  an  exception 
for  transition  property.  A  taxpayer  is  required  to  reduce  the  basis 
of  property  that  qualifies  for  transition  relief  ("transition  proper- 
ty") by  the  full  amount  of  ITC  earned.  Further,  the  ITCs  allowable 
for  transition  property  for  taxable  years  beginning  after  June  30, 
1987,  and  carryforwards  to  the  first  taxable  year  beginning  after 
June  30,  1987,  is  reduced  by  35  percent.  For  taxpayers  with  a  tax- 
able year  that  straddles  July  1,  1987,  ITCs  are  subject  to  a  partial 
reduction  that  reflects  the  appropriate  reduction  for  the  portion  of 
the  taxable  year  after  that  date.22  In  the  case  of  transition  proper- 
ty that  was  subject  to  a  full  basis  adjustment  in  respect  of  ITCs 
earned  but  unused,  there  is  no  upward  basis  adjustment  if  the  ITCs 
are  subject  to  further  reduction  when  carried  forward. 

Explanation  of  Provision 

The  bill  clarifies  that  a  full  basis  adjustment  is  applied  only  with 
respect  to  the  portion  of  an  ITC  attributable  to  the  regular  percent- 
age. Further,  if  a  credit  for  which  a  full  basis  adjustment  was  re- 
quired (1)  is  recaptured,  there  will  be  an  upward  basis  adjustment 
of  100  percent  of  the  recapture  amount,  or  (2)  expires  at  the  end  of 
the  carryforward  period,  a  deduction  will  be  allowed  for  100  per- 
cent of  the  unused  credit.  Also,  in  applying  the  rule  that  coordi- 
nates the  election  to  pass  an  ITC  to  a  lessee  and  the  basis  adjust- 
ment, the  required  income  inclusion  is  equal  to  100  percent  of  the 
credit  allowed  to  the  lessee. 

The  bill  also  clarifies  that  the  35-percent  reduction  applies  to  ITC 
carryforwards  used  in  a  taxable  year  ending  after  June  30,  1987, 
irrespective  of  when  the  property  with  respect  to  which  the  credit  \ 
is  claimed  was  placed  in  service.  For  taxable  years  that  straddle  , 
July  1,  1987,  the  bill  clarifies  that  the  amount  added  to  carryfor-  \ 
wards  bears  the  same  ratio  to  the  carryforwards  from  the  taxable  j 
year  (before  inclusion  of  the  additional  amount)  as  the  reduction  of 
the  credit  bears  to  the  sum  of  the  current  year  credit  for  the  tax-  j 
able  year  and  the  carryforwards  to  the  taxable  year,  less  the  reduc- 
tion of  the  credit  under  section  49(c)(3). 

The  bill  clarifies  that  the  order  in  which  the  components  of  the 
general  business  credit  and  the  subcomponents  of  the  investment  j 
tax  credit  are  used  generally  is  the  order  in  which  the  credits  are  ! 
listed  in  the  applicable  Code  section  as  of  the  close  of  the  taxable 
year  in  which  the  credit  is  used. 


22  In  the  case  of  a  corporation  that  is  included  in  a  consolidated  return,  the  determination  of 
whether  the  taxable  year  straddles  July  1,  1987,  is  to  be  made  by  reference  to  the  taxable  year 
of  the  consolidated  group,  and  not  by  reference  to  any  short  taxable  year  applicable  to  a  corpo- 
ration that  is  sold  out  of  the  group  or  a  corporation  that  joins  the  group. 
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The  bill  also  makes  clarifying  amendments  to  transition  rules  of 
limited  application. 

b.  Elective  15-year  carryback  for  steel  companies  and  quali- 
fied farmers  (sec.  10202(f)  of  the  bill  and  sees.  212  and 
213  of  the  Reform  Act) 

Present  Law 

Certain  steel  companies  can  elect  a  15-year  carryback  of  50  per- 
cent of  ITC  carryforwards  in  existence  as  of  the  beginning  of  a  tax- 
payer's first  taxable  year  beginning  after  December  31,  1985.  The 
amount  claimed  as  a  payment  against  the  tax  for  the  first  taxable 
year  beginning  on  or  after  January  1,  1987,  may  not  exceed  the 
taxpayer's  net  tax  liability  for  all  taxable  years  during  the  carry- 
back period  (not  including  minimum  tax  liability,  and  reduced  by 
the  sum  of  certain  allowable  credits). 

The  amount  of  ITC  carryforwards  that  are  taken  into  account  in 
determining  the  amount  treated  as  a  payment  of  tax  is  not  taken 
into  account  under  section  38  for  any  other  taxable  year.  For  exam- 
ple, if  the  available  ITC  carryforwards  are  $100,000  and  the  net  tax 
liability  during  the  carryback  period  is  $40,000,  then  the  amount  of 
ITC  carryforwards  available  for  future  taxable  years  would  equal 
$20,000. 

In  the  case  of  an  electing  corporation  that  is  a  member  of  an  af- 
filiated group  of  corporations  that  filed  a  consolidated  tax  return 
during  any  portion  of  the  carryback  period,  the  Act  contemplates 
that  the  Internal  Revenue  Service  will  reduce  the  administrative 
burden  of  complying  with  this  requirement — for  example,  by  per- 
mitting the  use  of  pro  forma  statements. 

Explanation  of  Provisions 

The  bill  provides  that  rules  similar  to  the  rules  of  section  6425 
shall  apply  to  any  overpayment  resulting  from  the  application  of 
the  provision  for  the  elective  15-year  carryback.  In  addition,  the 
bill  provides  that  any  restructuring  of  a  qualifying  steel  company 
does  not  affect  the  amount  of  the  benefit  that  would  otherwise  be 
available  to  the  company.  Other  conforming  and  technical  changes 
are  made. 


B.  Rapid  Amortization  Provisions 

1.  Trademark  and  trade  name  expenditures  (sec.  10202(i)  of  the 

bill,  sec.  241  of  the  Reform  Act,  and  sec.  167  of  the  Code) 

Present  Law 

The  Act  repealed  the  prior  law  provision  that  allowed  taxpayers 
to  elect  to  amortize  over  a  period  of  at  least  60  months  expendi- 
tures for  the  acquisition,  protection,  expansion,  registration  or  de- 
fense of  a  trademark  or  trade  name  other  than  an  expenditure 
which  was  part  of  the  consideration  for  an  existing  trademark  or 
tradename. 

No  amortization  or  depreciation  deduction  is  intended  to  be  al- 
lowed for  trademark  or  trade  name  expenditures. 

Explanation  of  Provision 

The  bill  clarifies  that  no  depreciation  or  amortization  deduction 
is  allowable  for  trademark  or  trade  name  expenditures. 

2.  Railroad  grading  or  tunnel  bores  (sec.  10202(i)  of  the  bill,  sec. 

242  of  the  Reform  Act,  and  sec.  167  of  the  Code) 

Present  Law 

The  Act  repealed  the  prior  law  provision  which  provided  an  elec- 
tion to  amortize  the  cost  of  qualified  railroad  grading  and  tunnel 
bores  over  a  50  year  period. 

No  amortization  or  depreciation  deduction  is  intended  to  be  al- 
lowed for  such  expenditures. 

Explanation  of  Provision 

The  bill  clarifies  that  no  amortization  or  depreciation  deduction 
is  allowable  with  respect  to  railroad  grading  or  tunnel  bores. 
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C.  Real  Estate  Provisions 

1.  Tax  credit  for  rehabilitation  expenditures  (sec.  10202(k)  of  the 

bill  and  sec.  251  of  the  Reform  Act) 

Present  Law 

The  Act  modified  the  rehabilitation  credit  generally  for  property 
placed  in  service  after  December  31,  1986.  Exceptions  were  provid- 
ed under  transitional  rules. 

Explanation  of  Provisions 

The  bill  clarifies  that  a  rehabilitation  need  not  be  completed  pur- 
suant to  a  written  contract  that  was  binding  on  March  1,  1986, 
under  the  transitional  rule  that  applies  where  property  was  ac- 
quired before  March  2,  1986,  or  after  that  date  pursuant  to  a  writ- 
ten binding  contract,  and  either  (1)  the  required  parts  of  the  His- 
toric Preservation  Certification  Application  were  filed,  or  (2)  the 
lesser  of  $1  million  or  five  percent  of  the  qualified  rehabilitation 
expenditures  were  incurred  or  required  to  be  incurred  before  that 
date. 

Under  a  provision  included  in  the  capital  cost  recovery  section 
(discussed  above),  the  bill  clarifies  that  property  eligible  for  a  25- 
percent  credit  under  a  transitional  rule  is  not  subject  to  the  full 
basis  adjustment  requirement. 

The  bill  also  includes  amendments  with  respect  to  other  transi- 
tional rules  of  more  limited  application. 

2.  Tax  credit  for  low-income  rental  housing  (sec.  10202(1)  of  the 

bill,  sec.  252  of  the  Reform  Act,  and  sec.  42  of  the  Code) 

Present  Law 

The  Act  provides  a  tax  credit  that  may  be  claimed  by  owners  of 
residential  rental  property  used  for  low-income  housing.  The  credit 
is  claimed  annually,  generally  for  a  period  of  ten  years  beginning 
either  with  the  year  a  building  is  placed  in  service  or  one  year 
thereafter  (the  credit  period).  Special  rules  apply  to  multiple  build- 
ing projects  and  for  certain  subsequent  additions  to  basis. 

New  construction  and  rehabilitation  expenditures  for  low-income 
housing  projects  placed  in  service  in  1987  are  eligible  for  a  maxi- 
mum nine  percent  credit,  claimed  annually  for  ten  years.  The  ac- 
quisition cost  of  existing  buildings  and  the  cost  of  newly  construct- 
ed buildings  receiving  other  Federal  subsidies  (e.g.,  tax-exempt 
bond  financing)  placed  in  service  in  1987  are  eligible  for  a  maxi- 
mum four  percent  credit,  also  claimed  annually  for  ten  years.  For 
buildings  placed  in  service  after  1987,  these  credit  percentages  will 
be  adjusted  to  maintain  a  present  value  of  70  percent  and  30  per- 
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cent  for  the  two  types  of  credits,  and  will  be  determined  monthly 
for  property  placed  in  service  in  each  month. 

To  qualify,  a  low-income  housing  project  must  satisfy  a  low- 
income  set-aside  requirement  of  either  (1)  20  percent  of  the  units 
occupied  by  persons  having  incomes  of  50  percent  or  less  of  area 
median  income,  or  (2)  40  percent  of  the  units  occupied  by  persons 
having  incomes  of  60  percent  or  less  of  such  area  income.  A  special 
additional  requirement  applies  to  projects  satisfying  a  specified 
rent-skewing  requirement. 

The  credit  amount  is  based  on  the  qualified  basis  of  the  housing 
units  serving  the  low-income  tenants.  Qualified  basis  is  the  portion 
of  the  basis  of  the  building  (eligible  basis)  attributable  to  low- 
income  housing  units.  Basis  of  units  whose  cost  is  disproportionate 
to  that  of  the  low-income  housing  units  is  excluded  from  eligible 
basis. 

Rents  that  may  be  charged  families  in  units  on  which  a  credit  is 
claimed  may  not  exceed  30  percent  of  the  applicable  income  quali- 
fying as  "low",  adjusted  for  family  size.  Section  8  payments  are  ex- 
cluded in  determining  the  amount  of  rent  a  tenant  pays  for  pur- 
poses of  this  30-percent  limit. 

To  qualify  for  the  credit,  residential  rental  property  must  comply 
continuously  with  all  requirements  of  the  credit  throughout  a  15- 
year  compliance  period,23  and,  in  the  case  of  a  credit  for  acquisi- 
tion, may  not  have  previously  been  placed  in  service  for  at  least  10 
years  (the  10-year  rule).  A  credit  allocation  from  the  appropriate 
State  credit  authority  must  be  received  by  the  owner  of  property 
eligible  for  the  low-income  housing  tax  credit,  unless  the  property 
is  substantially  financed  with  the  proceeds  of  tax-exempt  bonds 
subject  to  the  new  private  activity  bond  volume  limitation.  Alloca- 
tions are  charged  against  the  issuer's  credit  authority  for  the  year 
of  the  allocation.  Carryforwards  of  unused  credit  authority  are  not 
permitted. 

Explanation  of  Provisions 
Election  to  determine  credit  percentage  early 

The  bill  provides  that,  in  addition  to  the  method  of  determining 
the  credit  percentage  under  present  law,  for  buildings  placed  in 
service  by  a  taxpayer  after  1987  the  taxpayer  (with  the  consent  of 
the  housing  credit  agency)  may  irrevocably  elect  to  determine  the 
credit  percentage  applicable  to  the  building  in  advance  of  the  build- 
ing's placed-in-service  date.  Such  an  election  will  be  binding  for 
Federal  income  tax  purposes  on  the  taxpayer,  the  credit  agency, 
and  all  successors  in  interest.  The  election  must  be  made  at  the 
time  a  binding  commitment  is  received  by  the  taxpayer  from  the 
credit  agency  as  to  the  housing  credit  dollar  amount  to  be  allocated 
to  the  building.  In  the  case  of  a  building  financed  with  the  proceeds 
of  tax-exempt  bonds  for  which  no  allocation  from  a  credit  agency  is 
required,  the  election  must  be  made  by  the  taxpayer  at  the  time 
the  tax-exempt  bonds  are  issued.  The  election  must  be  filed  with 


23  Failure  to  satisfy  this  15-year  compliance  period  results  in  recapture  of  a  portion  of  the 
credit.  (A  special  rule  for  determining  if  a  disposition  is  a  recapture  event  applies  to  projects 
owned  by  certain  large  partnerships.) 
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the  Treasury  Department  by  the  fifth  day  of  the  month  following 
the  date  the  binding  commitment  is  made  or  the  bonds  are  issued. 
This  election  is  applicable  to  credits  attributable  to  new  construc- 
tion, rehabilitation,  and  acquisition  expenditures. 

Determination  of  gross  rent 

The  bill  provides  that  in  determining  the  gross  rent  that  may  be 
paid  by  a  tenant  in  a  low-income  unit,  payments  of  State  and  local 
rental  assistance  programs  comparable  to  section  8  of  the  United 
States  Housing  Act  of  1937  are  not  considered.  The  bill  further  pro- 
vides that  this  definition  of  gross  rent  is  used  for  purposes  of  deter- 
mining the  rent  that  may  be  charged  to  a  low-income  tenant  when 
applying  the  elective  deep-rent  skewing  set-aside  requirement  for 
certain  projects  (see  sec.  142(d)(4)).  (The  bill  retains  the  definition  of 
gross  rent,  which  includes  all  rental  assistance  payments,  used  in 
the  determination  of  the  3:1  rent  skewing  test  also  provided  for 
those  projects.) 

The  bill  further  provides  that  if  a  Federal  rental  assistance  pay- 
ment is  made  with  respect  to  a  low-income  unit  and  the  Federal 
statute  (as  in  effect  on  October  22,  1986)  governing  that  assistance 
payment  requires  that  the  gross  rent  paid  by  the  occupants  for  that 
unit  increase  as  the  income  of  the  occupants  increases  and  that 
any  such  increase  in  the  occupants'  gross  rent  reduce  equally  the 
Federal  rental  assistance  payment,  then  the  gross  rent  paid  by  the 
tenant  may  exceed  30  percent  of  the  applicable  income  limit  to  the 
extent  required  under  the  applicable  Federal  housing  program  stat- 
ute. 

Special  rules  for  multiple  building  projects 

The  bill  provides  new  rules  for  determining  whether  a  building  is 
part  of  a  qualified  low-income  housing  project  in  the  case  of  multi- 
ple building  projects.  In  such  a  project,  buildings  need  not  meet  the 
minimum  low-income  set-aside  requirement  only  by  reference  to 
the  order  that  the  buildings  are  placed  in  service.  If  within  12 
months  of  the  placed-in-service  date  of  a  prior  building  the  project 
meets  the  set-aside  requirement  with  respect  to  the  first  building 
and  any  subsequent  buildings  placed  in  service  within  the  12- 
month  period,  then  the  first  building  and  included  subsequent 
buildings  are  part  of  a  qualified  low-income  project.  Subsequent 
buildings  not  included  in  determining  whether  the  project  satisfies 
the  set-aside  requirement  with  respect  to  prior  buildings  have  their 
own  12-month  period  before  they  are  required  to  be  included  in  the 
set-aside  determination  for  the  project. 

Be  minimis  exception  to  disproportionate  cost  limit 

The  bill  permits  a  portion  of  the  basis  of  housing  units  whose 
cost  is  disproportionate  to  that  of  the  low-income  units  to  be  includ- 
ed in  eligible  basis.  Unless  otherwise  provided  by  Treasury  regula- 
tions, to  be  eligible  for  this  exception,  the  cost  per  square  foot  of 
the  disproportionate  unit  may  not  exceed  by  15  percent  the  average 
cost  per  square  foot  of  the  low-income  units.  If  cost  differentials 
exceed  15  percent,  the  cost  of  the  entire  disproportionate  unit  must 
be  excluded  from  eligible  basis,  as  under  present  law. 
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The  bill  further  provides  that  costs  with  respect  to  which  an  elec- 
tion was  made  by  the  taxpayer  to  deduct  rehabilitation  expendi- 
tures under  prior  law  section  167(k)  may  not  be  included  in  eligible 
basis. 

Exceptions  to  10-year  rule 

The  bill  provides  several  exceptions  to  the  restriction  that  build- 
ings eligible  for  an  aquisition  credit  may  not  have  been  previously 
placed  in  service  within  10  years  of  the  date  of  acquisition.  Under 
these  exceptions,  a  placement  in  service  is  disregarded  if  it  is  as  a 
result  of  (1)  death,  (2)  acquisition  by  a  governmental  unit  or  certain 
qualified  501(c)(3)  or  501(c)(4)  organizations  whose  acquisition  of  the 
property  was  at  least  10  years  after  it  was  previously  placed  in 
service,  or  (3)  a  foreclosure  occurring  at  least  10  years  after  the 
previous  placed-in-service  date,  provided  the  property  is  resold 
within  12  months  of  such  foreclosure. 

Amendments  affecting  State  credit  authority 

The  bill  provides  that  the  State  low-income  housing  credit  au- 
thority must  allocate  credits  to  a  building  in  the  calendar  year  it  is 
placed  in  service,  unless  (1)  credits  are  allocated  as  the  result  of  ad- 
ditions to  qualified  basis  or  (2)  the  authority  makes  a  binding  com- 
mitment no  later  than  the  last  day  of  such  year  to  allocate  a  speci- 
fied amount  of  credits  to  the  building  in  a  later  year.  An  allocation 
in  a  later  calendar  year  pursuant  to  a  binding  commitment  is 
counted  against  the  State's  credit  authority  limitation  in  such  later 
year.  Such  later  allocation  does  not  defer  the  start  of  the  credit 
period  or  the  compliance  period. 

The  bill  further  provides  that,  if  for  reasons  unforeseen  and 
beyond  the  control  of  the  taxpayer  which  occur  after  an  allocation 
of  credit  authority  to  a  building,  a  building  cannot  be  placed  in 
service  in  the  year  for  which  an  allocation  was  made,  then  upon 
approval  by  the  Treasury  Department,  the  credit  allocation  will  be 
valid  for  that  building  if  the  building  is  placed  in  service  in  the 
first  succeeding  year  after  the  year  of  the  original  allocation.  This 
provision  is  effective  beginning  in  1988. 

The  bill  provides  that  if  a  corporation  is  wholly  owned  by  one  or 
more  qualified  nonprofit  organizations  and  such  corporation  mate- 
rially participates  in  the  development  and  operation  of  a  qualified 
low-income  project,  the  qualified  nonprofit  organization(s)  will  be 
treated  as  materially  participating  in  the  development  and  oper- 
ation of  such  project  for  purposes  of  this  section. 

Recapture 

The  bill  makes  modifications  to  the  rules  regarding  recapture  of 
the  credit.  First,  the  bill  provides  that  there  will  be  no  recapture 
for  certain  de  minimis  changes  in  the  qualified  basis  by  reason  of 
changes  in  floor  space  of  low-income  housing  units.  Second,  for 
partnerships  more  than  50  percent  of  which  are  owned  by  35  or 
more  natural  persons  or  estates,  the  presence  of  a  corporate  part- 
ner will  not  exclude  the  partnership  from  a  special  rule  under 
which  recapture  is  determined  at  the  partnership,  rather  than  the 
partner,  level. 
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Other  amendments 

The  bill  clarifies  that,  similar  to  other  Federally  subsidized  loans, 
the  proceeds  of  an  issue  of  tax-exempt  obligations  used  to  finance  a 
building  may  be  excluded  from  eligible  basis  and  the  building  will 
not  be  treated  as  federally  subsidized. 

The  bill  provides  that  tax-exempt  financing  or  a  below  market 
loan  used  to  provide  construction  financing  for  a  building  will  not 
be  treated  as  a  Federal  subsidy  if  such  loan  is  repaid  and  any  un- 
derlying obligation  (e.g.,  tax-exempt  bond)  is  redeemed  before  the 
building  is  placd  in  service. 

The  bill  clarifies  that  designation  of  a  de  minimis  portion  of  the 
gross  rent  of  a  low-income  housing  unit  for  use  towards  purchase  of 
the  unit  by  the  tenant  after  expiration  of  the  minimum  compliance 
period  for  credit  projects  does  not  affect  a  housing  project's  eligibil- 
ity for  the  low-income  housing  credit. 

The  bill  modifies  the  at-risk  provisions  applicable  to  certain  fi- 
nancing from  qualified  nonprofit  organizations  in  the  case  of  cer- 
tain federally  assisted  buildings  in  which  a  security  interest  is  not 
permitted  by  a  Federal  agency. 

The  bill  provides  certain  information  reporting  requirements  on 
owners  of  qualified  low-income  housing  projects  and  imposes  a  pen- 
alty for  failure  to  provide  required  information. 

The  bill  clarifies  that  the  sunset  of  credit  authority  to  buildings 
placed  in  service  after  1990  also  applies  to  buildings  financed  with 
the  proceeds  of  tax-exempt  bonds  not  requiring  an  allocation  of 
credit  authority. 

The  bill  provides  that  credits  may  not  be  carried  back  to  taxable 
years  ending  before  January  1,  1987. 

The  bill  makes  clarifying  amendments  to  certain  transitional 
rules  of  limited  application. 

The  bill  also  corrects  other  minor  clerical  and  technical  errors. 
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III.  Capital  Gains  and  Losses  (Sec.  10203  of  the  Bill) 

1.  Individual  and  corporate  capital  gains  (sec.  10203(a)-(c)  of  the 

bill,  sees.  301-311  of  the  Reform  Act,  and  various  sees,  of  the 
Code) 

Present  Law 

The  Act  repealed  the  prior  law  capital  gains  deduction  for  indi- 
viduals and  repealed  the  alternative  tax  rate  on  capital  gains  for 
corporations. 

Explanation  of  Provision 

The  bill  makes  several  conforming  amendments  to  the  repeal  of 
the  special  capital  gains  treatment,  including  amendments  relating 
to  the  computation  of  foreign  source  capital  gain  net  income  (sec. 
904),  the  exclusion  of  capital  gains  by  certain  financial  institutions 
in  computing  bad  debt  reserves  under  the  taxable  income  method 
(sec.  593(b)),  and  the  effective  date  for  certain  withholding  changes. 
Further,  the  bill  authorizes  the  Secretary  to  lower  the  withholding 
rate  on  gains  from  certain  dispositions  of  U.S.  real  property  inter- 
ests by  U.S.  partnerships,  trusts,  or  estates  from  34  percent  of  the 
gain  realized  to  28  percent  of  the  gain  realized.  The  committee  ex- 
pects that  the  Secretary  will  exercise  this  authority  when  the  part- 
ner or  beneficiary  who  is  the  taxpayer  with  respect  to  such  gain  is 
a  foreign  individual. 

The  bill  also  repeals  a  transitional  rule  for  specified  taxpayers. 

2.  Incentive  stock  options  (sec.  10203(d)  of  the  bill,  sec.  321  of  the 

Reform  Act,  and  sec.  422A  of  the  Code) 

Present  Law 

Under  present  law,  generally  an  employee  is  not  taxed  on  the 
grant  or  exercise  of  an  incentive  stock  option  (as  defined  in  section 
422A(b))  and  the  employer  is  not  allowed  a  deduction  when  the 
option  is  granted  or  exercised.  The  Act  made  several  changes  in 
the  definition  of  an  incentive  stock  option,  including  a  change  to 
provide  that  under  the  terms  of  the  plan,  the  aggregate  fair 
market  value  (at  the  time  of  grant  of  an  option)  of  the  stock  with 
respect  to  which  incentive  stock  options  are  first  exercisable  during 
any  calendar  year  may  not  exceed  $100,000. 

Explanation  of  Provision 

The  bill  provides  that  an  option  shall  not  be  treated  as  an  incen- 
tive stock  option  if,  at  the  time  the  option  is  granted,  the  terms  of 
the  option  provide  that  it  will  not  be  treated  as  an  incentive  stock 
option.  Thus,  an  option  that  otherwise  satisfies  the  requirements  of 
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section  422A(b)  shall  not  be  treated  as  an  incentive  stock  option  if, 
at  the  time  of  grant,  the  option  is  designated  as  not  constituting  an 
incentive  stock  option.  In  the  case  of  an  option  granted  after  De- 
cember 31,  1986,  and  before  the  date  of  enactment  of  this  bill,  an 
option  will  not  be  treated  as  an  incentive  stock  option  if  the  terms 
of  the  option  are  so  amended  before  90  days  after  the  enactment  of 
this  bill. 

The  bill  also  deletes  the  $100,000  requirement  added  by  the  Act 
and  instead  provides  that  to  the  extent  the  aggregate  fair  market 
value  (determined  at  the  time  the  option  is  granted)  of  stock  with 
repect  to  which  options  meeting  the  requirements  of  section 
422A(b)  are  exercisable  for  the  first  time  by  any  individual  during 
any  calendar  year  (under  all  plans  of  the  individual's  employer  cor- 
poration and  its  parent  and  subsidiary  corporations)  exceeds 
$100,000,  then  such  options  shall  not  be  treated  as  incentive  stock 
options.  This  rule  is  applied  by  taking  options  that  meet  the  re- 
quirements of  section  422A(b)  and  are  exercisable  for  the  first  time 
in  the  calendar  year  into  account  in  the  order  granted. 


IV.  Agriculture  and  Natural  Resource  Provisions  (Sec.  10204  of 

the  Bill) 

1.  Treatment  of  discharge  of  indebtedness  income  of  certain  farm- 
ers (sec.  10204(a)  of  the  bill,  sec.  405  of  the  Reform  Act,  and 
sees.  108  and  1017  of  the  Code) 

Present  Law 

Under  present  law,  if  an  insolvent  taxpayer  realizes  income  from 
discharge  of  indebtedness,  the  income  is  excluded  and  the  taxpay- 
er's tax  attributes  and  basis  in  property  are  reduced  by  the  ex- 
cluded amount  (sec.  108).  The  exclusion  is  limited  to  the  amount  by 
which  the  taxpayer  is  insolvent.  Reduction  of  attributes  and  basis 
occurs  in  the  following  order:  net  operating  losses  and  carryovers, 
general  business  credit  carryovers,  capital  loss  carryovers,  basis  of 
property,  and  foreign  tax  credit  carryovers.24  The  reduction  in  the 
basis  of  property  is  limited  to  the  excess  of  the  aggregate  bases  of 
the  taxpayer's  property  over  the  taxpayer's  aggregate  liabilities  im- 
mediately after  the  discharge  (sec.  1017).  If  the  taxpayer's  dis- 
charge of  indebtedness  income  (not  in  excess  of  the  amount  by 
which  the  taxpayer  is  insolvent)  exceeds  the  available  tax  at- 
tributes and  basis,  the  excess  is  forgiven,  i.e.,  is  not  includible  in 
income. 

The  Act  provides  that,  in  the  case  of  a  solvent  taxpayer  who  real- 
izes income  from  the  discharge  by  a  "qualified  person"  of  "quali- 
fied farm  indebtedness,"  the  discharge  is  treated  in  the  same 
manner  as  if  incurred  while  the  taxpayer  was  insolvent.  Qualified 
farm  indebtedness  is  indebtedness  incurred  directly  in  connection 
with  the  operation  of  a  farming  business  by  a  taxpayer  who  satis- 
fies a  specified  gross  receipts  test.  The  gross  receipts  test  is  satis- 
fied if  50  percent  or  more  of  the  taxpayer's  average  annual  gross 
receipts  for  the  three  taxable  years  preceding  the  taxable  year  in 
which  the  discharged  indebtedness  occurs  is  attributable  to  the 
trade  or  business  of  farming.  A  qualified  person  is  one  regularly 
engaged  in  the  business  of  lending  money  and  meeting  certain 
other  requirements. 

Any  amount  excluded  from  income  under  the  special  rules  for 
qualified  farm  indebtedness  must  be  used  first  to  reduce  tax  at- 
tributes; then  to  reduce  basis  of  property  other  than  land  used  or 
held  for  use  in  a  farming  business;  and  finally  to  reduce  the  basis 
of  land  used  or  held  for  use  in  a  farming  business  (sec.  1017). 


24  An  election  is  provided  under  which  the  taxpayer  may  reduce  basis  in  depreciable  property 
before  reducing  net  operating  losses  or  other  attributes. 
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Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  determining  whether  a  tax- 
payer's indebtedness  is  qualified  farm  indebtedness,  the  gross  re- 
ceipts test  is  applied  by  dividing  the  taxpayer's  aggregate  gross  re- 
ceipts from  farming  for  the  three-taxable-year  period  preceding  the 
taxable  year  of  the  discharge  by  the  taxpayer's  aggregate  gross  re- 
ceipts from  all  sources  for  that  period.  In  addition,  the  term  "quali- 
fied person"  is  modified  to  include  a  Federal,  State,  or  local  govern- 
ment or  agency  or  instrumentality  thereof. 

The  bill  provides  that,  after  reducing  tax  attributes  in  the  order 
prescribed  for  insolvent  taxpayers,  amounts  excluded  from  income 
under  the  qualified  farm  indebtedness  provision  may  be  applied  to 
reduce  basis  in  assets  used  or  held  for  use  in  a  trade  or  business  or 
for  the  production  of  income  (i.e.,  in  "qualified  property").  Basis  re- 
duction occurs  first  with  respect  to  depreciable  property,  then  with 
respect  to  land  used  in  the  business  of  farming,  and  then  with  re- 
spect to  other  qualified  property. 

The  amount  excluded  under  this  provision  may  not  exceed  the 
taxpayer's  total  available  attributes  and  basis  in  qualified  property. 
Accordingly,  to  the  extent  there  is  unabsorbed  discharge  of  indebt- 
edness income  after  the  taxpayer  has  reduced  tax  attributes  and 
basis  in  qualified  property,  income  will  be  recognized. 

2.  Retention  of  capital  gains  treatment  for  sales  of  dairy  cattle 
under  milk  production  termination  program  (sec.  10204(b)  of 
the  bill  and  sec.  406  of  the  Reform  Act) 

Present  Law 

The  Act  generally  repealed  the  prior-law  deduction  for  60  per- 
cent of  long-term  capital  gains  of  noncorporate  taxpayers  and  the 
alternative  tax  for  long-term  capital  gains  of  corporations.  Howev- 
er, these  amendments  made  by  the  Act  do  not  apply  to  any  gain 
from  the  sale  of  dairy  cattle  under  a  valid  contract  with  the  United 
States  Department  of  Agriculture  under  the  milk  production  termi- 
nation program  to  the  extent  such  gain  is  properly  taken  into  ac- 
count under  the  taxpayer's  method  of  accounting  after  January  1, 
1987  and  before  September  1,  1987. 

Explanation  of  Provision 

The  bill  clarifies  that  the  amendments  made  by  the  Act  with  re- 
spect to  capital  gains  do  not  apply  to  gain  properly  taken  into  ac- 
count under  the  taxpayer's  method  of  accounting  on  or  after  Janu- 
ary 1,  1987,  and  before  October  1,  1987,  (rather  than  after  January 
1,  1987  and  before  September  1,  1987). 

The  transition  provision  applies  only  to  gains  that  would  be  cap- 
ital gains  under  the  generally  applicable  provisions  of  the  law.  See, 
e.g.,  IRS  Notice  87-26,  1987-10  IRB  16.  (February  26,  1987).  The 
transition  provision  does  not  recharacterize  any  payments  that 
would  not  otherwise  be  capital  gains. 
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3.  Recapture  of  mining  exploration  expenses  (sec.  10204(c)  of  the 
bill,  sec.  413  of  the  Reform  Act,  and  sec.  1254  of  the  Code)) 

Present  Law 

The  Act  provided  that  on  the  disposition  of  a  mining  property, 
the  amounts  deducted  for  mining  development  and  exploration  ex- 
penses are  recaptured  as  ordinary  income. 

Explanation  of  Provision 

The  bill  clarifies  that  the  expensed  mining  exploration  expenses 
that  are  included  in  income  upon  reaching  the  producing  stage  are 
not  recaptured. 


V.  Tax  Shelters;  Interest  Expense  (Sec.  10205  of  the  Bill) 

1.  Passive  loss  rules  (sec.  10205(a)  of  the  bill,  sec.  501  of  the 
Reform  Act,  and  sec.  469  of  the  Code) 

Present  Law 

Present  law,  as  amended  by  the  Reform  Act,  provides  that  deduc- 
tions from  passive  trade  or  business  activities,  to  the  extent  they 
exceed  income  from  all  such  passive  activities  (exclusive  of  portfo- 
lio income),  generally  may  not  be  deducted  against  other  income. 
Similarly,  credits  from  passive  activities  generally  are  limited  to 
the  tax  attributable  to  the  passive  activities.  Suspended  losses  and 
credits  are  carried  forward  and  treated  as  deductions  and  credits 
from  passive  activities  in  the  next  year.  Suspended  losses  (but  not 
credits)  are  allowed  in  full  when  the  taxpayer  disposes  of  his  entire 
interest  in  the  activity  to  an  unrelated  party  in  a  transaction  in 
which  all  realized  gain  or  loss  is  recognized. 

The  provision  applies  to  individuals,  estates,  trusts,  and  personal 
service  corporations.  A  special  rule  prohibits  the  use  of  passive  ac- 
tivity losses  and  credits  against  portfolio  income  in  the  case  of 
closely  held  corporations.  Losses  and  credits  attributable  to  a  limit- 
ed partnership  interest  generally  are  treated  as  arising  from  a  pas- 
sive activity  (except  as  provided  in  regulations).  Rental  activities 
are  defined  as  passive  activities.  Special  rules  provide  that  up  to 
$25,000  of  losses  and  (deduction  equivalent)  credits  from  rental  real 
estate  activities  (those  in  which  the  taxpayer  actively  participates, 
with  an  exception  for  certain  credits)  are  allowed  against  other 
income  for  the  year.  Losses  from  certain  working  interests  in  oil 
and  gas  property  are  not  limited  by  the  provision.  The  provision  is 
effective  for  taxable  years  beginning  after  1986.  For  certain  pre-en- 
actment  interests  in  passive  activities,  the  provision  is  phased  in, 
and  becomes  fully  effective  for  taxable  years  beginning  in  1991  and 
thereafter. 

Explanation  of  Provisions 

Definition  of  portfolio  income. — The  bill  clarifies  that  income  not 
treated  as  from  a  passive  activity  includes  gain  or  loss  that  is  not 
derived  in  the  ordinary  course  of  a  trade  or  business,  in  the  case  of 
a  disposition  of  property  held  for  investment  or  property  that  gen- 
erally produces  income  in  the  nature  of  interest,  dividends,  annu- 
ities or  royalties.  Gain  or  loss  upon  disposition  of  such  property, 
where  the  gain  or  loss  is  derived  in  the  ordinary  course  of  a  trade 
or  business,  is  not  automatically  treated  as  not  from  a  passive  ac- 
tivity under  this  rule;  rather,  the  general  rules  applicable  to  deter- 
mining whether  an  activity  is  passive  (e.g.,  whether  the  taxpayer 
materially  participates)  apply. 
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Dispositions. — The  bill  restates  the  rules  applicable  to  the  allow- 
ance of  suspended  losses  upon  a  disposition  of  an  interest  in  a  pas- 
sive activity. 

In  addition,  the  bill  provides  that,  pursuant  to  regulations,  to  the 
extent  necessary  to  prevent  avoidance  of  the  provision,  income  or 
gain  from  a  passive  activity  in  taxable  years  preceding  the  taxpay- 
er's disposition  of  the  activity  is  taken  into  account  in  determining 
the  amount  of  the  loss  allowed  against  non-passive  income  upon 
disposition.  Regulatory  authority  might  appropriately  be  exercised, 
for  example,  in  situations  where  passive  activities  produce  taxable 
passive  income  in  the  initial  years  of  an  investment  and  then  a  loss 
upon  disposition,  such  as  where  the  investment  is  structured  so 
that  income  is  recognized  in  years  prior  to  the  allowance  of  related 
deductions. 

The  bill  also  makes  several  clerical  amendments  to  the  provi- 
sions relating  to  dispositions. 

Special  rule  for  rental  real  estate  activities. — The  bill  clarifies  the 
application  of  the  active  participation  requirement  for  the  allow- 
ance of  up  to  $25,000  of  losses  (or  deduction  equivalent  credits, 
where  applicable)  from  certain  rental  real  estate  activities.  The  bill 
provides  that  the  active  participation  requirement  applies  both  in 
the  year  when  the  loss  arose,  and  in  the  year  when  the  loss  is  al- 
lowed under  the  $25,000  allowance.  (The  active  participation  re- 
quirement does  not  apply  to  low  income  housing  or  rehabilitation 
credits  otherwise  allowable  under  the  $25,000  allowance.) 

The  bill  also  modifies  the  rule  that  an  interest  in  an  activity  as  a 
limited  partner  is  not  treated  as  an  interest  with  respect  to  which 
the  taxpayer  actively  participates.  Under  the  bill,  this  rule  applies 
except  as  otherwise  provided  in  regulations. 

The  bill  also  clarifies  that  the  phase-in  of  the  passive  loss  rules 
for  pre-enactment  interests  does  not  apply  to  losses  specifically  al- 
lowed under  the  $25,000  rule. 

Coordination  with  rental  use  of  dwelling. — The  bill  provides  that 
income,  deductions,  gain  or  loss  from  rental  use  of  a  dwelling  that 
the  taxpayer  uses  as  a  residence  (or  from  certain  other  business 
uses  of  a  dwelling),  for  any  taxable  year  in  which  deductions  from 
such  use  are  limited  to  the  amount  of  income  from  such  use  under 
Code  sec.  280A(c)(5),  are  not  taken  into  account  in  determining  the 
taxpayer's  passive  activity  loss  for  the  year.  This  provision  elimi- 
nates the  partial  overlap  of  the  deduction  limitations  imposed  by 
sec.  280A(c)(5)  and  by  the  passive  loss  rules,  principally  in  the  cir- 
cumstance of  rental  use  of  residences,  and  thus  tends  to  simplify 
the  application  of  these  rules. 

Affiliated  groups. — The  bill  clarifies  that  for  purposes  of  the  pas- 
sive loss  rule,  all  members  of  an  affiliated  group  that  files  a  con- 
solidated tax  return  are  treated  as  one  corporation,  except  as  other- 
wise provided  in  regulations. 

Trusts  and  estates. — The  bill  provides  that  if  a  trust  or  estate  dis- 
tributes its  entire  interest  in  a  passive  activity  to  the  beneficiary  of 
the  trust  or  estate,  the  basis  of  the  property  immediately  before  the 
distribution  shall  be  increased  by  the  amount  of  the  passive  activi- 
ty losses  allocable  to  the  activity.  Gain  or  loss  to  the  trust  or  estate 
and  the  basis  of  the  property  in  the  hands  of  the  beneficiary  will 
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then  be  determined  under  the  usual  rules  applicable  under  the 
Code. 

Certain  installment  sales. — The  bill  treats  as  income  from  a  pas- 
sive activity,  gain  that  is  recognized  in  a  taxable  year  beginning 
after  1986  from  the  disposition  (in  a  taxable  year  beginning  before 
1987)  of  an  interest  in  an  activity  that  would  have  been  treated  as 
a  passive  activity  within  the  meaning  of  section  469.  Thus,  under 
the  bill,  income  from  passive  activities  includes  post-1986  gain  from 
the  pre-1987  installment  sale  of  an  activity  that  the  taxpayer  can 
show  would  be  treated  as  a  passive  activity  if  the  passive  loss  rule 
had  applied  in  the  year  of  disposition. 

The  bill  also  makes  clerical  amendments  to  the  definition  provi- 
sions of  the  passive  loss  rule. 

2.  At-risk  (sec.  503  of  the  Reform  Act  and  sec.  465  of  the  Code) 

Present  Law 

The  Act  made  real  estate  activities  subject  to  the  at-risk  rules, 
with  an  exception  for  certain  financing  from  qualified  lenders.  The 
legislative  history  to  that  Act  states  that  qualified  persons  include 
"banks,  savings  and  loan  associations,  credit  unions,  insurance 
companies,  qualified  pension  trusts,  and  other  persons  actively  and 
regularly  engaged  in  the  business  of  lending  money/ ' 

Explanation  of  Provision 

The  committee  wishes  to  clarify  that  a  mortgage  fund  in  which 
any  class  of  beneficial  interest  is  registered  with  the  Securities  and 
Exchange  Commission  shall  be  a  person  which  is  considered  for 
this  purpose  as  actively  and  regularly  engaged  in  the  business  of 
lending  money. 

3.  Investment  interest  limitation  (sec.  10205(c)  of  the  bill,  sec.  511 

of  the  Reform  Act,  and  sec.  163(d)  of  the  Code) 

Present  Law 

Under  present  law,  in  the  case  of  noncorporate  taxpayers,  the  de- 
duction for  investment  interest  expense  is  limited  to  the  amount  of 
net  investment  income  for  the  year.  Investment  interest  disallowed 
for  the  year  is  carried  forward  and  treated  as  investment  interest 
paid  or  accrued  in  the  succeeding  taxable  year,  and  is  allowable  to 
the  extent  the  taxpayer  has  net  investment  income  in  such  year. 

Investment  interest  is  defined  to  include  interest  paid  or  accrued 
on  indebtedness  incurred  or  continued  to  purchase  or  carry  proper- 
ty held  for  investment.  For  this  purpose,  property  held  for  invest- 
ment includes  an  interest  in  a  trade  or  business  activity  that  is 
treated  as  not  a  passive  activity,  but  in  which  the  taxpayer  does 
not  materially  participate,  within  the  meaning  of  the  passive  loss 
rule.  Investment  interest  also  includes  interest  expense  properly  al- 
locable to  portfolio  income  under  the  passive  loss  rule.  Investment 
income  is  defined  under  present  law  as  gross  income  from,  and 
gain  from  the  disposition  of,  property  held  for  investment,  to  the 
extent  such  amounts  are  not  derived  from  the  ordinary  conduct  of 
a  trade  or  business. 
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The  provisions  of  the  Reform  Act  affecting  the  investment  inter- 
est limitation  are  phased  in,  so  that  the  amended  provisions 
become  fully  effective  for  taxable  years  beginning  in  1991  and 
thereafter. 

Explanation  of  Provisions 

Investment  interest. — The  bill  conforms  the  language  of  the  defi- 
nition of  investment  interest  to  the  language  of  a  related  provision 
that  allocates  interest  expense  to  portfolio  income  under  the  pas- 
sive loss  rule.  Thus,  under  the  bill,  investment  interest  is  that 
which  is  properly  allocable  to  property  held  for  investment.  This 
change  results  in  consistency  in  the  language  of  the  provisions  allo- 
cating interest  expense  to  the  category  of  investment  interest,  and 
permits  consistent  application  of  a  standard  for  allocation  of  inter- 
est. This  change  is  not  intended  to  suggest  that  the  adoption  of  any 
particular  method  of  allocation  is  required,  but  rather  to  give 
Treasury  the  ability  to  devise  allocation  rules  as  simple  as  possible 
consistent  with  the  objectives  of  the  provision.  The  committee  be- 
lieves that  the  Treasury  should  consider  rules  relating  to  the  secur- 
ing of  property  to  mitigate  some  of  the  complexities  of  tracing 
where  simplicity  is  desirable,  so  that,  for  example,  any  interest  on 
a  loan  secured  by  personal  use  property  could  be  considered  per- 
sonal interest,  and  any  interest  on  a  loan  secured  by  investment 
assets  could  be  considered  investment  interest. 

Investment  income. — The  bill  conforms  the  definition  of  invest- 
ment income  to  the  definition  of  investment  interest,  by  deleting 
the  provision  that  amounts  are  treated  as  investment  income  only 
to  the  extent  such  amounts  are  not  derived  from  the  conduct  of  a 
trade  or  business. 

Transitional  rules. — The  bill  clarifies  the  operation  of  the  phase- 
in  rule.  The  bill  provides  that  the  amount  of  current  year's  invest- 
ment interest  disallowed  during  any  taxable  year  in  the  phase-in 
period  shall  not  exceed  the  sum  of  (1)  the  amount  that  would  be 
disallowed  if:  (a)  the  net  investment  income  were  increased  by  the 
ceiling  amount  (generally  $10,000),  (b)  the  reduction  of  net  invest- 
ment income  by  passive  losses  allowed  under  the  passive  loss 
phase-in  rule  did  not  apply,  and  (c)  an  interest  in  any  activity  that 
is  not  treated  as  passive  and  in  which  the  taxpayer  does  not  mate- 
rially participate  were  not  treated  as  held  for  investment;  and  (2) 
the  applicable  percentage  for  such  year  (e.g.,  35  percent  in  1987)  of 
the  amount  which  would  be  disallowed,  under  the  fully  phased-in 
investment  interest  limitation,  over  the  amount  determined  under 
(1)  above. 

The  bill  also  provides  that  any  amount  disallowed  as  a  deduction 
as  investment  interest  under  prior  law  which  would  have  been 
treated  as  investment  interest  paid  or  accrued  in  the  taxpayer's 
first  taxable  year  beginning  after  1986  (under  section  163(d)(2)  of 
prior  law)  shall,  to  the  extent  attributable  to  a  passive  loss  activity 
(e.g.  interest  incurred  to  purchase  property  subject  to  a  net  lease), 
be  treated  as  a  deduction  under  section  469  allocable  to  such  activi- 
ty and  not  as  a  deduction  for  investment  interest.  The  passive  loss 
phase-in  rules  shall  not  apply  to  such  amount. 
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4.  Personal  interest  limitation  (sec.  10205(c)  of  the  bill,  sec.  511  of 
the  Reform  Act,  and  sec.  163(h)  of  the  Code) 

Present  Law 

Under  present  law,  as  amended  by  the  Reform  Act,  personal  in- 
terest is  not  deductible.  Personal  interest  is  any  interest,  other 
than  interest  incurred  or  continued  in  connection  with  the  conduct 
of  a  trade  or  business  (other  than  the  trade  or  business  of  perform- 
ing services  as  an  employee),  investment  interest,  or  interest  taken 
into  account  in  computing  the  taxpayer's  income  or  loss  from  pas- 
sive activities  for  the  year. 

Present  law  provides  that  qualified  residence  interest  is  not  sub- 
ject to  the  limitation  on  personal  interest.  Qualified  residence  in- 
terest is  interest  on  debt  secured  by  a  security  interest  valid 
against  a  subsequent  purchaser  on  the  taxpayer's  principal  resi- 
dence or  a  second  residence  of  the  taxpayer.  Interest  on  such  debt 
is  deductible  to  the  extent  that  the  debt  does  not  exceed  the 
amount  of  the  taxpayer's  basis  for  the  residence  (including  the  cost 
of  home  improvements),  plus  the  amount  of  qualified  medical  and 
qualified  educational  expenses,  and  to  the  extent  the  amount  of  the 
debt  does  not  exceed  the  fair  market  value  of  the  residence.  A 
grandfather  rule  is  provided  in  the  case  of  debt  incurred  on  or 
before  August  16,  1986  and  secured  by  the  taxpayer's  principal  or 
second  residence.  Interest  on  such  debt  (reduced  by  any  principal 
payments  thereon)  is  generally  treated  as  qualified  residence  inter- 
est, provided  the  amount  of  the  debt  does  not  exceed  the  fair 
market  value  of  the  residence.  The  personal  interest  limitation  is 
phased  in  for  taxable  years  beginning  after  1986,  and  becomes  fully 
effective  for  taxable  years  beginning  in  1991  and  thereafter. 

Explanation  of  Provisions 

Personal  interest. — The  bill  conforms  the  language  of  the  defini- 
tion of  personal  interest  to  the  language  of  related  provisions  (the 
passive  loss  rule  and  the  investment  interest  limitation)  under 
which  interest  expense  may  be  allocated.  Thus,  the  bill  provides 
that  personal  interest  does  not  include  interest  that  is  properly  al- 
locable to  a  trade  or  business.  This  change  results  in  consistency  in 
the  language  of  several  significant  provisions  under  which  interest 
is  likely  to  be  allocated,  and  permits  consistent  application  of  a 
standard  for  allocation  of  interest. 

Refinancing  of  grandfathered  debt. — The  bill  provides  that  inter- 
est on  indebtedness  secured  by  a  qualified  residence  and  incurred 
after  August  16,  1986,  to  refinance  grandfathered  indebtedness  (for 
example,  to  obtain  a  lower  interest  rate)  will  be  treated  as  qualified 
residence  interest  if  certain  requirements  are  met. 

Indebtedness  secured  by  the  qualified  residence  and  incurred 
after  August  16,  1986  to  refinance  pre-August  17,  1986  grandfa- 
thered indebtedness  qualifies  under  this  rule  to  the  extent  that  the 
principal  amount  of  the  refinancing  does  not  exceed  the  principal 
amount  of  the  pre-August  17,  1986  grandfathered  indebtedness  im- 
mediately before  the  refinancing.  The  refinancing  exception  will 
cease  to  apply,  however,  after  the  expiration  of  the  period  of  the 
pre-August  17,  1986  indebtedness.  Thus,  if  the  pre-August  17,  1986 
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indebtedness  was  scheduled  to  be  repaid  at  the  end  of  1992,  interest 
on  any  refinancing  of  that  debt,  to  the  extent  not  otherwise  deduct- 
ible, will  not  be  deductible  for  any  period  after  1992.  Where  the 
pre-August  17,  1986  debt  was  not  amortized  over  its  term  (e.g.,  a 
"balloon"  note),  interest  on  any  otherwise  qualified  refinancing  of 
that  debt  will  be  deductible  for  the  term  of  the  first  refinancing  of 
the  pre-August  17,1986  indebtedness  (but  not  for  more  than  30 
years  after  that  refinancing).  A  refinancing  of  indebtedness  origi- 
nally incurred  after  August  16,  1986  to  refinance  pre-August  17, 
1986  grandfathered  indebtedness  (e.g.,  a  second  refinancing  of  such 
pre-August  17,  1986  debt)  can  also  qualify  under  this  rule  subject  to 
these  requirements. 

Thus,  under  the  provision,  the  current  balance  (taking  into  ac- 
count all  amortization  of  principal)  of  the  debt  secured  by  the  tax- 
payer's residence  and  incurred  on  or  before  August  16,  1986,  that 
was  grandfathered  under  the  Reform  Act,  can  be  refinanced. 

Use  of  residence. — The  bill  clarifies  the  definition  of  a  residence 
of  the  taxpayer  that  is  treated  as  a  qualified  residence,  interest  on 
debt  secured  by  which  may  be  treated  as  deductible  qualified  resi- 
dence interest.  Under  the  bill,  a  residence  may  be  treated  as  a 
qualified  residence  even  if  the  taxpayer  does  not  use  it  as  such  at 
least  14  days  a  year  or  10  percent  of  the  time  it  is  rented  (whichev- 
er is  greater),  provided  that  the  residence  is  not  rented  at  all 
during  the  year. 

Unenforceable  security  interest. — The  bill  provides  that  interest 
on  a  loan  secured  by  a  recorded  deed  of  trust,  mortgage,  or  other 
security  interest  in  a  taxpayer's  principal  or  second  residence,  in  a 
State  such  as  Texas  where  such  security  instrument  will  be  ren- 
dered ineffective  or  the  enforceability  of  such  instrument  will  be 
otherwise  restricted  by  State  and  local  homestead  or  other  debtor 
protection  law  such  as  the  Texas  homestead  law,  shall  be  treated 
as  qualified  residence  interest,  provided  that  such  interest  is  other- 
wise qualified  residence  interest. 

Transfer  incident  to  divorce. — The  bill  provides  that  in  certain 
circumstances  involving  a  transfer  of  a  qualified  residence  between 
spouses  incident  to  a  divorce  or  legal  separation,  the  basis  limita- 
tion on  debt,  interest  on  which  may  be  deductible,  may  be  in- 
creased by  the  amount  of  secured  indebtedness  incurred  by  a 
spouse  in  connection  with  the  acquisition  of  the  other  spouse's  in- 
terest in  the  residence.  The  amount  of  such  debt  may  not,  however, 
exceed  the  fair  market  value  of  the  interest  in  the  residence  that  is 
being  acquired. 

Estates  and  trusts. — The  bill  allows  interest  paid  or  accrued  by  a 
trust  or  estate  on  indebtedness  secured  by  a  qualified  residence  of  a 
beneficiary  of  a  trust  or  estate  to  be  treated  as  "qualified  residence 
interest".  The  bill  also  clarifies  that  interest  payable  on  the  estate 
tax  deferred  under  prior  law  section  6 166 A  is  not  personal  interest. 

In  addition,  the  bill  makes  several  clerical  amendments  to  the 
personal  interest  limitation  provisions. 


VI.  Corporate  Tax  Provisions  (Sec.  10206  of  the  Bill) 

A.  Corporate  Tax  Rate  (sec.  10206(a)  of  the  bill,  sec.  601  of  the 
Reform  Act,  and  sec.  15  of  the  Code) 

Present  Law 

The  Act  revised  corporate  tax  rates,  effective  for  taxable  years 
beginning  on  or  after  July  1,  1987.  Under  the  Act,  the  maximum 
corporate  tax  rate  under  section  11  of  the  Code  for  such  taxable 
years  is  34  percent  (rather  than  46  percent,  as  under  prior  law). 
Income  in  taxable  years  that  include  July  1,  1987  (other  than  as 
the  first  date  of  such  year)  is  subject  to  a  blended  rate  under  the 
rules  specified  in  section  15  of  the  Code. 

Certain  other  provisions  of  the  Code  require  a  determination  of 
the  maximum  corporate  tax  rate  under  section  11  for  a  particular 
taxable  year,  for  purposes  other  than  imposing  a  tax  by  reference 
to  such  rate.  Such  provisions  include  the  "high-taxed  income' '  pro- 
visions of  sections  904(d)(2)(F)  and  954(b)(4)  of  the  Code,  which  pro- 
vide special  treatment  for  certain  income  that  is  subject  to  foreign 
taxes  exceeding  the  highest  rate  of  tax  under  sections  1  or  11  of  the 
Code  (or  90  percent  of  such  rate,  in  the  case  of  section  954). 

Explanation  of  Provision 

The  bill  clarifies  that  any  reference  in  the  income  tax  provisons 
of  the  Code  to  the  highest  rate  of  tax  imposed  by  section  1  25  or 
section  11(b)  of  the  Code  (other  than  a  provision  imposing  a  tax  by 
reference  to  such  rate)  shall  be  treated  as  a  reference  to  the 
weighted  average  of  the  highest  rates  before  and  after  the  change 
determined  on  the  basis  of  the  respective  portions  of  the  taxable 
year  before  the  date  of  change  and  on  or  after  the  date  of  the 
change.  For  example,  in  the  case  of  a  calendar  year  corporate  tax- 
payer, the  highest  rate  under  section  11(b)  for  the  calendar  year 
1987  would  be  39.95%  (181/365  x  46%  and  184/365  x  34%).26 


25  The  reference  to  section  1  of  the  Code  has  no  application  to  the  non-corporate  rate  changes 
imposed  by  the  Act  because  the  Act  does  not  subject  the  changes  under  section  1  to  section  15  of 
Code.  However,  if  any  future  legislation  were  to  impose  a  rate  change  under  section  1  that  is 
subject  to  section  15,  the  provision  would  apply  to  such  change. 

26  181  is  the  number  of  days  in  calendar  year  1987  prior  to  July  1;  184  is  the  number  of  days 
in  the  calendar  year  1987  on  or  after  July  1. 
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B.  Dividends  Received  Deduction:  Certain  Dividends  Received 
From  a  Foreign  Sales  Corporation  (sec.  10206(b)  of  the  bill, 
sees.  611  and  612  of  the  Reform  Act,  and  sec.  245(c)  of  the 
Code) 

Present  Law 

The  Act  reduced  to  80  percent  the  prior  law  85  percent  deduction 
that  generally  applied  to  dividends  received  by  corporations.  The 
Act  did  not  affect  the  100  percent  dividends  received  deduction  that 
applies  in  certain  situations. 

Under  prior  law,  an  85  percent  dividends  received  deduction  was 
allowed  to  a  domestic  corporation  for  certain  dividends  attributable 
to  qualified  interest  and  carrying  charges  received  or  accrued  by 
the  payor  corporation  while  it  was  a  foreign  sales  corporation 
(FSC). 

Explanation  of  Provision 

The  bill  conforms  the  amount  of  the  dividends  received  deduction 
for  certain  dividends  attributable  to  qualified  interest  and  carrying 
charges  received  or  accrued  by  the  payor  corporation  while  it  was  a 
FSC  to  the  general  reduction,  under  the  Act,  of  the  85  percent  divi- 
dends received  deduction  to  80  percent.  Accordingly,  under  the  bill, 
the  amount  of  the  dividends  received  deduction  for  such  dividends 
is  reduced  to  80  percent. 

The  bill  makes  certain  other  conforming  and  clerical  amend- 
ments. 


C.  Extraordinary  Dividends  Received  by  Corporate  Shareholders 
(sec.  10206  of  the  bill,  sec.  614  of  the  Reform  Act,  and  sec.  1059 
of  the  Code) 

Present  Law 

Under  the  Act,  if  a  corporation  receives  an  extraordinary  divi- 
dend and  has  not  held  the  stock  subject  to  a  risk  of  loss  for  a  speci- 
fied holding  period  (described  below),  the  corporation  must  reduce 
its  basis  in  the  stock  with  respect  to  which  the  dividend  was  paid 
by  the  nontaxed  portion  of  the  dividend  (i.e.,  the  portion  of  the  divi- 
dend eligible  for  the  dividends  received  deduction).  An  extraordi- 
nary dividend  is  generally  defined  as  one  exceeding  certain 
'  'threshold"  amounts. 

The  Act  provided  a  holding  period  requirement,  under  which 
basis  reduction  is  required  if  the  stock  is  not  held  subject  to  a  risk 
of  loss  for  more  than  two  years  before  the  dividend  announcement 
date.  The  dividend  announcement  date  is  defined  in  the  Act  as  the 
date  on  which  the  corporation  declares,  announces,  or  agrees  to  the 
payment  of  the  dividend,  whichever  is  the  earliest.27 

The  Act  also  provided  that  certain  distributions  are  treated  as 
extraordinary  dividends  without  regard  to  the  recipient's  holding 
period  or  the  amount  of  the  dividend.  The  distributions  subject  to 
this  rule  are  any  non  pro-rata  redemption  and  any  redemption  in 
partial  liquidation  constituting  a  dividend. 

The  Act  provided  a  special  relief  provision  applicable  to  certain 
qualifying  preferred  dividends.  Under  this  provision,  certain  divi- 
dends that  would  otherwise  require  basis  reduction  because  the 
more  than  two-year  holding  period  is  not  met,  may  be  eligible  for  a 
reduced  amount  of  basis  reduction  or  no  basis  reduction  if  the 
stock  is  either  held  for  five  years  or  if  the  dividends  received  do  not 
exceed  the  dividends  "earned,"  based  on  the  stock's  stated  rate  of 
return.  This  relief  provision  applies  only  in  the  case  of  certain  pre- 
ferred dividends  on  stock  which  provides  for  fixed  dividends  pay- 
able at  least  annually,  with  respect  to  which  the  taxpayer's  actual 
rate  of  return  does  not  exceed  15  percent.  Furthermore,  relief  is 


27  Although  the  amount  of  any  fixed  dividend  on  preferred  stock  is  in  a  sense  "announced"  by 
the  terms  of  the  stock  at  the  time  the  stock  is  acquired,  all  such  fixed  dividends  on  the  stock, 
however  long  it  is  held,  are  not  thus  considered  to  be  "announced  or  agreed  to"  within  the  2- 
year  period.  However,  the  fixed  dividends  attributable  to  the  first  2  years  the  preferred  stock  is 
held  are  considered  "announced  or  agreed  to"  within  the  first  two  years,  even  though  a  pay- 
ment date  might  be  missed  or  there  might  otherwise  be  a  delay  in  paying  such  dividends  beyond 
the  first  2  years  to  which  they  are  attributable. 

Similarly,  if  preferred  stock  provides  for  a  cumulative  dividend  of  a  specified  percentage  of 
annual  profits,  the  dividends  attributable  to  the  first  2  years  profits  are  subject  to  the  extraordi- 
nary dividends  rule  and  basis  reduction  is  required  with  respect  to  such  dividends  if  the  thresh- 
old percentage  is  exceeded,  even  if  the  dividends  are  not  paid  until  the  third  year. 

The  basis  reduction  rules  also  apply  in  other  situations  that  avoid  the  threshold  amount  or 
holding  period  requirements  by  deferring  or  staggering  dividend  payments. 
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available  only  to  the  extent  the  taxpayer's  actual  rate  of  return 
does  not  exceed  the  stated  rate  of  return. 

The  Act  provided  an  exception  under  which  no  basis  reduction  is 
required  in  the  case  of  an  otherwise  extraordinary  dividend  re- 
ceived with  respect  to  stock  of  a  corporation  if:  (i)  the  taxpayer  has 
held  the  stock  during  the  entire  period  such  corporation  was  in  ex- 
istence, (ii)  the  only  earnings  and  profits  of  the  corporation  were 
earnings  and  profits  accumulated  during  such  period,  and  (iii)  the 
application  of  the  exception  is  not  inconsistent  with  the  purposes  of 
the  extraordinary  dividend  provision. 

The  Act  also  provided  an  exception  under  which  no  basis  reduc- 
tion is  required  in  the  case  of  any  qualifying  dividend  within  the 
meaning  of  section  243(b)(1)  of  the  Code.  This  provision  was  also  in- 
tended to  apply  only  where  earnings  and  profits  would  directly  or 
indirectly  be  solely  attributable  to  the  distributee  shareholders  in 
the  case  of  distributions  that  constitute  qualifying  dividends  within 
the  meaning  of  section  243(b)(1).  It  was  not  intended  that  the  ex- 
traordinary dividend  provision  duplicate  any  reductions  in  basis  re- 
quired under  the  consolidated  return  regulations  with  respect  to 
dividend  distributions  (or  deemed  dividend  distributions)  between 
members  of  an  affiliated  group  filing  consolidated  returns. 

Explanation  of  Provision 

The  bill  clarifies  that  the  dividend  announcement  date,  with  re- 
spect to  which  the  holding  period  requirement  is  tested,  is  the  date 
on  which  the  corporation  declares,  announces,  or  agrees  to  either 
the  amount  or  the  payment  of  the  dividend,  whichever  is  earliest. 
Thus,  if  the  amount  of  a  dividend  is  announced  or  agreed  to  within 
the  two-year  period,  the  fact  that  its  payment  may  not  have  been 
announced  or  agreed  to  is  irrelevant. 

The  bill  clarifies  that  the  nontaxed  portion  of  any  dividend  that 
is  a  non  pro-rata  distribution  or  a  partial  liquidation  distribution 
reduces  basis,  without  regard  to  whether  the  two-year  holding 
period  requirement  has  been  met. 

The  bill  also  clarifies  the  application  of  the  special  exception  for 
dividends  on  stock  that  has  been  held  during  the  entire  existence 
of  a  corporation.  This  relief  provision  was  intended  to  permit  distri- 
butions without  basis  reduction,  even  through  the  distributions 
exceed  the  threshold  percentage  and  are  declared,  announced  or 
agreed  to  within  the  two-year  holding  period,  only  in  those  cases  in 
which  the  earnings  and  profits  from  which  the  dividend  is  paid 
could  not  have  been  attributable,  directly  or  indirectly,  to  any 
person  other  than  the  original  shareholder  receiving  the  distribu- 
tion. For  this  purpose,  earnings  and  profits  are  not  considered  at- 
tributable solely  to  such  shareholder  if  any  more  than  a  de  mini- 
mis part  of  such  earnings  and  profits  is  derived,  directly  or  indi- 
rectly, from  any  other  entity  in  which  the  shareholder  was  not  an 
original  shareholder  with  an  interest  at  least  as  great  as  such 
shareholder's  original  and  continuing  interest  in  the  distributing 
corporation  at  the  time  of  the  distribution. 

Thus,  for  example,  the  relief  provision  does  not  apply  if  any 
more  than  a  de  minimis  part  of  the  earnings  and  profits  from 
which  the  dividend  is  paid  were  derived  directly  or  indirectly  from 
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another  corporation  (e.g.,  through  a  dividend  distribution  or  a 
transaction  described  in  sec.  381,  or  a  sale  of  assets  received  in  a 
section  332  liquidation  or  other  carryover  basis  transaction)  in 
which  the  original  shareholder  did  not  at  all  times  hold  at  least  as 
great  an  interest  as  such  shareholder's  interest  in  the  distributing 
corporation  at  the  time  of  the  distribution. 

However,  the  fact  that  the  distributing  corporation  directly  or  in- 
directly received  de  minimis  amounts  of  earnings  and  profits  from 
other  entities  (such  as  non-extraordinary  dividends  received  from 
temporary  portfolio  investments  of  funds),  would  not  generally  be 
expected  to  preclude  the  application  of  the  relief  provision. 

The  bill  clarifies  that  earnings  and  profits  would  be  indirectly  at- 
tributable to  a  person  other  than  the  shareholder  receiving  the  dis- 
tribution if  they  are  attributable  to  transfers  or  distributions  from 
any  corporation  that  is  not  a  "qualified  corporation".  A  qualified 
corporation  is  one  in  which  the  shareholder  receiving  the  dividend 
holds,  directly  or  indirectly,  at  least  as  great  an  interest,  through- 
out the  entire  existence  of  such  corporation,  as  such  shareholder 
has  held  throughout  the  period  the  corporation  paying  the  dividend 
in  question  was  in  existence.  In  addition,  a  qualified  corporation 
must  have  no  earnings  and  profits  which  were  earned  by  any 
person,  or  are  attributable  to  gain  on  property  which  accrued 
during  a  period  in  which  any  person  held  such  property,  if  the 
shareholder  did  not,  throughout  such  corporation's  or  other  per- 
son's existence,  hold  the  requisite  interest  in  such  corporation  or 
other  person. 

The  bill  similarly  clarifies  the  exception  for  dividends  that  qual- 
ify under  section  243(b)(1)  of  the  Code,  providing  that  such  divi- 
dends do  not  qualify  for  the  exception  to  the  extent  they  are  attrib- 
utable to  earnings  and  profits  earned  by  a  corporation  during  a 
period  it  was  not  a  member  of  the  affiliated  group,28  or  allocable  to 
gain  on  property  which  accrued  during  a  period  the  corporation 
holding  the  property  was  not  a  member  of  the  affiliated  group. 

The  committee  expects  that  the  application  of  the  provision  to 
distributions  between  members  of  an  affiliated  group  filing  consoli- 
dated returns  will  be  consistent  with  the  principles  of  the  excep- 
tions relating  to  qualifying  dividends  and  dividends  with  respect  to 
stock  which  the  distributee  has  held  throughout  the  distributor's 
entire  existence.  The  committee  understands  that,  in  most  in- 
stances, the  consolidated  return  regulations  achieve  results  that 
are  consistent  with  the  purposes  of  the  extraordinary  dividend 
rules.  For  example,  the  regulations  require  a  negative  basis  adjust- 
ment in  the  stock  of  a  subsidiary  to  the  extent  the  distribution  rep- 
resents preaffiliation  earnings  and  profits  of  the  subsidiary.  A  neg- 
ative adjustment  is  not  required  with  respect  to  all  dividend  distri- 
butions, however. 

The  committee  recognizes  that  the  failure  of  the  consolidated 
return  regulations  to  require  a  negative  adjustment  to  stock  for 
dividend  distributions  received  from  a  member  is,  in  some  situa- 


28  For  this  purpose,  amounts  received  from  a  subsidiary  of  the  distributing  corporation  that 
are  distributed  during  a  year  in  which  it  is  affiliated  with  the  distributee,  but  which  represent 
earnings  realized  by  the  subsidiary  (or  by  another  corporation,  such  as  a  lower-tier  subsidiary) 
during  a  year  in  which  the  subsidiary  (or  other  corporation)  was  not  affiliated  with  the  distribu- 
tee, will  not  be  considered  earned  by  the  distributing  corporation  during  an  affiliation  year. 
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tions,  consistent  with  the  principles  of  the  extraordinary  dividend 
provision.  It  is  not  intended  that  this  provision  will  require  a  basis 
reduction  in  such  situations.  For  example,  a  distribution  during  a 
consolidated  return  year  out  of  earnings  and  profits  accumulated 
during  a  prior  year,  throughout  which  the  distributing  corporation 
was  affiliated  with  the  distributee  but  did  not  join  the  distributee's 
consolidated  return,  would  not  result  in  a  reduction  in  the  basis  of 
the  distributee's  stock  in  the  distributing  corporation.  Likewise,  a 
distribution  out  of  current  year  earnings  to  a  member  of  the  affi- 
lated  group  with  which  the  distributing  corporation  files  a  consoli- 
dated return  does  not  cause  a  basis  reduction  under  the  consolidat- 
ed return  rules.  If  such  earnings  are  not  attributable  to  gain  on 
property  accrued  during  a  period  the  corporation  holding  the  prop- 
erty was  not  a  member  of  the  group,  the  result  in  most  instances 
would  not  be  inconsistent  with  the  purposes  of  this  provision. 

However,  to  the  extent  results  produced  under  the  consolidated 
return  regulations  are  inconsistent  with  the  purposes  and  princi- 
ples of  the  extraordinary  dividend  provision,  the  committee  intends 
that  a  basis  reduction  may  be  required  under  this  provision  not- 
withstanding the  fact  that  no  reduction  is  mandated  under  the  con- 
solidated return  regulations. 

The  bill  clarifies  that  only  fixed  dividends  (i.e.,  dividends  that  do 
not  vary  in  amount  from  period  to  period)  are  eligible  for  the  spe- 
cial relief  provision  for  qualified  preferred  dividends. 

The  bill  deletes  section  1059(d)(5)  of  the  Code  as  deadwood. 


D.  Special  Limitations  on  Net  Operating  Loss  and  Other 
Carryforwards 

1.  Value  of  loss  corporation:  Special  rule  in  the  case  of  redemp- 
tion (sec.  10206(d)(1)  of  the  bill,  sec.  621(a)  of  the  Reform  Act, 
and  sec.  382(e)  of  the  Code) 

Present  Law 

After  a  more  than  50  percent  change  in  ownership,  the  taxable 
income  of  a  loss  corporation  available  for  offset  by  pre-acquisition 
NOL  carryforwards  is  limited  by  a  prescribed  rate  times  the  value 
of  the  loss  corporation's  stock  immediately  before  the  ownership 
change.  Debt  thus  reduces  value  for  purposes  of  the  limitation. 
Under  a  special  rule,  if  a  redemption  occurs  in  connection  with  an 
ownership  change — either  before  or  after — the  value  of  the  loss  cor- 
poration's stock  is  determined  after  taking  the  redemption  into  ac- 
count. Also,  redemptions  are  taken  into  account  in  determining 
whether  a  loss  corporation  has  a  built-in  gain  or  loss.  Further,  the 
Secretary  is  authorized  to  prescribe  regulations  providing  for  the 
treatment  of  corporate  contractions  as  redemptions. 

Explanation  of  Provision 

In  lieu  of  regulatory  authority,  the  bill  extends  the  statutory 
rules  for  redemptions  to  other  corporate  contractions.  The  rule  for 
redemptions  was  intended  to  apply  to  transactions  that  effect  simi- 
lar economic  results,  without  regard  to  formal  differences  in  the 
structure  used  or  the  order  of  events  by  which  similar  conse- 
quences are  achieved.  Thus,  for  example,  the  fact  that  a  transac- 
tion might  not  constitute  a  '  "redemption"  for  other  tax  purposes 
does  not  determine  the  treatment  of  the  transaction  under  this  pro- 
vision. As  one  example,  a  "bootstrap"  acquisition,  in  which  aggre- 
gate corporate  value  is  directly  or  indirectly  reduced  or  burdened 
by  debt  to  provide  funds  to  the  old  shareholders,  is  subject  to  the 
provision.  This  includes  cases  in  which  debt  used  to  pay  the  old 
shareholders  remains  an  obligation  of  an  acquisition  corporation  or 
an  affiliate,  where  the  acquired  loss  corporation  is  directly  or  indi- 
rectly the  source  of  funds  for  repayment  of  the  obligation. 

The  bill  also  clarifies  that  if  the  old  loss  corporation  is  a  foreign 
corporation,  its  value  shall  be  determined  taking  into  account  only 
assets  and  liabilities  treated  as  connected  with  the  conduct  of  a 
trade  or  business  in  the  United  States.29 


29  This  provision  relating  to  foreign  corporations  applies  only  to  ownership  changes  occurring 
after  June  10,  1987  (the  date  of  introduction  of  the  bill). 
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2.  Definition  of  ownership  change:  Owner  shift  involving  five-per- 
cent shareholder  and  equity  structure  change  (sec.  10206(d)(2) 
of  the  bill,  sec.  621(a)  of  the  Reform  Act,  and  sec.  382(g)(4)(C) 
of  the  Code) 

Present  Law 

An  ownership  change  occurs  if  the  percentage  of  stock  in  a  loss 
corporation  owned  by  one  or  more  five-percent  shareholders  in- 
creases by  more  than  50  percentage  points  relative  to  the  lowest 
percentage  of  such  stock  owned  by  those  shareholders  during  a 
testing  period.  The  determination  whether  an  ownership  change 
has  occurred  is  made  after  any  owner  shift  involving  a  five-percent 
shareholder  or  any  equity  structure  shift. 

An  owner  shift  involving  a  five-percent  shareholder  is  defined  as 
any  change  in  the  respective  ownership  of  stock  in  a  corporation 
that  affects  the  percentage  of  stock  held  by  any  person  who  holds 
five  percent  or  more  of  stock  in  the  corporation  before  or  after  the 
change.  An  equity  structure  shift  is  defined  as  any  tax-free  reorga- 
nization within  the  meaning  of  section  368,  other  than  a  divisive 
"D"  or  "G"  reorganization  or  an  "F"  reorganization.  For  purposes 
of  these  definitions,  all  less-than-five-percent  shareholders  are  ag- 
gregated and  treated  as  a  single  five-percent  shareholder. 

In  determining  whether  an  equity  structure  shift  has  occurred, 
the  rule  that  aggregates  less-than-five-percent  shareholders  is  ap- 
plied separately  with  respect  to  each  group  of  shareholders  of  each 
corporation  that  is  a  party  to  the  reorganization  ("segregation 
rule").  Except  as  provided  in  regulations,  the  segregation  rule  ap- 
plies in  determining  whether  there  has  been  an  owner  shift  involv- 
ing a  five-percent  shareholder;  the  regulatory  authority  in  section 
382(m)  augments  this  rule  for  cases  that  involve  only  a  single  cor- 
poration. To  the  extent  provided  in  regulations,  transactions  in 
which  it  is  feasible  to  identify  changes  in  ownership  involving  less- 
than-five-percent  shareholders  will  be  treated  under  the  rules  for 
equity  structure  shifts. 

Explanation  of  Provision 

The  bill  amends  section  382(g)(4)(C)  to  clarify  that  rules  similar 
to  the  segregation  rule  apply  to  acquisitions  by  groups  of  less-than- 
five-percent  shareholders  through  corporations  as  well  as  other  en- 
tities (e.g.,  partnerships),  and  in  transactions  that  do  not  constitute 
equity  structure  shifts. 

The  regulatory  authority  in  section  382(g)(3)(B) — to  treat  transac- 
tions under  the  rules  for  equity  structure  shifts — does  not  limit  the 
scope  of  section  382(g)(4)(C).  Section  382(g)(4)(C),  by  its  terms,  gener- 
ally causes  the  segregation  of  the  less-than-five-percent  sharehold- 
ers of  separate  entities  where  an  entity  other  than  a  single  corpo- 
ration is  involved  in  a  transaction.  Section  382(g)(3)(B)  merely  pro- 
vides additional  authority,  as  does  section  382(m),  for  cases  in 
which  only  one  corporation  is  involved. 
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3.  Special  rules  for  built-in  gains  and  losses  and  section  338  gains 
(sec.  10206(d)(3)  of  the  bill,  sec.  621(a)  of  the  Reform  Act,  and 
sec.  382(h)  of  the  Code) 

Present  Law 

If  a  loss  corporation  has  a  net  unrealized  built-in  gain,  the  sec- 
tion 382  limitation  for  any  taxable  year  ending  within  a  five-year 
recognition  period  is  increased  by  the  recognized  built-in  gain  for 
the  taxable  year.  A  net  unrealized  built-in  gain  is  the  amount  by 
which  the  fair  market  value  of  a  corporation's  assets  exceeds  the 
aggregate  adjusted  basis  of  those  assets  immediately  before  an  own- 
ership change.  The  definition  of  a  net  unrealized  built-in  gain  is  in- 
applicable unless  the  amount  of  net  unrealized  built-in  gain  ex- 
ceeds 25  percent  of  the  value  of  the  corporation's  assets.  Also,  the 
definition  is  applied  without  taking  account  of  any  cash,  cash 
items,  or  marketable  security  with  a  value  that  does  not  substan- 
tially differ  from  adjusted  basis. 

The  section  382  limitation  is  increased  by  the  excess  of  (1)  gain 
recognized  by  reason  of  an  election  under  section  338,  over  (2)  the 
portion  of  such  gain  taken  into  account  in  computing  recognized 
built-in  gains  for  a  taxable  year.  A  recognized  built-in  gain  is  any 
gain  recognized  during  the  recognition  period  on  the  disposition  of 
any  asset,  if  the  corporation  establishes  that  the  asset  was  held  im- 
mediately before  the  ownership  change,  and  to  the  extent  the  gain 
does  not  exceed  the  excess  of  the  asset's  fair  market  value  over  the 
adjusted  basis  on  such  date. 

If  an  ownership  change  occurs  during  a  taxable  year,  the  section 
382  limitation  does  not  apply  to  the  utilization  of  losses  against  the 
portion  of  the  corporation's  taxable  income  allocable  to  the  period 
before  the  change.  For  this  purpose,  except  as  provided  in  regula- 
tions, taxable  income  realized  during  the  taxable  year  is  allocated 
ratably  to  each  day  in  such  year.  Under  the  allocation  rule,  taxable 
income  is  computed  without  regard  to  recognized  built-in  gains  and 
losses. 

If  a  corporation  has  a  net  unrealized  built-in  loss,  built-in  losses 
recognized  within  a  5-year  recognition  period  are  subject  to  the  sec- 
tion 382  limitation.  The  Act  provides  that  the  disallowed  loss  is  car- 
ried forward  to  subsequent  taxable  years  under  rules  similar  to  the 
rules  for  the  carrying  forward  of  a  net  operating  loss,  and  is  subject 
to  limitation  in  those  years  in  the  same  manner  as  a  pre-change 
loss. 

Explanation  of  Provision 

The  bill  clarifies  that  if  a  section  338  election  is  made,  the  sec- 
tion 382  limitation  for  the  taxable  year  is  generally  increased  by 
the  lesser  of  (i)  the  amount  of  net  unrealized  built-in  gain  (deter- 
mined as  of  the  date  of  the  section  382  ownership  change),  comput- 
ed without  regard  to  the  25-percent  threshold  requirement,  or  (ii) 
the  gain  recognized  by  reason  of  section  338.  For  purposes  of  (i),  net 
unrealized  built-in  gain  is  reduced  by  any  prior  recognized  built-in 
gain  (that  is,  built-in  gain  recognized  after  the  section  382  owner- 
ship change  date  and  before  the  section  338  acquisition  date). 
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Also,  regarding  the  allocation  rule  for  the  taxable  year  in  which 
an  ownership  change  occurs,  taxable  income  is  computed  without 
regard  to  recognized  built-in  gains  to  the  extent  such  gains  in- 
creased the  section  382  limitation  for  the  year,  and  without  regard 
to  recognized  built-in  losses  to  the  extent  such  losses  are  treated  as 
pre-change  losses.  That  is,  such  gains  or  losses  are  disregarded  for 
this  purpose  only  to  the  extent  they  did  not  exceed  the  limitations 
on  the  total  amount  of  recognized  built-in  gain  or  loss,  as  the  case 
may  be,  for  the  year  of  recognition. 

Finally,  the  bill  clarifies  that  a  recognized  built-in  loss  that  is 
disallowed  retains  its  character  as  a  capital  loss  or  ordinary  loss 
and  is  carried  forward  under  the  rules  applicable  to  a  loss  of  that 
character. 

4.  Testing  period:  Shorter  period  where  all  losses  arise  after  three- 

year  period  begins  (sec.  10206(d)(4)  of  the  bill,  sec.  621  of  the 
Reform  Act,  and  sec.  382(i)(3)  of  the  Code) 

Present  Law 

The  testing  period  for  determining  whether  an  ownership  change 
has  occurred  generally  is  the  three-year  period  preceding  any 
owner  shift  involving  a  five-percent  shareholder  or  any  equity 
structure  shift.  After  an  ownership  change,  the  testing  period  does 
not  begin  before  the  day  following  the  first  ownership  change.  If 
the  corporation  does  not  have  a  net  unrealized  built-in  loss,  the 
testing  period  does  not  begin  before  the  first  day  of  the  first  tax- 
able year  from  which  there  is  a  loss  carryforward. 

Explanation  of  Provision 

The  bill  clarifies  that  the  testing  period  does  not  begin  before  the 
earlier  of  (1)  the  first  day  of  the  first  taxable  year  from  which  there 
is  a  loss  carryforward,  or  (2)  the  first  day  of  the  taxable  year  in 
which  the  transaction  being  tested  occurs.  Thus,  where  there  is  a 
current  net  operating  loss  for  the  taxable  year  in  which  an  owner- 
ship change  occurs,  the  testing  period  is  determined  by  taking  such 
taxable  year  into  account. 

5.  Definitions  of  loss  corporation,  old  loss  corporation,  and  new 

loss  corporation  (sees.  10206(d)(5),  (10),  and  (22)  of  the  bill, 
sec.  621(a)  of  the  Reform  Act,  and  sees.  382(k)  and  382(1)(8)  of 
the  Code) 

Present  Law 

The  special  limitations  apply  to  the  taxable  income  of  any  "new 
loss  corporation."  The  term  "loss  corporation"  is  defined  to  include 
a  corporation  entitled  to  use  a  net  operating  loss  carryover.  A  "new 
loss  corporation"  is  a  corporation  that  is  a  loss  corporation  after  an 
ownership  change.  The  same  corporation  may  be  both  the  old  loss 
corporation  and  the  new  loss  corporation. 

An  "old  loss  corporation"  is  a  corporation  with  respect  to  which 
there  is  an  ownership  change,  which  was  a  loss  corporation  before 
the  ownership  change,  or  with  respect  to  which  there  is  a  pre- 
change  loss.  A  pre-change  loss  is  any  net  operating  loss  carryfor- 
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ward  of  an  old  loss  corporation  to  the  taxable  year  ending  with  or 
in  which  the  ownership  change  occurs,  and  the  net  operating  loss 
of  an  old  loss  corporation  for  the  taxable  year  in  which  the  owner- 
ship change  occurs  (to  the  extent  allocable  to  the  period  on  or 
before  the  change  date). 

In  determining  whether  an  ownership  change  has  occurred,  the 
percentage  of  stock  in  the  new  loss  corporation  is  compared  to  the 
lowest  percentage  of  stock  in  the  old  loss  corporation  (or  any  prede- 
cessor) owned  by  a  shareholder  during  the  testing  period. 

Explanation  of  Provision 

The  bill  clarifies  that  the  definition  of  a  loss  corporation  includes 
a  corporation  entitled  to  use  a  pre-change  loss  (that  is.  a  net  oper- 
ating loss  for  the  taxable  year  in  which  an  ownership  change 
occurs,  as  well  as  a  net  operating  loss  carryover  to  such  year). 
Thus,  for  example,  the  definition  of  a  new  loss  corporation  includes 
a  corporation  that  is  entitled  to  use  a  net  operating  loss  that  was 
incurred  in  the  taxable  year  in  which  an  ownership  change  oc- 
curred. 

Except  as  provided  in  regulations,  any  entity  and  any  predeces- 
sor or  successor  of  such  entity  is  treated  as  one  entity.  As  an  exam- 
ple, if  a  corporation  purchases  100  percent  of  the  stock  of  an  unre- 
lated loss  corporation,  the  loss  corporation  would  become  a  new 
loss  corporation.  If  the  new  loss  corporation  liquidates  in  a  tax-free 
transaction  pursuant  to  sections  332  (so  the  new  loss  corporation's 
net  operating  loss  carryforwards  carry  over  to  the  acquiring  corpo- 
ration), the  acquiring  corporation — as  successor— will  continue  to 
be  treated  as  a  new  loss  corporation. 

The  bill  also  modifies  the  definition  of  ownership  change  by 
eliminating  the  references  to  "old"  and  "new"  loss  corporations. 
This  change  merely  eliminates  circularity  in  the  definition  of  own- 
ership change,  and  is  not  intended  to  have  any  substantive  effect. 

6.  Operating  rules  relating  to  ownership  of  stock  (sec.  10206(d)(6) 
of  the  bill.  sec.  621(a)  of  the  Reform  Act,  and  sec.  382(1 )( 3)  of 
the  Code) 

Present  Laic 

In  determining  whether  an  ownership  change  has  occurred, 
changes  in  the  holding  of  certain  preferred  stock  are  disregarded, 
and  the  constructive  ownership  rules  of  section  318  are  applied 
with  several  modifications. 

One  modification  to  the  rules  of  section  318  relates  to  options 
and  similar  interests.  Except  as  provided  in  regulations,  the  holder 
of  an  option  is  treated  as  owning  the  underlying  stock  if  such  pre- 
sumption would  result  in  an  ownership  change.  Thus,  the  stock  un- 
derlying an  option  or  similar  interest  may  be  taken  into  account  on 
and  after  the  date  on  which  the  interest  is  acquired  or  later  trans- 
ferred. The  subsequent  exercise  of  an  option  is  disregarded  if  the 
holder  of  the  option  has  been  treated  as  owning  the  underlying 
stock.  On  the  other  hand,  if  the  holder  of  an  option  was  not  treated 
as  owning  the  underlying  stock,  the  subsequent  exercise  will  be 
taken  into  account  in  determining  whether  there  is  an  owner  shift 
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at  time  of  exercise.  Similarly,  except  as  provided  in  regulations,  a 
person  is  treated  as  owning  stock  that  may  be  acquired  pursuant  to 
any  contingent  purchase,  warrant,  convertible  debt,  put,  stock  sub- 
ject to  a  risk  of  forfeiture,  contract  to  acquire  stock,  or  similar  in- 
terest, if  such  a  presumption  results  in  an  ownership  change.30 

The  Act  does  not  provide  rules  for  attributing  stock  that  is 
owned  by  a  government.  For  example,  stock  that  is  owned  by  a  for- 
eign government  is  not  treated  as  owned  by  any  other  person. 
Thus,  if  a  government  of  a  country  owned  100  percent  of  the  stock 
of  a  corporation  and,  within  the  testing  period,  sold  all  of  such 
stock  to  members  of  the  public  who  were  citizens  of  the  country,  an 
ownership  change  would  result.  Governmental  units,  agencies,  and 
instrumentalities  that  derive  their  powers,  rights,  and  duties  from 
the  same  sovereign  authority  will  be  treated  as  a  single  sharehold- 
er. 

Explanation  of  Provision 

The  bill  clarifies  that  the  constructive  ownership  rules  of  section 
318  are  applied  only  to  "stock"  that  is  taken  into  account  for  pur- 
poses of  section  382.  For  example,  assume  a  corporation  owns  both 
common  stock  and  stock  of  a  type  that  is  not  counted  in  determin- 
ing whether  there  has  been  an  ownership  change  (referred  to  as 
"pure  preferred")  in  a  holding  company.  The  pure  preferred  repre- 
sents 55  percent  of  the  holding  company's  value.  The  holding  com- 
pany's only  asset  consists  of  100  percent  of  the  common  stock  in  an 
operating  subsidiary  that  is  a  loss  corporation.  The  sale  of  the  pure 
preferred  would  not  constitute  an  ownership  change  because  no 
stock  in  the  loss  corporation  may  be  attributed  through  pure  pre- 
ferred. On  the  other  hand,  assume  100  percent  of  the  stock  in  a  loss 
corporation  is  transferred  in  a  section  351  exchange,  in  which  the 
loss  corporation's  sole  shareholder  receives  pure  preferred  repre- 
senting 51  percent  of  the  transferee's  value,  and  an  unrelated 
party  receives  100  percent  of  the  transferee's  common  stock.  Here, 
an  ownership  change  would  result  with  respect  to  the  loss  corpora- 
tion. Similar  rules  apply  where  a  loss  corporation  is  owned  directly 
or  indirectly  by  a  partnership  (or  other  intermediary)  that  has  ut- 
standing  ownership  interests  substantially  similar  to  a  pure  pre- 
ferred stock  interest. 

The  bill  also  clarifies  that  the  rule  with  respect  to  options  ex- 
tends beyond  options  that  have  been  subject  to  section  318(a)(4). 


30  Thus,  the  type  of  rights  to  acquire  stock  that  are  subject  to  the  option  rule  may  extend 
beyond  those  rights  that  have  been  treated  as  options  under  section  318(a)(4)  as  applied  for  other 
purposes.  For  example,  a  right  to  acquire  unissued  stock  in  a  corporation  would  (except  as  pro- 
vided by  regulations)  be  treated  as  exercised  if  an  ownership  change  would  result,  without 
regard  to  how  such  right  may  have  been  treated  under  section  318(a)(4).  The  Treasury  Depart- 
ment will  exercise  its  regulatory  authority  to  prevent  the  use  of  the  option  rule  in  appropriate 
cases — as  one  example,  where  options  or  similar  interests  are  issued  shortly  after  a  corporation 
has  incurred  a  de  minimis  amount  of  loss. 
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7.  Bankruptcy  proceedings  (sees.  10206(d)(7),  (8),  and  (18)  of  the 
bill,  sec.  621(a)  of  the  Reform  Act,  and  sec.  382(1X5)  of  the 
Code) 

Present  Law 

The  special  limitations  do  not  apply  to  an  ownership  change  if 
the  old  loss  corporation  was  under  the  jurisdiction  of  the  court  in  a 
title  11  or  similar  case  immediately  before  the  ownership  change, 
and  the  shareholders  and  creditors  of  the  old  loss  corporation  own 
50  percent  or  more  of  the  value  and  voting  power  of  the  new  loss 
corporation.  However,  the  net  operating  losses  of  the  corporation 
are  reduced  by  any  interest  deductions  on  debt  converted  to  stock 
for  interest  that  was  paid  or  accrued  during  the  prior  three  years. 
Also,  net  operating  losses  are  computed  as  if  50  percent  of  the 
amount  that,  but  for  section  108(e)(10)(B),  would  have  been  included 
in  gross  income,  had  been  so  included. 

A  new  loss  corporation  may  elect  to  forgo  the  special  bankruptcy 
rule  described  above,  in  which  case,  the  general  rules  will  apply 
except  the  value  used  for  purposes  of  computing  the  section  382 
limitation  will  be  the  value  of  the  new  loss  corporation  immediate- 
ly after  the  ownership  change. 

A  modified  version  of  the  bankruptcy  exception  applies  to  a 
thrift  involved  in  an  equity  structure  shift  that  is  a  reorganization 
described  in  section  368(a)(3)(D)(h),  or  any  other  equity  structure 
shift  or  transaction  to  which  section  351  applies  that  occurs  as  an 
integral  part  of  a  transaction  involving  a  reorganization  described 
in  section  368(a)(3)(D)(ii).  The  bankruptcy  exception  is  applied  to 
qualified  thrift  reorganizations  by  requiring  shareholders,  credi- 
tors, and  depositors  to  retain  a  20-percent  (rather  than  50-percent) 
interest.  For  this  purpose,  the  fair  market  value  of  the  outstanding 
stock  in  the  new  loss  corporation  includes  deposits  that  become  de- 
posits of  the  new  loss  corporation. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  the  50-percent  test,  stock  of 
a  shareholder  is  taken  into  account  only  to  the  extent  such  stock 
was  received  in  exchange  for  stock  or  a  qualified  creditor's  interest 
that  was  held  immediately  before  the  ownership  change.  Thus,  for 
example,  stock  received  by  a  former  stockholder  for  new  consider- 
ation, such  as  the  provision  of  funds  to  the  corporation,  a  guaran- 
tee of  corporate  obligations,  or  any  other  consideration,  is  not 
taken  into  account.  Similarly,  stock  purchased  from  other  stock- 
holders in  the  transaction  is  not  counted.  The  bill  also  clarifies  that 
stock  received  by  a  qualified  creditor  is  taken  into  account  only  to 
the  extent  such  stock  was  received  in  satisfaction  of  qualified  in- 
debtedness. 

The  bill  clarifies  the  attribute  reduction  that  occurs  with  respect 
to  amounts  that  would  be  cancellation  of  indebtedness  income.  The 
amount  of  the  reduction  is  50  percent  of  the  amount  that  (but  for 
section  108(e)(10)(B))  would  have  been  applied  to  reduce  tax  at- 
tributes under  section  108(b),  that  is,  the  excess  of  the  amount  of 
cancelled  debt  over  the  fair  market  value  of  stock  issued  in  satis- 
faction of  the  debt.  The  bill  also  clarifies  that  the  amount  of  the 
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debt  outstanding  for  this  purpose  does  not  include  previously  ac- 
crued but  unpaid  interest  that  has  already  been  deducted  from  net 
operating  loss  carryforwards  under  the  rule  requiring  reduction  for 
interest  deducted  during  the  three-year  period  prior  to  the  owner- 
ship change. 

The  bill  also  clarifies  that  if  an  election  to  forgo  the  bankruptcy 
rule  is  made,  the  value  of  the  new  loss  corporation  will  reflect  any 
increase  in  value  resulting  from  the  surrender  or  cancellation  of 
creditors'  claims  in  the  transaction. 

Regarding  qualified  thrift  reorganizations,  the  bill  clarifies  that 
the  fair  market  value  of  the  outstanding  stock  of  the  new  loss  cor- 
poration includes  the  amount  of  deposits  in  such  corporation  imme- 
diately after  the  change.  Also,  it  is  clarified  that  the  voting  power 
requirement  will  not  cause  a  failure  of  the  20-percent  test  solely  be- 
cause deposits  do  not  carry  adequate  voting  power. 

8.  Limitation  on  amount  of  recognized  built-in  loss  treated  as  pre- 

change  loss  (sec.  10206(d)(21)  of  the  bill,  sec.  621(a)  of  the 
Reform  Act,  and  sec.  382(h)  of  the  Code) 

Present  Law 

If  a  loss  corporation  has  a  net  unrealized  built-in  loss,  any  built- 
in  loss  recognized  during  any  taxable  year  during  the  five-year 
period  following  the  ownership  change  is  limited  in  the  same 
manner  as  a  pre-change  net  operating  loss  carryforward.  This  limi- 
tation does  not  apply  to  the  extent  the  loss  does  not  exceed  the  net 
unrealized  built-in  loss  of  the  corporation  reduced  by  built-in  losses 
recognized  in  prior  post-change  years.  Net  unrealized  built-in  loss 
is  defined  as  the  excess  of  the  adjusted  basis  of  the  corporation's 
assets  on  the  change  date  over  their  fair  market  value.  The  Secre- 
tary of  the  Treasury  is  authorized  to  treat  amounts  that  accrue  on 
or  before  the  change  date,  but  that  are  allowable  as  a  deduction 
after  such  date,  as  recognized  built-in  losses. 

Explanation  of  Provision 

The  bill  clarifies  that  net  unrealized  built-in  loss  includes 
amounts  treated  as  built-in  losses  pursuant  to  the  Secretary's  au- 
thority to  treat  amounts  accruing  before  the  change-date  but  recog- 
nized after  such  date  as  recognized  built-in  losses. 

9.  Effective  dates  (sec.  10206(d)(ll)  of  the  bill  and  sec.  621(f)  of 

the  Reform  Act) 

Present  Law 

The  provisions  of  the  Act  generally  apply  to  ownership  changes 
that  occur  on  or  after  January  1,  1987.  The  Act  states  that  its  pro- 
visions apply  to  an  ownership  change  following  an  owner  shift  in- 
volving a  five-percent  shareholder  occurring  after  December  31, 
1986,  or  following  an  equity  structure  shift  occurring  pursuant  to  a 
plan  of  reorganization  adopted  after  December  31,  1986. 

The  earliest  testing  period  under  the  Act  begins  on  May  6,  1986. 
If  an  ownership  change  occurs  after  May  5,  1986,  and  before  Janu- 
ary 1,  1987,  and  the  provisions  of  the  Act  do  not  apply,  then  the 
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earliest  testing  period  will  not  begin  before  the  day  following  the 
date  of  such  ownership  change. 

Under  the  general  rules  of  section  382,  if  a  public  offering  is  per- 
formed by  an  underwriter  on  a  "firm  commitment"  basis,  the  un- 
derwriter is  treated  as  owning  the  stock  for  purposes  of  determin- 
ing whether  an  owner  shift  involving  a  5-percent  shareholder  has 
occurred. 

The  Act  contains  certain  targeted  transition  provisions. 
Explanation  of  Provisions 

The  bill  clarifies  that  the  provisions  of  the  Act  apply  to  owner- 
ship changes  occurring  after  December  31,  1986.  For  purposes  of 
this  transition  rule,  and  for  purposes  of  determining  when  a  new 
testing  period  starts  under  section  382(i),  any  equity  structure  shift 
pursuant  to  a  plan  of  reorganization  adopted  before  January  1, 
1987  is  treated  as  occurring  when  such  plan  was  adopted.31 

By  treating  equity  structure  shifts  pursuant  to  plans  of  reorgani- 
zation that  were  adopted  before  January  1,  1987  as  occurring  when 
the  plan  was  adopted,  the  bill  clarifies  that  no  equity  structure 
shift  pursuant  to  a  plan  adopted  after  1986,  and  no  other  owner 
shift  involving  a  5-percent  shareholder  occurring  after  1986,  is  pro- 
tected under  the  transition  provisions,  even  though  such  shifts  may 
occur  before  the  completion  of  a  pre-1987  plan  of  reorganization; 
i.e.,  such  shifts  are  not  grandfathered  by  virtue  of  the  pre-1987 
plan.  If  however,  an  ownership  change  occurs  within  the  testing 
period  prior  to  the  end  of  1986  when  any  equity  structure  shift  pur- 
suant to  a  pre-1987  plan  is  considered  together  with  other  pre-1987 
owner  shifts,  that  ownership  change  is  grandfathered  and  a  new 
testing  period  starts.  Any  equity  structure  shift  pursuant  to  a  plan 
adopted  after  1986,  and  any  post-1986  owner  shift  involving  a  5-per- 
cent shareholder,  that  occurs  before  the  completion  of  the  pre-1987 
plan  of  reorganization  will  count  for  purposes  of  determining  when 
or  whether  a  later  ownership  change  occurs,  under  section  382(i). 

If,  applying  the  foregoing  provisions  and  the  rule  in  section 
382Q)(3)  (described  below),  an  ownership  change  occurs  immediately 
following  an  equity  structure  shift  pursuant  to  a  post-1986  plan  of 
reorganization,  or  immediately  following  any  other  post-1986  owner 
shift  involving  a  5-percent  shareholder  the  ownership  change  is 
subject  to  the  provisions  of  section  382  as  amended  by  the  Act. 

The  bill  clarifies  that  the  May  6,  1986  testing  date  applies  for 
purposes  of  determining  whether  an  ownership  change  occurred 
after  May  5,  1986  and  before  January  1,  1987.  For  purposes  of  de- 
termining whether  shifts  in  ownership  occurred  between  May  5, 
1986,  and  January  1,  1987,  the  rule  in  section  382(1)(3)  for  options 
and  similar  interests  applies.  Thus,  in  the  case  of  such  an  interest 
issued  on  or  after  May  6,  1986,  and  before  January  1,  1987,  the  un- 
derlying stock  could  be  treated  as  acquired  at  the  time  the  interest 
was  issued.  For  this  transition  period,  however,  in  addition  to  the 
Treasury  Department's  general  regulatory  authority  under  the 
rule  in  section  382(1)(3),  the  Treasury  Department  may  provide  for 


31  The  bill  thus  clarifies  that  the  transition  rule  for  equity  structure  shifts  pursuant  to  pre- 
1987  plans  of  reorganization  is  applicable  even  though  such  equity  structure  shift  may  also  be 
an  owner  shift  involving  a  5-percent  shareholder. 
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different  treatment  in  the  case  of  an  acquisition  of  an  option  or 
similar  interest  that  is  not  in  fact  exercised,  as  appropriate  where 
the  effect  of  treating  the  underlying  stock  as  if  it  were  acquired 
would  be  to  cause  an  ownership  change  that  would  start  a  new 
testing  period  (and  thus  result  in  relief  under  the  transitional 
rules).  No  inference  is  intended  as  to  how  pre-May  6,  1986  options 
or  similar  interests  would  be  treated. 

The  1954  Code  version  of  section  382  has  continuing  application 
to  any  increase  in  percentage  points  to  which  the  provisions  of  the 
Act  do  not  apply  by  reason  of  any  transitional  rule — including  the 
rules  prescribing  measurement  of  the  testing  period  by  reference 
only  to  transactions  after  May  5,  1986,  and  the  rules  that  disregard 
ownership  changes  following  or  resulting  from  certain  transactions. 

Unless  the  corporation  elects  otherwise,  an  underwriter  of  an  of- 
fering for  a  corporation  before  September  19,  1986,  will  not  be 
treated  as  having  acquired  stock  in  the  corporation  by  reason  of  a 
firm  commitment  underwriting,  to  the  extent  the  stock  is  disposed 
of  pursuant  to  the  offering,  but  no  later  than  60  days  after  the  ini- 
tial offering. 

Any  regulations  that  have  the  effect  of  treating  a  group  of  share- 
holders as  a  separate  five-percent  shareholder  by  reason  of  a  public 
offering  will  not  apply  to  institutions  described  in  section  591,  for 
any  period  before  January  1,  1989.  Further,  an  underwriter  of  any 
offering  for  such  an  institution  will  not  be  treated  as  acquiring 
stock  in  the  institution  by  reason  of  a  firm  commitment  underwrit- 
ing, but  only  to  the  extent  such  stock  is  disposed  of  no  later  than 
60  days  after  the  initial  offering  and  pursuant  to  the  offering. 

The  bill  makes  certain  corrections  to  specific  targeted  transition 
provisions. 


E.  Recognition  of  Gain  or  Loss  on  Liquidating  Sales  and 
Distributions  of  Property  {General  Utilities) 

1.  Limitations  on  recognition  of  loss  (sees.  10206(e)(1)  and  (2)  of 
the  bill,  sec.  631(a)  of  the  Reform  Act,  and  sees.  336(d)(2)  and 
336(d)(3)  of  the  Code) 

Present  Law 

A  corporation  generally  recognizes  gain  or  loss  on  a  sale  or  dis- 
tribution of  property,  whether  or  not  in  liquidation.  However, 
under  the  statute,  loss  is  not  recognized  in  certain  circumstances 
{see,  e.g.,  sec.  336(d)).32  One  circumstance  in  which  loss  is  not  recog- 
nized involves  the  sale,  exchange  or  distribution  of  property  ac- 
quired by  a  liquidating  corporation  in  a  transaction  to  which  sec- 
tion 351  applied  or  as  a  contribution  to  capital,  if  the  acquisition  of 
such  property  was  part  of  a  plan  a  principal  purpose  of  which  was 
to  recognize  loss  by  the  liquidating  corporation  in  connection  with 
the  liquidation.  In  these  circumstances,  the  basis  of  the  property 
for  purposes  of  determining  loss  is  reduced,  but  not  below  zero,  by 
the  excess  of  the  adjusted  basis  of  the  property  on  the  date  of  con- 
tribution over  its  fair  market  value  on  such  date.33  The  statute 
provides  that  if  the  adoption  of  a  plan  of  complete  liquidation 
occurs  in  a  taxable  year  following  the  date  on  which  the  tax  return 
including  the  loss  disallowed  by  this  provision  is  filed,  the  Secre- 
tary may  prescribe  regulations  under  which  the  loss  may  be  recap- 
tured in  the  year  of  liquidation,  rather  than  requiring  an  amended 
return  to  be  filed  with  respect  to  the  year  the  loss  was  taken.  The 
Act  provides  that  property  acquired  by  the  liquidating  corporation 
during  the  two-year  period  ending  on  the  date  of  the  adoption  of 
the  plan  of  liquidation  shall,  except  as  provided  in  regulations,  be 
treated  as  part  of  such  a  plan  subject  to  these  provisions.34 


32  Congress  did  not  intend  to  create  any  inference  regarding  the  deductibility  of  losses  in  liq- 
uidating or  nonliquidating  distributions  or  sales  under  other  statutory  provisions  or  judicially 
created  doctrines,  or  to  preclude  the  application  of  such  provisions  or  doctrines  where  appropri- 
ate. See,  e.g.,  sec.  482  and  Treas.  Reg.  sec.  1.482-l(d)(5);  National  Securities  Corp.  Comm'r,  46 
B.T.A.  562  (1942),  cert,  denied  320  U.S.  794  (1943)  (loss  on  sale  by  subsidiary  of  securities  trans- 
ferred by  parent  in  nonrecognition  transaction  reallocated  to  parent,  where  purpose  of  transfer 
was  to  shift  unrealized  loss  on  securities  to  subsidiary);  Court  Holding  Co.  v.  U.S.,  324  U.S.  321 
(1945)  (corporation  treated  as  true  seller  of  property  distributed  to  shareholders  and  purportedly 
sold  by  them  to  third  party);  and  Gregory  v.  Helvering,  293  U.S.  465  (1935)  (in  addition  to  meet- 
ing literal  requirements  of  statute,  transaction  must  have  valid  business  purpose  to  qualify  for 
nonrecognition). 

33  The  effect  of  this  rule  of  section  336(dX2)  is  to  deny  recognition  to  the  liquidating  corpora- 
tion of  that  portion  of  the  loss  on  the  property  that  accrued  prior  to  the  contribution,  but  to 
permit  recognition  of  any  loss  accruing  after  the  contribution.  In  the  event  that  a  transaction  is 
described  both  in  section  336(dXD  (which  denies  loss  accruing  either  before  or  after  the  contribu- 
tion) and  section  336(dX2),  section  336(dXD  will  prevail. 

This  provision  was  not  intended  to  override  section  311(a).  Thus,  if  property  is  distributed  in  a 
nonliquidating  context,  the  entire  loss  (and  not  merely  the  built-in  loss)  will  be  disallowed. 

34  Although  Congress  recognized  that  a  contribution  more  than  two  years  before  the  adoption 
of  a  plan  of  liquidation  might  have  been  made  for  such  a  tax-avoidance  purpose,  Congress  also 
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In  the  case  of  any  liquidation  to  which  section  332  of  the  Code 
applies,  the  Act  provides  that  no  loss  shall  be  recognized  in  such 
liquidation. 

Explanation  of  Provision 

The  bill  clarifies  that  an  acquisition  of  property  by  a  corporation 
after  the  date  two  years  before  the  date  the  corporation  adopts  a 
plan  of  complete  liquidation  (rather  than  merely  during  the  two- 
year  period  ending  on  the  date  of  the  adoption  of  the  plan)  shall, 
except  as  provided  in  regulations,  be  treated  as  acquired  as  part  of 
a  plan  a  principal  purpose  of  which  was  to  recognize  loss  by  the 
liquidating  corporation  in  connection  with  the  liquidation. 

The  bill  also  clarifies  that  the  provision  denying  recognition  of 
loss  to  the  distributing  corporation  in  a  section  332  liquidation  is 
intended  to  apply  to  a  distribution  to  the  corporation  meeting  the 
control  requirement  of  section  332  only  if  the  distribution  does  not 
result  in  gain  recognition  to  the  distributing  corporation,  pursuant 
to  section  337(a)  or  (b)(1).  Thus,  the  provision  denies  loss  recogni- 
tion on  a  taxable  distribution  to  minority  shareholders  in  such  a 
liquidation.  If  the  section  332  liquidation  is  not  described  in  section 
337(b)(1)  or  (2)  (for  example,  in  the  case  of  certain  liquidations  into 
a  tax  exempt  parent  corporation)  the  special  loss  disallowance  pro- 
vision of  section  336(d)(3)  does  not  apply.  Such  a  transaction  would 
be  subject  to  any  other  applicable  loss  disallowance  provisions, 
however. 


recognized  that  the  determination  that  such  purpose  existed  in  such  circumstances  might  be  dif- 
ficult for  the  Internal  Revenue  Service  to  establish  and  therefore  as  a  practical  matter  might 
occur  infrequently  or  in  relatively  unusual  cases. 

Congress  intended  that  the  Treasury  Department  will  issue  regulations  generally  providing 
that  the  presumed  prohibited  purpose  for  contributions  of  property  within  two  years  of  the 
adoption  of  a  plan  of  liquidation  will  be  disregarded  unless  there  is  no  clear  and  substantial 
relationship  between  the  contributed  property  and  the  conduct  of  the  corporation's  current  or 
future  business  enterprises. 

A  clear  and  substantial  relationship  between  the  contributed  property  and  the  conduct  of  the 
corporation's  business  enterprises  would  generally  include  a  requirement  of  a  corporate  business 
purpose  for  placing  the  property  in  the  particular  corporation  to  which  it  was  contributed, 
rather  than  retaining  the  property  outside  the  corporation.  If  the  contributed  property  has  a 
built-in  loss  at  the  time  of  contribution  that  is  significant  in  amount  as  a  proportion  of  the  built- 
in  corporate  gain  at  that  time,  special  scrutiny  of  the  business  purposes  would  be  appropriate. 

Congress  expected  that  such  regulations  will  permit  the  allowance  of  any  resulting  loss  from 
the  disposition  of  any  of  the  assets  of  a  trade  or  business  (or  a  line  of  business)  that  are  contrib- 
uted to  a  corporation  where  prior  law  would  have  permitted  the  allowance  of  the  loss  and  the 
clear  and  substantial  relationship  test  is  satisfied.  In  such  circumstances,  application  of  the  loss 
disallowance  rule  is  inappropriate  assuming  there  is  a  meaningful  (i.e.,  clear  and  substantial) 
relationship  between  the  contribution  and  the  utilization  of  the  particular  corporation  form  to 
conduct  a  business  enterprise.  If  the  contributed  business  is  disposed  of  immediately  after  the 
contribution  it  is  expected  that  it  would  be  particularly  difficult  to  show  that  the  clear  and  sub- 
stantial relationship  test  was  satisfied.  Congress  also  anticipated  that  the  basis  adjustment  rules 
will  generally  not  apply  to  a  corporation's  acquisition  of  property  as  part  of  its  ordinary  start-up 
or  expansion  of  operations  during  its  first  two  years  of  existence.  However,  if  a  corporation  has 
substantial  gain  assets  during  its  first  two  years  of  operation,  a  contribution  of  substantial  built- 
in  loss  property  followed  by  a  sale  or  liquidation  of  the  corporation  would  be  expected  to  be 
closely  scrutinized. 
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2.  Election  to  treat  certain  stock  sales  and  distributions  as  asset 

transfers  (sec.  10206(e)(3)  of  the  bill,  sec.  631(a)  of  the  Reform 
Act,  and  sec.  336(e)  of  the  Code 

Present  Law 

Under  regulations  prescribed  by  the  Secretary,  a  corporation 
may  elect  to  treat  certain  sales  and  distributions  of  subsidiary 
stock  as  asset  transfers. 

Explanation  of  Provision 

The  bill  clarifies  that  Congress  did  not  intend  to  require  the  elec- 
tion to  be  made  unilaterally  by  the  selling  or  distributing  corpora- 
tion. The  bill  thus  provides  that,  under  regulations  prescribed  by 
the  Secretary,  an  election  may  be  made  to  treat  the  certain  sales 
and  distributions  of  subsidiary  stock  as  asset  sales.  Compare  sec- 
tion 338(h)(10). 

3.  Treatment  of  distributing  corporation  where  the  80-percent  dis 

tributee  is  a  tax-exempt  organization  (sec.  10206(e)(4)  of  the 
bill,  sec.  631(a)  of  the  Reform  Act,  and  sec.  337(b)(2)  of  the 
Code) 

Present  Law 

Gain  or  loss  is  generally  not  recognized  to  the  distributing  corpo- 
ration on  certain  distributions  to  a  corporate  parent  that  is  an  80- 
percent  distributee.35  However,  if  the  80-percent  distributee  is  a 
tax-exempt  organization,  this  rule  does  not  apply  unless  the  organi- 
zation uses  the  property  in  an  unrelated  trade  or  business.  Fur- 
thermore, if  the  organization  does  so  use  the  property  but  subse- 
quently disposes  of  the  property  or  otherwise  ceases  to  use  it  in  an 
unrelated  business,  such  disposition  or  cessation  is  a  taxable  event. 

Explanation  of  Provision 

The  bill  clarifies  that  the  provision  with  respect  to  use  in  an  un- 
related trade  or  business  was  intended  to  apply  to  use  in  an  activi- 
ty the  income  from  which  is  subject  to  tax  under  section  511(a).36 

4.  Basis  adjustment  in  taxable  section  332  liquidation  (sec. 

10206(e)(6)  of  the  bill  and  sec.  334  of  the  Code) 

Present  Law 

A  liquidating  corporation  recognizes  gain  or  loss  on  certain  liqui- 
dating distributions  to  which  the  rule  of  section  332(a)  applies37  — 
for  example,  certain  distributions  to  a  tax-exempt  or  foreign  corpo- 
ration. 


35  But  see,  sec.  10139  of  the  Bill,  under  Explanation  of  Provisions. 

36  A  distribution  to  a  charitable  trust  would  not  qualify  as  a  distribution  to  an  80-percent 
distributee  (since  only  a  corporation  can  qualify  as  an  80-percent  distributee).  Accordingly,  the 
bill  deletes  the  reference  to  section  511(bX2)  in  section  337(bX2). 

37  See  also,  sec.  10139  of  the  Bill  under  Explanation  of  Provisions 
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Explanation  of  Provision 

The  bill  clarifies  that  if  gain  is  recognized  on  a  distribution  of 
property  in  a  liquidation  described  in  section  332(a)  to  a  corporate 
distributee  meeting  the  stock  ownership  requirements  of  section 
332(b),  a  corresponding  increase  in  the  distributee's  basis  occurs. 


5.  Use  of  installment  method  by  shareholders  in  certain  liquida- 

tions (sec.  10206(e)(6)  of  the  bill,  sec.  631(a)  of  the  Reform 
Act,  and  sec.  453(h)(1)(B)  of  the  Code) 

Present  Law 

The  Act  retained  prior  law  in  providing  that  if,  in  a  liquidation 
to  which  section  331  applies,  the  shareholder  receives,  in  exchange 
for  such  shareholder's  stock,  certain  installment  obligations  ac- 
quired by  the  corporation  in  respect  of  certain  sales  or  exchanges 
of  property,  the  receipt  of  payments  under  such  an  obligation  by 
the  shareholder  shall  be  treated  as  the  receipt  of  payment  for  the 
stock. 

Explanation  of  Provision 

The  bill  clarifies  that,  as  under  the  law  prior  to  the  enactment  of 
the  Act,  in  the  case  of  inventory  the  corporate  sale  or  exchange 
must  have  been  not  only  to  one  person  but  to  one  person  in  one 
transaction. 

6.  Certain  distributions  of  partnership  or  trust  interests  (sec. 

10206(e)(7)  of  the  bill,  sec.  631  of  the  Reform  Act,  and  sees. 
386  and  311  of  the  Code) 

Present  Law 

Under  the  Act,  a  corporation  generally  recognizes  gain  or  loss  on 
a  liquidating  distribution  of  property  as  if  the  corporation  had  sold 
the  property  to  the  distributee.  A  corporation  also  generally  recog- 
nizes gain  or  loss  on  liquidating  sales  of  property.  Gain  but  not  loss 
is  generally  recognized  on  a  nonliquidating  distribution.  Distribu- 
tions of  partnership  interests  are  thus  also  treated  as  sales,  invok- 
ing the  provisions  of  section  751  of  the  Code.  A  separate  provision 
(sec.  386)  also  provides  for  the  treatment  of  certain  sales  and  distri- 
butions of  partnership  interests  by  corporations. 

Explanation  of  Provision 

The  bill  generally  repeals  section  386  of  the  Code  as  deadwood  in 
light  of  the  Act's  amendments  to  sections  311,  336  and  337  of  the 
Code.  However,  the  bill  restates,  in  section  311,  the  provision  con- 
tained in  present  law  section  386(d),  that  the  Secretary  may  by  reg- 
ulations provide  that  the  amount  of  gain  recognized  on  a  nonliqui- 
dating distribution  of  a  partnership  interest  shall  be  computed 
without  regard  to  any  loss  attributable  to  property  contributed  to 
the  partnership  for  the  principal  purpose  of  recognizing  such  loss 
on  the  distribution  (i.e.,  thereby  reducing  the  gain  otherwise  recog- 
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nized  on  the  distribution  and  effectively  recognizing  a  loss  not  per- 
mitted in  a  nonliquidating  distribution).38 

7.  Losses  on  transactions  between  related  taxpayers  (sec. 
10206(e)(8)  of  the  bill,  sec.  631  of  the  Reform  Act,  and  sec.  267 
of  the  Code) 

Present  Law 

No  loss  is  generally  allowed  with  respect  to  the  sale  or  exchange 
of  property  between  related  taxpayers  (other  than  a  loss  in  case  of 
a  distribution  in  corporate  liquidation)  (sec.267(a)).  The  Act  provid- 
ed that  certain  losses  at  the  corporate  level  may  be  denied  in  a  liq- 
uidation under  other  Code  provisions  (sec.  336(d)). 

Explanation  of  Provision 

The  bill  clarifies  that  section  267(a)  does  not  apply  either  to  any 
loss  of  the  distributee  or  to  any  loss  of  the  distributing  corporation 
in  the  case  of  a  distribution  in  complete  liquidation.  Losses  may  be 
denied  under  other  provisions  of  law  or  judicially  created  doctrine 
as  under  present  law. 

8.  Distributions  of  property  to  corporate  shareholders  (sees. 

10206(e)(9),  (10),  and  (11)  of  the  bill,  sec.  631  of  the  Reform 
Act,  and  sec.  301  of  the  Code) 

Present  Law 

Section  301  of  the  Code  provides  generally  that,  in  the  case  of  a 
corporate  distribution  of  property  to  a  corporate  distributee,  the 
amount  distributed  is  the  lesser  of  (1)  the  fair  market  value  of  the 
property  or  (2)  the  adjusted  basis  of  the  property  in  the  hands  of 
the  distributee,  increased  in  the  amount  of  gain  recognized  to  the 
distributing  corporation  on  the  distribution.  The  basis  of  the  prop- 
erty in  the  hands  of  the  distributee  is  the  same  as  the  amount  dis- 
tributed. 

If  gain  is  recognized  to  the  distributing  corporation  on  a  nonli- 
quidating distribution,  the  holding  period  of  the  property  in  the 
hands  of  the  distributee  begins  on  the  date  of  the  distribution. 

The  Act  provided  that,  on  a  nonliquidating  distribution  of  prop- 
erty to  a  shareholder  (including  to  a  corporate  shareholder),  gain 
(but  not  loss)  is  recognized  to  the  distributing  corporation  as  if  the 
property  had  been  sold  to  the  distributee  at  fair  market  value.  On 
a  liquidating  distribution,  gain  or  loss  is  generally  recognized 
(though  loss  is  not  recognized  in  certain  instances).  Provisions  of 
the  Code  other  than  section  301  generally  provide  for  the  basis  of 
property  received  in  a  liquidation  (sees.  331  and  334). 


38  This  provision  is  not  intended  to  limit  the  operation  of  any  present-law  step-transaction  or 
other  doctrines  that  would  disregard  such  loss.  Such  doctrines  would  also  apply  if  a  corporation 
with  property  on  which  loss  would  be  disallowed  under  other  Code  provisions  (such  as  sections 
336(d)(1)  or  (d)(2))  contributed  such  property  to  a  partnership  to  reduce  the  gain  on  distribution 
of  the  partnership  interest  and  thus  indirectly  recognize  the  loss. 
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Explanation  of  Provision 

Certain  portions  of  section  301  are  repealed  as  deadwood.  Thus, 
section  301  of  the  Code  is  amended  to  provide  that  the  amount  dis- 
tributed and  the  basis  of  property  in  the  hands  of  a  corporate  dis- 
tributee is  the  fair  market  value  of  the  property.  The  holding 
period  of  such  distributed  property  in  the  hands  of  the  distributee 
begins  on  the  date  of  the  distribution,  as  under  present  law,  but 
section  301(e)  is  not  necessary  to  reach  this  result  and  is  re- 
pealed.39 

9.  Certain  transfers  to  foreign  corporations  (sec.  10206(e)(13)  of 
the  bill,  sec.  631(d)  of  the  Reform  Act,  and  sees.  367(a)  and 
367(e)(2)  of  the  Code) 

Present  Law 

Gain  is  recognized  to  a  liquidating  corporation  in  the  case  of  a 
liquidating  distribution  to  an  80-percent  distributee  that  is  a  for- 
eign corporation,  unless  regulations  provide  otherwise.  It  is  expect- 
ed that  such  regulations  may  permit  nonrecognition  if  the  poten- 
tial gain  on  the  distributed  property  at  the  time  of  the  distribution 
is  not  being  removed  from  the  U.S.  taxing  jurisdiction  prior  to  rec- 
ognition. 

Explanation  of  Provision 

The  bill  clarifies  that  transfer  of  property  to  a  foreign  corpora- 
tion in  a  transaction  that  would  otherwise  qualify  as  a  tax-free  re- 
organization is  treated  in  the  same  manner  as  a  liquidating  trans- 
fer of  such  property  to  an  80-percent  foreign  corporate  distributee. 
Thus,  in  the  case  of  a  transfer  of  property  described  in  section 
361(a)  or  (b)  (as  amended  by  the  bill)  by  a  U.S.  corporation  to  a  for- 
eign corporation,  the  provisions  of  section  367(a)(2)  and  (3)  do  not 
apply,  and  gain  is  recognized  unless  regulations  provide  otherwise. 
However,  subject  to  such  basis  adjustments  as  shall  be  provided  in 
regulations,  this  rule  does  not  apply  if  the  foreign  corporate  trans- 
feree is  80-percent  controlled  (within  the  meaning  of  section  368(c)) 
by  a  domestic  corporation  or  by  members  of  the  same  affiliated 
group  of  corporations  within  the  meaning  of  section  1504.  It  is  ex- 
pected that  regulations  will  provide  this  relief  only  if  the  U.S.  cor- 
porate shareholder  agrees  to  take  a  basis  in  the  stock  it  receives  in 
a  foreign  corporation  that  is  a  party  to  the  reorganization  equal  to 
the  lesser  of  (a)  the  U.S.  corporation's  basis  in  such  stock  received 
pursuant  to  section  358,  or  (b)  its  proportionate  share  of  the  basis 
in  the  assets  of  the  transferor  corporation  transferred  to  the  for- 
eign corporation.  U.S.  taxing  jurisdiction  over  the  built-in  gain  in 
such  cases  of  U.S.  corporate  control  is  indirectly  retained  through 
the  provisions  of  the  Code  relating  to  controlled  foreign  corpora- 
tions. The  requirement  that  certain  U.S.  corporate  shareholders 
own  at  least  80  percent  of  the  CFC  stock  assures  that  the  bulk  of 
the  built-in  gain  will  remain  subject  to  U.S.  taxing  jurisdiction  and 


39  This  change  is  made  solely  as  deadwood  and  is  not  intended  to  alter  the  consequences  of  a 
distribution  under  the  consolidated  return  regulations  or  any  other  provision  of  law  or  regula- 
tion. 
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justifies  not  imposing  a  partial  tax  on  the  portion  of  the  gain  not 
attributable  to  U.S.  corporate  shareholders.  (Such  a  partial  tax 
could  present  administrative  difficulties  in  adjusting  the  basis  of 
property  in  the  hands  of  the  transferee  foreign  corporation.) 

10.  Gain  from  certain  sales  or  exchanges  of  stock  in  certain  for- 
eign corporations  (sec.  10206(e)(14)  of  the  bill,  sec.  631(d)  of 
the  Reform  Act,  and  sec.  1248  of  the  code) 

Present  Law 

Gain  from  certain  sales  or  exchanges  of  stock  in  certain  foreign 
corporations  is  characterized  as  a  dividend  to  the  recipient  under 
section  1248  of  the  Code.  Section  1248(f)  contains  various  provisions 
that  under  prior  law  caused  income  recognition  and  dividend  treat- 
ment where  a  U.S.  corporation  sold,  exchanged,  or  distributed  the 
stock  of  a  foreign  corporation  and  gain  and  earnings  and  profits 
would  not  have  occurred.  This  recognition  was  necessary  because 
prior  law  treated  certain  liquidating  sales  and  distributions  and 
certain  nonliquidating  distributions  by  corporations  as  nonrecogni- 
tion  events. 

Section  1248(d)(2)  also  contains  a  provision  that  was  intended  to 
assure  that  a  foreign  corporation  that  sold  property  in  a  liquidation 
would  not  experience  an  increase  in  earnings  and  profits  to  the 
extent  that  gain  would  not  be  recognized  under  section  337(a)  of 
the  Code  on  such  a  sale.  This  provision  was  originally  written  with 
reference  to  prior  law  section  337(a),  which  was  repealed  by  the 
Act. 

Under  the  Act,  a  distributing  corporation  generally  recognizes 
gain  on  a  liquidating  or  nonliquidating  distribution  of  property 
with  a  fair  market  value  in  excess  of  basis  as  if  the  property  dis- 
tributed had  been  sold  to  the  distributee  at  fair  market  value,  and 
earnings  and  profits  of  the  distributing  corporation  are  accordingly 
increased.  There  are  certain  exceptions  in  the  case  of  distributions 
that  would  be  tax-free  to  a  recipient  under  the  tax-free  reorganiza- 
tion provisions  of  the  Code  or  under  section  355  of  the  Code,  and  in 
the  case  of  certain  liquidating  distributions  to  an  80-percent  corpo- 
rate distributee. 

Explanation  of  Provisions 

The  bill  amends  section  1248(f)  to  conform  to  the  changes  under 
the  Act  that  generally  cause  gain  to  be  recognized,  and  earnings 
and  profits  to  be  created,  on  a  liquidating  sale  or  distribution  or  on 
a  nonliquidating  distribution,  and  that  treat  liquidating  and  nonli- 
quidating distributions  as  sales  or  exchanges  for  this  purpose.  Sec- 
tion 1248(f)(1)  under  the  bill  applies  only  to  certain  distributions 
that  are  still  nonrecognition  events  to  the  distributing  corporation 
and  are  not  treated  as  a  sale  by  such  corporation  to  the  distribu- 
tee— that  is,  distributions  that  would  be  tax-free  to  the  recipient 
under  the  reorganization  provisions  of  section  361(c)  of  the  Code  (as 
amended  by  the  bill)  or  under  section  355  of  the  Code  and  certain 
liquidating  distributions  to  an  80-percent  distributee.  As  under 
present  law,  section  1248(f)(2)  excepts  those  situations  in  which  the 
recipient  U.S.  corporation  satisfies  the  stock  ownership  require- 
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ments  of  section  1248(f)(2)  and  is  treated  as  holding  stock  for  the 
period  the  stock  was  held  by  the  distributing  corporation. 

It  is  contemplated  that  the  Treasury  Department  may  exercise 
its  regulatory  authority  under  section  1248(f)  to  provide  that,  in 
cases  where  a  distribution  that  would  be  tax-free  but  for  section 
1248(f)(1)  occurs  within  a  controlled  group,  and  section  1248(f)(2) 
does  not  otherwise  apply,  the  recipient  corporation  may  be  re- 
quired to  take  a  carryover  basis  in  the  stock  received  (rather  than 
a  substituted  basis  under  section  358,  for  example,  in  the  case  of  a 
section  355  or  361  distribution)  and  section  1248(f)(1)  will  not  apply 
to  such  distribution. 

The  bill  repeals  sections  1248(f)(3)  and  1248(d)(2)  as  deadwood. 

The  bill  makes  certain  other  related  clerical  and  conforming 
amendments. 

11.  Tax  imposed  on  certain  built-in  gains  of  S  corporations  (sec. 
10206(f)  of  the  bill,  sec.  632  of  the  Reform  Act,  and  sec.  1374 
of  the  Code) 

Present  Law 

A  corporate  level  tax  is  imposed  on  gain  that  arose  prior  to  the 
conversion  of  a  C  corporation  to  an  S  corporation  (' 'built-in  gain") 
that  is  recognized  by  the  S  corporation  through  sale,  distribution, 
or  other  disposition  within  10  years  after  the  date  on  which  the  S 
election  took  effect.  The  total  amount  of  gain  that  must  be  recog- 
nized by  the  corporation,  however,  is  limited  to  the  aggregate  net 
built-in  gain  of  the  corporation  at  the  time  of  conversion  to  S 
status. 

The  Act  provided  that  the  amount  of  recognized  built-in  gains 
taken  into  account  for  any  taxable  year  shall  not  exceed  the  excess 
(if  any)  of  1)  the  net  unrealized  built-in  gain,  over  2)  the  recognized 
built-in  gains  for  prior  years  beginning  in  the  10-year  recognition 
period.  Also,  recognized  built-in  gain  is  not  taxed  in  a  year  to  the 
extent  that  it  exceeds  the  taxable  income  of  the  corporation  for  the 
year  computed  as  if  the  corporation  were  a  C  corporation. 

Under  the  Act,  the  corporation  may  take  into  account  certain 
subchapter  C  tax  attributes  in  computing  the  amount  of  tax  on  rec- 
ognized built-in  gains.  Thus,  for  example,  it  may  use  unexpired  net 
operating  losses  to  offset  the  gain  and  may  use  business  credit  car- 
ryforwards to  offset  the  tax. 

Explanation  of  Provision 

The  bill  modifies  and  clarifies  the  operation  of  the  built-in  gains 
tax  so  that  it  properly  measures  and  segregates  the  tax  on  C  corpo- 
ration built-in  gains.  Thus,  built-in  gain  for  purposes  of  the  tax  is 
not  reduced  by  post-coversion,  non-built-in  losses. 

The  bill  clarifies  that  the  built-in  gain  provision  applies  not  only 
when  a  C  corporation  converts  to  S  status  but  also  in  any  case  in 
which  an  S  corporation  acquires  an  asset  and  the  basis  of  such 
asset  in  the  hands  of  the  S  corporation  is  determined  (in  whole  or 
in  part)  by  reference  to  the  basis  of  such  asset  (or  any  other  proper- 
ty) in  the  hands  of  the  C  corporation.  In  such  cases,  each  acquisi- 
tion of  assets  from  a  C  corporation  is  subject  to  a  separate  determi- 
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nation  of  the  amount  of  net  built-in  gain,  and  is  subject  to  the  pro- 
vision for  a  separate  10-year  recognition  period.  The  bill  clarifies 
that  the  Treasury  Department  has  authority  to  prescribe  regula- 
tions providing  for  the  appropriate  treatment  of  successor  corpora- 
tions— for  example,  in  situations  in  which  an  S  corporation  engages 
in  a  transaction  that  results  in  carryover  basis  of  assets  to  a  succes- 
sor corporation  pursuant  to  subchapter  C  of  the  Code. 

The  bill  clarifies  that  the  amount  of  recognized  built  in  gains 
taken  into  account  for  any  taxable  year  shall  not  exceed  the  excess, 
if  any,  of  1)  the  net  unrealized  built-in  gains  at  the  time  of  the  con- 
version, over  2)  the  recognized  built-in  gains  for  prior  years  begin- 
ning in  the  recognition  period  to  the  extent  such  gains  were  subject 
to  the  built-in  gains  tax. 

The  bill  clarifies  that,  for  purposes  of  this  built-in  gains  tax 
under  section  1374,  any  item  of  income  which  is  properly  taken 
into  account  for  any  taxable  year  in  the  recognition  period  but 
which  is  attributable  to  periods  before  the  first  taxable  year  for 
which  the  corporation  was  an  S  corporation  is  treated  as  a  recog- 
nized built-in  gain  for  the  taxable  year  in  which  it  is  properly 
taken  into  account.  Thus,  the  term  ' 'disposition  of  any  asset"  in- 
cludes not  only  sales  or  exchanges  but  other  income  recognition 
events  that  effectively  dispose  of  or  relinquish  a  taxpayer's  right  to 
claim  or  receive  income.  For  example,  the  term  "disposition  of  any 
asset"  for  purposes  of  this  provision  also  includes  the  collection  of 
accounts  receivable  by  a  cash  method  taxpayer  and  the  completion 
of  a  long-term  contract  performed  by  a  taxpayer  using  the  complet- 
ed contract  method  of  accounting. 

The  bill  clarifies  that  capital  loss  carryforwards  may  also  be  used 
to  offset  recognized  built-in  gains. 

The  bill  makes  certain  other  clerical  and  conforming  changes. 

12.  Distributions  by  S  corporations  (sec.  10206(f)(3)  of  the  bill  and 
sees.  1363  (d)  and  (e)  of  the  Code) 

Present  Law 

Specific  rules  are  provided  for  the  distribution  of  appreciated 
property  by  S  corporations,  generally  requiring  the  recognition  of 
gain  by  the  S  corporation  on  distributions  of  appreciated  property, 
with  certain  exceptions. 

Explanation  of  Provision 

The  special  rules  provided  in  Code  section  1363(d)  and  (3)  of  the 
Code  are  repealed  as  deadwood.  Thus,  for  example,  it  is  clarified 
that,  pursuant  to  section  1371  of  the  Code,  the  provisions  of  sub- 
chapter C  of  the  Code  apply  to  determine  the  recognition  of  gain 
and  loss  in  the  case  of  a  distribution  by  an  S  corporation. 
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13.  Regulatory  authority  to  prevent  circumvention  of  provisions 
(sec.  10206(e)(5)  of  the  bill,  sec.  631  of  the  Reform  Act,  and 
sec.  337(d)  of  the  Code) 

Present  Law 

The  Act  provided  that  the  Treasury  Department  shall  prescribe 
such  regulations  as  may  be  necessary  or  appropriate  to  carry  out 
the  purposes  of  the  amendments  made  to  Subpart  B  of  the  Code 
under  the  Act,  including  regulations  to  ensure  that  such  purposes 
may  not  be  circumvented  through  the  use  of  any  provision  of  law 
or  regulations,  including  the  consolidated  return  regulations  and 
Part  III  of  the  Code,  dealing  with  corporate  organizations  and  tax- 
free  reorganizations. 

Explanation  of  Provision 

The  bill  clarifies  that  the  regulatory  authority  to  prevent  circum- 
vention of  the  provisions  of  the  Act  extend  to  all  the  amendments 
made  by  subtitle  D  of  Title  VI  of  the  Act.  The  bill  also  clarifies  in 
connection  with  the  built-in  gain  provisions  of  the  Act  that  the 
Treasury  Department  shall  prescribe  such  regulations  as  may  be 
necessary  or  appropriate  to  carry  out  those  provisions,  including 
provisions  dealing  with  the  use  of  such  pass-through  entities,  other 
than  S  corporations,  as  regulated  investment  companies  (RICs)  or 
real  estate  investment  trusts  (REITs).  For  example,  this  includes 
rules  to  require  the  recognition  of  gain  if  appreciated  property  of  a 
C  corporation  is  transferred  to  a  RIC  or  a  REIT  in  a  carryover 
basis  transaction  that  would  otherwise  eliminate  corporate  level 
tax  on  the  built-in  appreciation. 

It  is  expected  that  Treasury  shall  also  prevent  the  avoidance  of 
the  section  through  contributions  of  property  with  built-in  loss  to  a 
corporation  before  it  becomes  an  S  corporation. 

It  is  also  expected  that  the  Treasury  Department  will  prevent 
the  manipulation  of  accounting  methods  or  other  provisions  that 
may  have  the  result  of  deferring  gain  recognition  beyond  the  10 
year  recognition  period —  for  example,  in  the  case  of  a  C  corpora- 
tion with  appreciated  FIFO  inventory  that  converts  to  S  status  and 
elects  the  LIFO  method  of  accounting. 

14.  Transition  provisions  (sec.  10206(g)  of  the  bill  and  sec.  633  of 
the  Reform  Act) 

a.  Built-in  gains  of  S  corporations  (sec.  10206(g)(1)  of  the 
bill  and  sec.  633(b)  of  the  Reform  Act) 

Present  Law 

The  provisions  of  the  Act  (new  Code  section  1374)  that  impose  a 
corporate  level  tax  on  certain  built-in  gains  of  C  corporation  assets 
after  conversion  to  S  status  do  not  apply  unless  the  first  taxable 
year  for  which  the  former  C  corporation  is  an  S  corporation  is  pur- 
suant to  an  election  made  after  December  31,  1986.  Prior  law  sec- 
tion 1374  will  apply  if  Code  section  1374  as  amended  by  the  Act 
does  not  apply. 
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Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  the  transition  provisions,  if 
a  corporation  was  a  C  corporation  at  any  time  prior  to  December 
31,  1986,  any  "S"  status  of  such  corporation  prior  to  its  "C"  corpo- 
ration status  is  disregarded.  Thus,  the  bill  provides  that  (subject  to 
the  special  small  corporation  transition  rules  of  the  Act)  the  built- 
in  gains  provisions  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1986,  in  cases  where  the  return  for  the  taxable  year  is  filed 
pursuant  to  an  S  election  made  after  December  31,  1986. 

The  bill  clarifies  that  a  34-percent  tax  rate  applies  to  capital  gain 
that  is  subject  to  prior  law  section  1374  in  taxable  years  beginning 
after  December  31,  1986. 

b.  General  transition  rule  based  on  pre- August  1,  1986 
action  (sec.  10206(g)(2)  of  the  bill  and  sec.  633(c)(1)(B) 
of  the  Reform  Act) 

Present  Law 

The  statute  states  that  the  amendments  made  by  the  Act  do  not 
apply  to  distributions  or  sales  or  exchanges  by  a  corporation  if  50 
percent  or  more  of  the  voting  stock  by  value  of  such  corporation  is 
acquired  on  or  after  August  1,  1986,  pursuant  to  a  written  binding 
contract  in  effect  before  such  date  and  if  such  corporation  is  com- 
pletely liquidated  before  January  1,  1988.  The  conference  report 
states  that  this  transition  rule  applies  if  "a  majority"  of  the  voting 
stock  was  acquired  pursuant  to  such  binding  written  contract. 

In  addition,  the  amendments  made  by  the  Act  do  not  apply  to 
any  transaction  described  in  section  338  with  respect  to  any  target 
corporation  if  a  qualified  stock  purchase  of  such  target  corporation 
was  made  on  or  after  August  1,  1986,  pursuant  to  a  written  binding 
contract  in  effect  before  such  date,  and  the  acquisition  date  is 
before  January  1,  1988. 

Explanation  of  Provision 

The  bill  clarifies  that  the  transition  rule  applies  if  more  than  50 
percent  (rather  than  50  percent  or  more)  of  the  voting  stock  is  ac- 
quired pursuant  to  the  binding  written  contract. 

The  committee  wishes  to  make  a  clarification  regarding  the  ex- 
ception for  a  qualified  stock  purchase  pursuant  to  a  binding  con- 
tract in  effect  before  August  1,  1986.  For  purposes  of  this  exception, 
a  modification  of  a  contract  for  the  purchase  of  stock  in  more  than 
one  corporation  that  arises  because  of  third  party  rights  in  the 
stock  to  be  acquired  (such  as  a  right  of  first  refusal),  or  because  of 
the  rules  and  rulings  of  government  agencies  or  courts,  is  not  in- 
tended to  cause  a  contract  to  be  deemed  nonbinding,  so  long  as  the 
stock  acquired  was  a  part  of  the  original  contract.  This  clarification 
is  not  intended  to  create  any  inference  regarding  the  meaning  of 
binding  contract  in  other  contexts. 
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c.  Transitional  rules  for  certain  small  corporations  (sees. 
10206(g)(3)-(g)(8)  the  bill  and  sec.  633(d)  of  the  Reform 
Act) 

Present  Law 

Special  delayed  effective  dates  are  provided  under  the  Act  for 
certain  closely  held  corporations  that  are  limited  in  size.  Corpora- 
tions eligible  for  this  rule  are  generally  entitled  to  prior-law  treat- 
ment with  respect  to  liquidating  sales  and  distributions  occurring 
before  January  1,  1989,  provided  the  liquidation  is  completed  before 
that  date.  However,  the  special  transitional  rule  requires  the  recog- 
nition of  income  on  distributions  of  ordinary  income  property  and 
short-term  capital  gain  property.  The  statute  states  that  recogni- 
tion is  also  required  with  respect  to  any  gain  to  the  extent  section 
453B  of  the  Code  applies. 

The  Act  provides  that  a  corporation  eligible  for  this  rule  may 
also  become  an  S  corporation  for  a  taxable  year  beginning  before 
January  1,  1989.  In  such  a  case,  the  corporation  is  not  subject  to 
the  new  rules  of  section  1374  relating  to  built-in  gains  except  with 
respect  to  ordinary  income  and  short-term  capital  gain  property.40 
The  Act  repealed  section  333  of  the  Code.  However,  the  amend- 
ments made  by  the  Act  do  not  apply  to  the  applicable  percentage  of 
each  gain  or  loss  which  would  otherwise  be  recognized  by  reason  of 
the  Act.  The  applicable  percentage  is  100  percent  if  the  applicable 
value  of  the  qualified  corporation  is  less  than  $5  million,  and 
phases  down  to  0  percent  if  the  applicable  value  of  the  corporation 
exceeds  $10  million. 

For  distributions  prior  to  January  1,  1989,  qualifying  corpora- 
tions continue  to  be  eligible  for  relief  under  the  rules  relating  to 
nonliquidating  distributions  in  effect  prior  to  the  Act  (prior  law 
sec.  311(d)(2)).  However,  this  relief  does  not  apply  to  distributions  of 
ordinary  income  property  or  short-term  capital  gain  property. 

The  Act  provides  that  a  corporation  is  eligible  for  these  special 
delayed  effective  dates  if  it  was  in  existence  on  August  1,  1986,  its 
value  does  not  exceed  $10  million,  and  more  than  50  percent  (by 
value)  of  the  stock  is  held  by  10  or  fewer  qualified  persons.  The 
conference  report  states  that  such  10  or  fewer  qualified  persons 
must  have  held  their  stock  for  five  years  or  longer. 

The  Act  provides  that  a  qualified  person  is  an  individual,  an 
estate,  or  any  trust  described  in  clause  (ii)  or  (iii)  of  section 
1361(c)(2)(A)  of  the  Code.  Specified  attribution  rules  are  provided 
for  purposes  of  determining  ownership. 

The  Act  provides  that  all  members  of  the  same  controlled  group 
(as  defined  in  section  267(f)(1)  of  the  Code)  are  treated  as  one  corpo- 
ration for  purposes  of  the  small  corporation  transitional  rules. 

The  Act  provides  that  the  small  corporation  transition  rules 
shall  also  apply  in  the  case  of  a  transaction  described  in  section  338 


40  However,  a  corporation  having  a  value  in  excess  of  $5  million  (but  not  in  excess  of  $10 
million)  is  subject  to  a  phase-out  of  this  relief.  Thus,  in  such  circumstances  new  section  1374 
applies  to  a  portion  of  the  long-term  capital  gain.  Section  1374  as  in  effect  before  the  Act  will 
aPP}y  to  any  portion  of  the  built-in  long  term  capital  gains  not  subject  to  new  section  1374.  In 
addition,  to  the  extent  a  corporation  is  eligible  for  relief  under  the  small  corporation  rule,  a 
portion  of  any  other  long-term  capital  gain  that  would  be  covered  by  prior  law  section  1374 
(whether  or  not  built-in  at  the  time  of  conversion)  continues  to  be  covered  by  that  section. 
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of  the  Code  where  the  section  338  acquisition  date  is  before  Janu- 
ary 1,  1989. 

Explanation  of  Provision 

The  bill  clarifies  that  a  qualified  corporation  eligible  for  the  spe- 
cial delayed  effective  dates  does  not  recognize  gain  on  a  distribu- 
tion of  installment  obligations  that  are  received  in  exchange  for 
long-term  capital  gain  property  (including  section  1231  property 
the  disposition  of  which  would  produce  long-term  capital  gain) 
where  the  distribution  of  such  obligations  would  not  have  caused 
corporate  level  recognition  under  sections  337  and  453B(d)(2)  as  in 
effect  prior  to  the  Act.  However,  distributions  of  such  installment 
obligations  received  in  exchange  for  ordinary  income  property  or 
short-term  capital  gain  property  do  require  the  recognition  of  cor- 
porate level  gain. 

It  is  intended  that  a  taxpayer  that  purchases  the  stock  of  a  quali- 
fied corporation  in  a  qualified  stock  purchase  prior  to  January  1, 
1989,  is  entitled  to  apply  prior-law  rules  (modified  as  in  the  case  of 
actual  liquidations)  with  respect  to  an  election  under  section  338, 
even  though  in  the  hands  of  the  acquiring  corporation  the  qualified 
corporation  no  longer  satisfies  the  stock  holding  period  require- 
ments and  may  not  satisfy  the  size  or  shareholder  requirements 
due  to  the  size  or  shareholders  of  the  acquiring  corporation. 

The  bill  clarifies  that,  although  the  Act  repealed  section  333  of 
the  Code,  in  the  case  of  a  liquidating  distribution  to  which  section 
333  of  prior  law  would  apply,  a  shareholder  of  a  qualified  corpora- 
tion electing  such  treatment  is  entitled  to  apply  section  333  with- 
out any  phase-out  of  shareholder  level  relief  under  the  Act.  Howev- 
er, an  increase  in  shareholder-level  gain  could  result  from  an  in- 
crease in  corporate  earnings  and  profits  resulting  from  application 
of  the  corporate-level  phase-out  of  relief. 

The  bill  clarifies  that  for  distributions  before  January  1,  1989, 
qualifying  corporations  continue  to  be  eligible  for  relief  under 
prior-law  rules  relating  to  nonliquidating  distributions  with  respect 
to  qualified  stock,  (prior  law  sec.  311(d)(2)),  without  regard  to 
whether  the  corporation  liquidates  before  January  1,  1989.  Howev- 
er, this  relief  does  not  apply  to  distributions  of  ordinary  income 
property  or  short-term  capital  gain  property. 

The  bill  clarifies  that  a  corporation  is  not  a  qualified  corporation 
unless  more  than  50  percent  (by  value)  of  the  stock  of  such  corpora- 
tion is  owned  (on  August  1,  1986  and  at  all  times  thereafter  before 
the  corporation  is  completely  liquidated)  by  the  same  10  or  fewer 
qualified  persons  who  at  all  times  during  the  5-year  period  ending 
on  the  date  of  the  adoption  of  the  plan  of  liquidation  (or,  if  shorter, 
the  period  during  which  the  corporation  or  any  predecessor  was  in 
existence)  owned  (or  were  treated  as  owning  under  the  attribution 
rules)  more  than  50  percent  (by  value)  of  the  stock  of  such  corpora- 
tion. 

Where  stock  passes  to  an  estate,  the  holding  period  of  the  estate 
includes  that  of  the  decedent.  Also,  the  "look-through"  attribution 
rules  that  apply  under  this  provision  do  not  apply  in  the  case  of 
trusts  qualifying  under  section  1361(c)(2)(ii)  or  (iii),  just  as  they  do 
not  apply  under  the  Act  in  the  case  of  estates.  Thus,  stock  held  by 
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such  entities,  like  stock  held  by  an  estate,  is  to  be  treated  as  held 
by  a  single  qualified  person,  so  that  the  10-shareholder  test  will  not 
cease  to  be  satisfied  merely  because  a  decedent's  stock  passes  to 
such  a  trust.  (In  the  case  of  other  trusts  holding  stock,  the  '  "look- 
through"  attribution  rules  apply  to  determine  whether  more  than 
10  qualified  persons  ultimately  own  the  stock). 

The  bill  also  clarifies  that  the  holding  period  of  a  decedent's 
estate  (or  a  section  1361(c)(2)(A)(ii)  or  (iii)  trust)  is  tacked  with  that 
of  any  beneficiary,  as  well  as  with  that  of  the  decedent,  for  pur- 
poses of  determining  the  holding  period.  However,  except  in  the 
case  of  beneficiaries  who  are  treated  as  being  "one  person"  with 
the  decedent,  once  stock  has  been  distributed  to  beneficiaries,  the 
10-shareholder  requirement  might  fail  to  be  satisfied  due  to  an  in- 
crease in  the  number  of  shareholders.  Property  acquired  by  reason 
of  the  death  of  an  individual  is  treated  as  owned  at  all  times 
during  which  the  property  was  treated  as  owned  (in  addition  to  ac- 
tually owned)  by  the  decedent  (as  one  example,  property  treated  as 
owned  by  the  decedent  under  the  grantor  trust  rules,  as  well  as 
property  treated  as  owned  by  the  decedent  pursuant  to  attribution 
rules,  would  have  a  tacked  holding  period  for  this  purpose). 

In  the  case  of  indirect  ownership  through  an  entity,  the  rules  de- 
scribed above  are  the  only  rules  that  apply  to  determine  ownership 
and  holding  period.  Thus,  it  is  not  intended  that  holding  periods 
could  otherwise  be  "bootstrapped"  through  analogy  to  or  applica- 
tion of  any  provision  of  section  1223.  For  example,  if  a  partnership 
owns  all  the  stock  of  a  corporation,  a  new  partner  who  contributes 
other  property  to  the  partnership  in  exchange  for  a  partnership  in- 
terest is  deemed  under  section  1223  to  have  a  holding  period  in  the 
partnership  interest  that  includes  such  person's  holding  period  for 
the  property  contributed.  However,  such  a  person  would  not  be 
deemed  thereby  to  have  owned  stock  in  the  corporation  that  the 
partnership  owned  for  any  period  prior  to  the  time  the  person 
became  a  partner.  In  such  cases,  under  the  attribution  and  other 
holding  period  rules  of  the  transitional  provision  a  qualified  per- 
son's holding  period  for  the  underlying  stock  is  the  lesser  of  (1)  the 
period  during  which  the  entity  held  the  stock  in  the  qualified  cor- 
poration, or  (2)  the  period  during  which  the  qualified  person  held 
the  interest  in  the  entity.  In  other  situations,  the  basic  attribution 
and  holding  period  rules  of  the  transitional  rule  provision  may  pro- 
vide a  different  result.41 

The  bill  clarifies  that  the  rule  that  all  members  of  a  controlled 
group  of  corporations  (as  defined  in  section  267(f)(1))  are  treated  as 
a  single  corporation  applies  solely  for  purposes  of  determining 
whether  the  corporation  meets  the  size  requirements  for  relief. 
Thus,  it  is  clarified  that  it  is  not  necessary  for  all  members  of  a 
group  that,  in  the  aggregate,  meets  the  size  requirements  for  a 
qualified  corporation,  to  liquidate  before  January  1,  1989,  in  order 
for  the  liquidation  of  one  member  of  the  group  to  qualify  for  relief. 
It  is  not  intended  that  an  S  corporation  be  included  as  a  member  of 


4 1  For  example,  if  a  qualified  person  held  stock  of  a  corporation  and  subsequently  contributed 
j  that  stock  to  a  partnership,  the  person's  holding  period  would  include  the  entire  period  the 
stock  was  held,  directly  or  indirectly. 

The  bill  does  not  make  any  statutory  change  with  respect  to  section  1223  since  section  1223 
does  not  by  its  terms  operate  to  extend  attribution  periods,  as  explained  above. 
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the  group  unless  such  corporation  was  a  C  corporation  for  its  tax- 
able year  including  August  1,  1986  or  was  an  S  corporation  that 
was  not  described  in  section  1374(c)(1)  or  (2)  of  prior  law  for  such 
taxable  year. 

The  bill  also  provides  a  rule  to  prevent  the  use  of  qualified  corpo- 
rations as  conduits  for  the  sale  of  assets  by  corporations  that  are 
not  qualified.  It  is  expressly  provided  that  the  transition  rules  do 
not  apply  where  a  principal  purpose  of  a  carryover  basis  transfer  of 
an  asset  to  a  qualified  corporation  is  to  secure  the  benefits  of  the 
special  transition  rules.  This  provision  is  not  intended  to  limit  the 
application  of  the  step  transaction  doctrine  or  other  doctrines  that 
would  prevent  the  use  of  the  transition  rules.  It  is  expected  that  a 
similar  step  transaction  approach  would  be  applied  in  the  case  of 
any  transfer  of  assets  to  any  corporation  that  qualified  for  transi- 
tion under  any  of  the  other  provisions  of  the  Act,  if  a  principal  pur- 
pose of  the  transfer  was  to  secure  the  benefit  of  transition  for  an 
otherwise  non-qualified  transaction. 

The  bill  makes  certain  other  clerical  and  conforming  changes. 

d.  Other  transitional  rules  (sees.  10206(g)(9)-(g)(12)  of  the 
bill  and  sees.  633(f)(2),  (3),  (4),  and  (5)  of  the  Reform 
Act) 

Present  Law 

The  Act  provided  certain  targeted  transitional  rules. 

Explanation  of  Provision 

The  bill  makes  certain  corrections  to  the  existing  targeted  transi- 
tional rules. 


F.  Allocation  of  purchase  price  in  certain  sales  of  assets  (sec. 
10206(h))  of  the  bill,  sec.  641  of  the  Reform  Act,  and  sec.  1060  of 
the  Code) 

Present  Law 

Under  the  Act,  in  the  case  of  an  ' 'applicable  asset  acquisition" 
both  the  buyer  and  the  seller  must  allocate  purchase  price  using 
the  so-called  "residual  method"  of  allocation.  Thus,  both  parties 
must  use  this  method,  as  described  in  regulations  under  section  338 
of  the  Code.42  An  applicable  asset  acquisition  is  any  transfer  of 
assets  constituting  a  business  in  which  the  transferee's  basis  is  de- 
termined wholly  by  reference  to  the  purchase  price  paid  for  the 
assets.43 

The  Treasury  Department  is  authorized  to  require  information 
reporting  by  the  parties  to  an  applicable  asset  acquisition. 


Explanation  of  Provisions 

The  bill  provides  that  section  1060  applies  to  a  distribution  or 
transfer  of  an  interest  in  a  partnership  to  which  section  755  ap- 
plies, for  purposes  of  determining  the  value  of  goodwill  or  going 
concern  value  (or  similar  items)  under  section  755.44 

The  bill  provides  that  any  information  reporting  required  by  the 
Treasury  Department  pursuant  to  this  provision  constitutes  an  in- 
formation return  for  purposes  of  the  penalty  provisions  of  the 
Code. 

The  bill  makes  certain  other  clerical  and  conforming  changes. 


42  See.  Temp.  Treas.  Reg.  sec.  1.338(b)-2T.  The  Act  endorsed  the  use  of  the  residual  method 
generally  and  applied  the  same  method  regardless  of  whether  a  transfer  took  the  form  of  a 
stock  transfer  or  an  asset  transfer.  The  Act  did  not  preclude  the  Treasury  Department  from 
making  changes  to  the  final  regulations,  not  inconsistent  with  the  statutory  purpose. 

43  A  transaction  may  constitute  an  applicable  asset  acquisition  even  though  section  1031  (re- 
lating to  like-kind  exchanges)  applies  to  a  portion  of  the  assets  transferred. 

44  The  provisions  of  section  1060  of  the  Code  are  not  intended  to  preclude  the  Internal  Reve- 
nue Service  from  applying  the  residual  method  in  other  situations,  including  situations  not  in- 
volving an  applicable  asset  acquisition,  pursuant  to  its  authority  under  other  provisions  of  the 
Code. 
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G.  Related  Party  Sales  (sec.  10206(i)  of  the  bill,  sec.  642  of  the 
Reform  Act,  and  sec.  453  of  the  Code) 

Present  Law 

Installment  sale  treatment  is  not  available  for  gain  on  a  sale  of 
property  to  a  related  party;  rather,  the  seller  must  include  all  pay- 
ments to  be  received  in  the  year  of  the  disposition.  Contingent  pay- 
ments must  also  be  included  in  the  seller's  income  in  the  year  of 
disposition.  Under  the  Act,  in  the  rare  and  extraordinary  case  in 
which  the  fair  market  value  of  contingent  payments  may  not  be 
reasonably  ascertained,  basis  shall  be  recovered  ratably.  The  so- 
called  "open  transaction' '  cost-recovery  method  of  reporting  sanc- 
tioned in  Burnet  v  Logan,  283  U.S.  404  (1931)  may  not  be  used.45 
The  Act  also  provides  that,  in  the  case  of  such  contingent  pay- 
ments, the  purchaser  may  not  increase  basis  by  any  amount  until 
the  seller  has  included  such  amount  in  income. 

Related  parties  include  a  person  and  all  entities  more  than  50 
percent  owned,  directly  or  indirectly,  by  that  person.  Related  par- 
ties also  generally  include  entities  more  than  50  percent  owned,  di- 
rectly or  indirectly,  by  the  same  persons. 

Explanation  of  Provisions 

The  bill  clarifies  that  the  requirement  that  the  purchaser  may 
not  increase  basis  by  any  amount  until  the  seller  has  included  such 
amount  in  income  applies  not  only  to  contingent  payments  as  to 
which  the  fair  market  value  may  not  be  reasonably  ascertained  but 
also  to  any  other  amount  in  an  installment  sale  of  depreciable 
property  between  related  parties. 

The  bill  also  provides  that  related  parties,  for  purposes  of  these 
installment  sale  provisions,  include  partnerships  that  are  more 
than  50  percent  owned,  directly  or  indirectly,  by  the  same  persons. 


No  inference  was  intended  as  to  the  viability  of  the  cost  recovery  method  under  prior  law. 
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H.  Amortizable  Bond  Premium  (sec.  10206(j)  of  the  bill,  sec.  643 
of  the  Reform  Act,  and  sec.  171  of  the  Code) 

Present  Law 

The  deduction  for  amortizable  bond  premium  is  treated  as  inter- 
est, except  as  otherwise  provided  in  regulations.  Thus,  for  example, 
bond  premium  is  treated  as  interest  for  purposes  of  applying  the 
investment  interest  limitations. 

The  provision  is  effective  for  obligations  acquired  after  October 
22,  1986.  For  taxpayers  who  have  elections  in  effect  as  of  October 
22,  1986,  the  statute  provides  that  such  elections  will  apply  to  obli- 
gations issued  after  that  date  only  if  the  taxpayer  so  chooses  (in 
such  manner  as  may  be  prescribed  by  the  Secretary). 

Explanation  of  Provision 

The  bill  provides  that,  except  as  otherwise  provided  in  regula- 
tions, amortizable  bond  premium  is  treated  as  an  offset  to  interest 
income  on  the  bond,  rather  than  as  a  separate  interest  deduction 
item  subject  to  the  various  provisions  relating  to  interest  deduc- 
tions. 

The  bill  provides  that,  for  taxpayers  who  have  elections  in  effect 
as  of  October  22,  1986,  such  elections  will  apply  to  obligations  ac- 
quired after  that  date  (rather  than  to  obligations  ssued  after  that 
date)  only  if  the  taxpayer  so  chooses  (in  such  manner  as  may  be 
prescribed  by  the  Secretary). 

L  Certain  Entity  Not  Taxed  as  a  Corporation  (sec.  10206(k)  of  the 
Reform  Act  and  sec.  10206(k)  of  the  bill) 

Present  Law 

The  Act  provided  that  a  certain  trust  (Great  Northern  Iron  Ore 
Trust)  is  not  taxed  as  a  corporation  if  specified  conditions  are  satis- 
fied, including  non-exercise  of  certain  powers  contained  in  its  trust 
instrument. 

Explanation  of  Provision 

The  bill  makes  certain  clarifications  and  corrections  regarding 
the  conditions  that  must  be  satisfied  in  order  that  the  trust  not  be 
taxed  as  a  corporation. 
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J.  Regulated  Investment  Companies  (sees.  10206(l)-10206(o)  of  the 
bill,  sees.  651-657  of  the  Reform  Act,  and  sees.  851,  852  and  4982 
of  the  Code) 

Present  Law 
Excise  tax  on  undistributed  income 

Section  4982  imposes  an  excise  tax  on  the  undistributed  income 
of  regulated  investment  companies.  In  order  to  avoid  paying  this 
tax,  a  RIC  must,  during  the  calendar  year,  distribute  97  percent  of 
its  ordinary  income  for  the  calendar  year  and  90  percent  of  its  cap- 
ital gain  net  income  for  the  one-year  period  ending  on  October  31 
of  such  calendar  year.  The  amount  of  capital  gain  net  income  is  not 
reduced  by  the  amount  of  any  net  operating  loss  of  the  RIC. 

A  RIC  is  given  sufficient  earnings  and  profits  so  that  any  distri- 
bution that  otherwise  is  treated  as  dividend  by  the  RIC  qualifies  as 
a  dividend  under  the  excise  tax.  No  additional  earnings  and  profits 
are  created  for  redemption  distributions  that  otherwise  may  qual- 
ify for  a  dividends  paid  deduction. 

Definition  of  regulated  investment  company 

A  RIC  must  derive  at  least  90  percent  of  its  income  from  certain 
specified  sources,  including  income  that  is  derived  with  respect  to 
its  business  of  investing  in  stocks,  securities  or  currencies  (the  "90 
percent  test").  In  addition,  a  RIC  must  derive  less  than  30  percent 
of  its  gross  income  from  the  sale  or  other  disposition  of  stock  or  se- 
curities held  for  less  than  3  months  (the  "30  percent  test").  In  the 
case  of  RICs  that  have  so-called  series  funds,  the  above  tests  are 
applied  to  each  fund  separately. 

A  corporation  that  is  registered  as  a  business  development  com- 
pany under  the  Investment  Company  Act  of  1940,  is  eligible  to  be  a 
RIC. 

Explanation  of  Provisions 
Excise  tax  on  undistributed  net  income 

The  bill  provides  that  in  determining  a  RICs  ordinary  income 
under  the  excise  tax,  gain  or  loss  attributable  to  a  section  988 
transaction  which  would  properly  taken  into  account  for  the  por- 
tion of  the  calendar  year  after  October  31  is  taken  into  account  in 
the  following  year.  This  provision  does  not  apply  to  a  RIC  electing 
to  use  its  taxable  year  for  purposes  of  computing  the  excise  tax. 

Under  the  bill,  for  purposes  of  determining  the  amount  that  a 
RIC  must  distribute  in  order  to  avoid  the  excise  tax  under  section 
4982,  a  RIC  may  reduce  (but  not  below  its  net  capital  gain)  its  cap- 
ital gain  net  income  (as  computed  for  purposes  of  section  4981)  by 
the  amount  of  any  "net  ordinary  loss"  of  the  RIC.  The  net  ordinary 
loss  of  the  RIC  is  equal  to  the  amount  that  would  be  the  net  oper- 

(1208) 
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ating  loss  of  the  RIC  for  the  calendar  year,  with  certain  modifica- 
tions. The  net  capital  gain  of  the  RIC  for  this  purpose  has  the  same 
meaning  as  under  section  1221(11)  determined  by  treating  the  one- 
year  period  ending  on  October  31  of  the  calendar  year  (or  such 
other  one  year  period  used  by  the  RIC  for  purposes  of  section  4892) 
as  the  company's  taxable  year. 

Under  the  bill,  in  the  case  of  a  RIC  that  does  not  have  a  taxable 
year  ending  on  October  31,  and  has  not  elected  to  use  its  own  tax- 
able year  for  purposes  of  computing  the  excise  tax  under  section 
4982,  the  earnings  and  profits  of  the  RIC  are  determined  without 
regard  to  any  net  capital  loss  or  net  foreign  currency  loss  attributa- 
ble to  transactions  after  October  31  of  such  year,  but  only  to  the 
extent  that  the  amount  distributed  during  the  calendar  year  does 
not  exceed  th  required  distribution  for  such  calendar  year  (as  de- 
termined under  section  4982). 

The  bill  creates  an  exception  to  the  excise  tax  where  the  RIC  is 
owned  mostly  by  specified  tax-exempt  entities.  The  tax  does  not 
apply  to  any  RIC  for  any  calendar  year  if  at  all  times  during  such 
year,  all  its  shareholders  were  certain  segregated  asset  accounts  of 
insurance  companies  or  qualified  trusts.  Shares  attributable  to  an 
investment  of  less  than  $250,000  made  in  connection  with  the  orga- 
nization of  a  RIC  will  not  prevent  the  RIC  from  qualifying  for  this 
exception. 

Definition  of  regulated  investment  company 

The  bill  clarifies  that  income  derived  by  a  RIC  from  a  partner- 
ship or  trust  shall  be  treated  as  derived  with  respect  to  the  RIC's 
business  of  investing  in  stocks,  securities  or  currencies,  only  to  the 
extent  that  such  income  is  attributable  to  items  of  income  which 
would  be  derived  with  respect  to  that  business  if  realized  by  theRIC 
in  the  same  manner  as  by  the  partnership  or  trust.46 

The  bill  also  clarifies  that  the  30-percent  test  is  applied  with  re- 
spect to  sales  or  other  dispositions  of  the  stocks,  securities  (both  as 
defined  for  purposes  of  the  90-percent  test),  options,  futures,  and 
forward  contracts  ("851(b)(3)  property").  In  the  case  of  foreign  cur- 
rency gains  (as  defined  in  section  988(b))  directly  related  to  the 
company's  principal  business  of  investing  in  stocks  or  securities,  it 
is  intended  that  such  gains  shall  be  treated  as  gains  on  851(b)(3) 
property  held  for  less  than  three  months  only  to  the  extent  derived 
as  part  of  the  gains  on  disposition  of  851(b)(3)  property  held  for  less 
than  three  months.  Generally,  foreign  currency  gains  not  directly 
related  to  the  company's  principal  business  of  investing  in  stocks 
or  securities  shall  be  treated  as  gains  on  851(b)(3)  property  held  for 
less  than  three  months.  Thus,  for  example,  foreign  currency  gains 
of  a  market  maker  in  currencies  generally  shall  be  treated  as  gains 
on  851(b)(3)  property  held  for  less  than  three  months. 

In  addition,  the  bill  modifies  the  application  of  the  30-percent 
rule  in  two  situations.  First,  the  bill  provides  that  gains  after  the 
adoption  of  a  plan  of  complete  liquidation  are  not  be  taken  into  ac- 
count under  the  test  if  the  RIC  liquidates  within  one  taxable  year. 


46  This  is  similar  to  the  rule  used  to  characterize  items  of  income,  gain,  loss,  deduction  or 
credit  includible  in  a  partner's  distributive  share.  See  I.R.C.  section  702(b). 
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Second,  under  the  bill,  a  fund  that  belongs  to  a  series  will  not  be 
disqualified  under  the  30-percent  test  by  reason  of  sales  resulting 
from,  and  occurring  within  five  days  of,  abnormal  redemptions  if 
(1)  during  that  year  the  fund  had  abnormal  redemptions  aggregat- 
ing more  than  thirty  percent  of  net  asset  value  and  (2)  all  funds  in 
the  series  would  meet  the  test  if  treated  as  a  single  RIC.  Abnormal 
redemptions  occur  if  net  redemptions  on  any  day  exceed  one  per- 
cent of  the  fund's  net  asset  value. 

The  bill  provides  that  a  corporation  that  elects  to  be  treated  as  a 
business  development  company  under  the  Investment  Company 
Act  of  1940  is  eligible  to  be  a  RIC. 


K.  Real  Estate  Investment  Trusts  (sec.  10206(o)-10206(s)  of  the 
bill,  sees.  661-669  of  the  Reform  Act,  and  sees.  856-857  and  4981 
of  the  Code) 

Present  Law 

At  least  75  percent  of  the  gross  income  of  a  real  estate  invest- 
ment trust  (a  ''REIT")  must  be  derived  from  certain  specified 
sources,  including  rents  from  real  property  and  "qualified  tempo- 
rary investment  income."  Qualified  temporary  investment  income 
is  income  attributable  to  stock  or  debt  instruments  that  is  attribut- 
able to  the  temporary  investment  of  new  capital  (as  defined  in  sec- 
tion 856(c)(6)(E)(ii)).  In  addition,  with  certain  exceptions,  less  than 
30  percent  of  the  gross  income  of  a  REIT  must  be  derived  from  the 
sale  or  exchange  of  certain  properties,  including  real  property  held 
for  less  than  four  years  (the  "30-percent  test"). 

A  REIT  generally  may  not  treat  amounts  as  rents  from  real 
property  if  the  determination  of  such  amounts  depends  in  whole  or 
in  part  on  the  income  or  profits  of  any  person  from  such  property. 
An  exception  is  provided  where  a  REIT  receives  or  accrues 
amounts  with  respect  to  real  or  personal  property  from  a  tenant 
that  derives  substantially  all  of  its  income  with  respect  to  such 
property  from  the  subleasing  of  substantially  all  of  such  property, 
and  such  tenant  receives  or  accrues  only  amounts  that  would  be 
treated  as  rents  from  real  property  if  received  by  the  REIT.  A  simi- 
lar rule  is  provided  for  interest. 

Section  4981  imposes  on  REITs  an  excise  tax  on  the  excess  of  the 
required  distributions  over  the  distributed  amount  for  the  calendar 
year.  The  required  amount  equals  the  sum  of  specified  percentages 
of  its  ordinary  income  and  its  capital  gain  net  income.  The  amount 
of  capital  gain  net  income  under  the  excise  tax  is  not  reduced  by 
the  amount  of  any  net  operating  loss  of  the  REIT.  The  distributed 
amount  is  increased  by  the  amount  of  the  dividends  paid  deduction. 
Net  income  from  foreclosure  property  is  not  a  required  distribu- 
tion, but  amounts  attributable  to  such  income  are  included  in  the 
distributed  amount,  because  they  give  rise  to  a  dividends  paid  de- 
duction. 

Income  from  a  shared  appreciation  provision  relating  to  a  loan 
held  by  the  REIT  that  is  secured  by  real  property  is  treated  as  gain 
from  the  sale  of  the  real  property  that  secures  the  loan,  effective 
for  taxable  years  beginning  after  December  31,  1986. 

Explanation  of  Provisions 

The  bill  clarifies  that  for  purposes  of  the  definition  of  qualified 
temporary  investment  income,  the  term  "debt  instrument"  has  the 
same  meaning  as  under  section  1275(aXD-  The  bill  provides  that  in 
the  year  in  which  a  REIT  is  completely  liquidated,  for  purposes  of 
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the  30  percent  test,  the  REIT  does  not  take  into  account  any  gain 
from  the  sale,  exchange,  or  distribution  of  any  property  after  the 
adoption  of  the  plan  of  complete  liquidation.  The  bill  also  provides 
that  the  provisions  of  the  1986  Act  relating  to  the  treatment  of 
shared  appreciation  mortgages  apply  to  taxable  years  beginning 
after  December  31,  1986,  but  only  with  respect  to  obligations  ac- 
quired after  October  22,  1986. 

The  bill  also  clarifies  that  if  a  REIT  receives  or  accrues  amounts 
with  respect  to  real  or  personal  property  from  a  tenant  that  de- 
rives substantially  all  of  its  income  with  respect  to  such  property 
from  the  subleasing  of  substantially  all  of  such  property,  and  a  por- 
tion of  the  amount  that  the  tenant  receives  or  accrues  with  respect 
to  such  property  would  be  treated  as  rents  from  real  property  if  re- 
ceived by  the  REIT,  then  the  amounts  received  or  accrued  by  the 
REIT  from  the  tenant  would  not  fail  to  be  treated  as  rents  from 
real  property  by  reason  of  being  based  on  the  net  income  or  profits 
of  the  tenant,  to  the  extent  that  the  amounts  received  or  accrued 
by  the  REIT  are  attributable  to  amounts  received  by  the  tenant 
that  would  be  treated  as  rents  from  real  property  if  received  by  the 
REIT.  A  similar  rule  is  provided  for  interest.  In  determining  the 
portion  of  the  rent  (or  interest)  received  from  the  tenant  that  may 
qualify  as  rent  from  real  property  (or  interest)  in  these  circum- 
stances, allocation  rules  similar  to  those  applicable  under  section 
856(d)(4)  (or  section  856(f)(2))  are  intended  to  apply. 

Under  the  bill,  for  purposes  of  determining  the  amount  that  a 
REIT  must  distribute  in  order  to  avoid  the  excise  tax  under  section 
4981,  a  REIT  may  reduce  its  capital  gain  net  income  by  the  amount 
of  any  "net  ordinary  loss"  of  the  REIT.  The  net  ordinary  loss  of  the 
REIT  is  an  amount  equal  to  the  amount  that  would  be  the  net  op- 
erating loss  of  the  REIT  for  the  calendar  year,  with  certain  modifi- 
cations. In  addition,  so  as  to  assure  a  consistent  treatment  of  net 
income  from  foreclosure  property,  dividends  attributable  to  such 
property  are  excluded  from  the  definition  of  distributed  amount. 


L.  Real  Estate  Mortgage  Investment  Conduits  (Sees.  10206(t)- 
10206(v)  of  the  bill,  sees.  671-675  of  the  Reform  Act,  and  sees. 
860A-860G  and  856  of  the  Code) 

Present  Law 
Requirements  for  qualification  as  a  REMIC 

To  qualify  as  a  real  estate  mortgage  investment  conduit 
("REMIC"),  substantially  all  of  an  entity's  assets  must  consist  of 
qualified  mortgages  and  permitted  investments  as  of  the  close  of 
the  fourth  month  ending  after  the  startup  day  and  each  quarter 
ending  thereafter  (the  "asset  test"). 

A  qualified  mortgage  is  an  obligation  principally  secured  directly 
or  indirectly  by  an  interest  in  real  property.  It  is  unclear  whether 
loans  secured  by  stock  in  a  cooperative  housing  corporation  and 
debt  instruments  that  are  secured  by  other  debt  instruments, 
which  other  debt  instruments  are  secured  principally  by  interests 
in  real  property,  may  be  treated  as  qualified  mortgages.  In  general, 
a  qualified  mortgage  must  be  transferred  to  a  REMIC  on  or  before 
the  startup  day,  or  purchased  by  the  REMIC  within  three  months 
of  the  startup  day. 

Permitted  investments  consist  of  cash  flow  investments,  qualified 
reserve  assets,  and  foreclosure  property.  A  qualified  reserve  asset  is 
intangible  property  which  is  held  for  investment  and  is  part  of  a 
qualified  reserve  fund.  A  qualified  reserve  fund  is  any  reasonably 
required  reserve  to  provide  for  full  payment  of  expenses  of  the 
REMIC  or  amounts  due  on  regular  interests  in  the  event  of  de- 
faults on  qualified  mortgages. 

Foreclosure  property  is  property  that  would  be  foreclosure  prop- 
erty if  acquired  by  a  real  estate  investment  trust  one-year  period. 
Property  ceases  to  be  foreclosure  property  on  the  date  which  is  one 
year  after  the  date  the  REMIC  acquired  such  property.  No  tax  is 
imposed  on  the  REMIC  with  respect  to  income  from  foreclosure 
property. 

All  interests  in  the  REMIC  must  be  regular  interests  or  residual 
interests.  A  regular  interest  is  an  interest  the  terms  of  which  are 
fixed  on  the  startup  day  and  which  unconditionally  entitles  the 
holder  to  receive  a  specified  principal  amount  and  provide  that  in- 
terest amounts  are  payable  based  on  a  fixed  rate.  A  residual  inter- 
est is  any  interest  that  is  so  designated  and  that  is  not  a  regular 
interest  in  a  REMIC.  The  startup  day  is  any  day  selected  by  the 
REMIC  that  is  on  or  before  the  first  day  on  which  regular  interests 
in  the  REMIC  are  issued. 

Taxes  on  the  REMIC 

A  REMIC  is  required  to  pay  a  tax  equal  to  100  percent  of  the  its 
net  income  from  prohibited  transactions.  With  certain  exceptions,  a 
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disposition  of  a  qualified  mortgage  is  a  prohibited  transaction.  No 
exception  is  provided  for  the  repurchase  of  a  defective  mortgage  in 
lieu  of  its  substitution.  In  addition,  any  disposition  of  a  cash  flow 
asset  is  treated  as  a  prohibited  transaction. 

Taxation  of  the  holders  of  residual  interests 

Generally,  the  holder  of  a  residual  interest  in  a  REMIC  takes 
into  account  his  daily  portion  of  the  taxable  income  or  net  loss  of 
such  REMIC  for  each  day  during  which  he  held  such  interest.  With 
certain  exceptions,  the  taxable  income  of  a  REMIC  is  determined 
in  the  same  manner  as  in  the  case  of  an  individual. 

The  taxable  income  of  any  holder  of  a  residual  interest  in  a 
REMIC  for  any  taxable  year  shall  not  be  less  than  the  excess  inclu- 
sion for  that  year.  Thrift  institutions  are  excepted  from  this  re- 
quirement and  may  therefore  offset  excess  inclusion  with  net  oper- 
ating losses.  The  effect  of  these  rules  on  affiliated  groups  is  un- 
clear. 

If  a  tax-exempt  organization  subject  to  the  tax  on  unrelated  busi- 
ness income  holds  a  residual  interest,  its  excess  inclusion  is  treated 
as  unrelated  business  taxable  income.  The  tax  consequences  of  the 
holding  of  a  residual  interest  by  a  tax-exempt  organization  which  is 
not  subject  to  the  tax  on  unrelated  business  taxable  income  are  un- 
certain. 

Other  provisions 

For  procedural  purposes,  a  REMIC  is  treated  as  a  partnership, 
and  holders  of  a  residual  interest  are  treated  as  partners.  Thus,  a 
return  for  the  REMIC  must  be  signed  by  a  holder  of  a  residual  in- 
terest. 

Explanation  of  Provisions 
Requirements  for  qualification  as  a  REMIC 

The  bill  makes  the  asset  test  continuous  after  the  third  month. 
Thus,  after  the  third  month,  substantially  all  of  a  REMIC's  assets 
must,  at  all  times,  consist  only  of  qualified  mortgages  and  permit- 
ted assets.  The  asset  test  does  not  apply  during  the  qualified  liqui- 
dation period. 

The  bill  clarifies  the  definition  of  a  qualified  mortgage  by  requir- 
ing that  the  mortgage  be  principally  secured  directly  by  an  interest 
in  real  property.  Thus,  under  the  bill,  debt  instruments  that  are  se- 
cured by  other  debt  instruments,  which  other  debt  instruments  are 
secured  principally  by  interests  in  real  property,  may  not  be  treat- 
ed as  qualified  mortgages.47  The  bill  provides,  however,  that  loans 
secured  principally  by  stock  in  a  cooperative  housing  corporation 
may  be  treated  as  qualified  mortgages.  The  bill  also  provides  that 
to  be  treated  as  a  qualified  mortgage,  an  obligation  must  be  trans- 
ferred to  a  REMIC  on  the  startup  day  in  exchange  for  regular  or 
residual  interests  in  the  REMIC  or  purchased  by  the  REMIC 


47  A  regular  interest  in  a  REMIC,  which  is  treated  as  a  debt  instrument  for  Federal  income 
tax  purposes,  may  be  treated  as  a  qualified  mortgage,  however. 
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within  three  months  of  the  startup  day  pursuant  to  a  fixed-price 
contract  in  effect  on  the  startup  day.48 

Under  the  bill,  the  definition  of  a  qualified  reserve  fund  is  broad- 
ened to  include  reasonably  required  reserves  to  provide  for  full 
payment  of  amounts  due  on  regular  interests  in  the  event  of  lower 
than  expected  returns  on  cash  flow  investments. 

Under  the  bill,  the  definition  of  regular  interest  is  broadened  to 
encompass  interests  which  entitle  the  holder  to  interest  payments 
consisting  of  a  specified  portion  of  the  interest  payments  on  quali- 
fied mortgages  if  such  payment  does  not  vary  during  the  period  the 
regular  interest  is  outstanding.  Thus,  to  qualify  as  a  regular  inter- 
est under  this  language,  an  interest  must  have  payments  commenc- 
ing from  the  startup  day.  The  committee's  intent  in  broadening  the 
definition  is  to  permit  an  interest  in  a  REMIC  to  qualify  as  a  regu- 
lar interest  if  the  amount  of  interest  is  disproportionate  to  the 
specified  principal  amount. 

The  bill  also  provides  that  a  regular  interest  in  a  REMIC  must 
be  issued  on  the  startup  day  with  fixed  terms  and  must  be  desig- 
nated as  a  regular  interest.  Under  the  bill,  a  residual  interest  also 
must  be  issued  on  the  startup  day.  Under  the  bill,  the  startup  day 
is  any  day  in  which  the  REMIC  issues  all  of  its  regular  and  residu- 
al interests.  In  addition,  to  the  extent  provided  in  regulations,  all 
interests  issued  and  all  transfers  to  the  REMIC  during  any  period 
(not  exceeding  10  days)  permitted  in  such  regulations  may  be  treat- 
ed as  occurring  on  the  startup  day. 

Taxes  on  the  REMIC 

The  bill  provides  that  the  repurchase  of  a  defective  mortgage  in 
lieu  of  substitution  is  not  treated  as  a  prohibited  transaction.  It 
also  provides  that  the  sale  of  cash  flow  investments  required  to  pre- 
vent defaults  on  a  regular  interest  where  the  threatened  defaults 
result  from  a  default  on  one  or  more  qualified  mortgages  or  to  fa- 
cilitate a  clean-up  call  is  not  treated  as  a  prohibited  transaction. 

In  addition,  if  any  property  is  contributed  to  the  REMIC  after 
the  startup  day,  the  bill  imposes  a  tax  on  the  REMIC  for  the  tax- 
able year  in  which  the  contribution  is  received  equal  to  100  percent 
of  the  amount  (by  value)  of  such  contribution.  Exceptions  to  this 
tax  are  made  for  cash  contributions  (1)  made  to  facilitate  a  clean- 
up call  or  a  qualified  liquidation,  (2)  in  the  nature  of  a  guarantee, 
(3)  during  the  three  months  following  the  startup  day,  (4)  to  a 
qualified  reserve  fund  by  the  holder  of  a  residual  interest  or  (5)  as 
permitted  in  Treasury  regulations. 

A  clean-up  call  is  the  prepayment  of  the  remaining  principal  bal- 
ance of  a  class  of  regular  interests  when,  by  reason  of  prior  pay- 
ments with  respect  to  those  interests,  the  administrative  costs  asso- 
ciated with  servicing  that  class  outweigh  the  benefits  of  maintain- 
ing the  class.  It  typically  occurs  when  there  is  no  more  than  a 
small  percentage  of  the  particular  class  of  interests  outstanding.  It 


48  For  this  purpose,  mortgages  may  be  considered  to  be  purchased  pursuant  to  a  fixed-price 
contract  despite  the  fact  that  the  purchase  price  may  be  adjusted  where  the  mortgages  are  not 
delivered  by  the  seller  on  the  startup  day,  provided  that  the  adjustment  is  in  the  nature  of  dam- 
ages for  failure  to  deliver  the  mortgages  rather  than  as  a  result  of  fluctuations  in  market  price 
between  the  startup  day  and  the  date  of  delivery. 
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does  not  include  the  retirement  of  a  class  undertaken  in  order  to 
profit  from  a  change  in  interest  rates. 

Under  the  bill,  if  a  tax-exempt  organization  holds  a  residual  in- 
terest in  a  REMIC,  the  REMIC  will  be  subject  to  a  quarterly  tax  at 
the  highest  corporate  rate  on  the  excess  inclusion  of  such  organiza- 
tion to  the  extent  that  such  excess  inclusion  is  not  subject  to 
income  tax,  including  the  tax  on  unrelated  business  income.  Such 
tax  will  be  imposed  regardless  of  whether  the  tax-exempt  organiza- 
tion holds  the  interest  directly  or  through  pass-through  entities. 

Under  the  bill,  a  REMIC  is  subject  to  tax  at  the  highest  rate  ap- 
plicable to  corporations  on  its  "net  income  from  foreclosure  proper- 
ty." Net  income  from  foreclosure  property  is  the  amount  that 
would  be  the  REMIC's  net  income  from  foreclosure  property  under 
section  857(b)(4)(B)  if  the  REMIC  were  a  real  estate  investment 
trust.  Thus,  if  a  REMIC  acquires  foreclosure  property  and  receives 
amounts  with  respect  to  such  property  that  would  not  be  treated  as 
certain  types  of  qualifying  income  if  received  by  a  real  estate  in- 
vestment trust  (sec.  857(b)(4)(B)),  then  the  REMIC  would  be  subject 
to  tax  on  such  amounts.  In  addition,  such  property  generally  would 
be  treated  as  foreclosure  property  for  a  period  of  two  years,  al- 
though this  period  may  be  shortened  or  extended  under  certain  cir- 
cumstances (sec.  856(e)).  The  amount  of  the  REMIC's  taxable 
income  is  reduced  by  any  tax  paid  with  respect  to  income  from 
foreclosure  property. 

Taxation  of  holders  of  residual  interests 

Under  the  bill,  the  Treasury  is  granted  regulatory  authority  to 
determine  the  taxable  income  of  a  REMIC  in  a  manner  other  than 
as  in  the  case  of  an  individual.  The  committee  intends  that  this  au- 
thority be  used  to  permit  the  REMIC  generally  to  treat  bad  debts 
as  other  than  nonbusiness  bad  debts,  but  not  to  take  the  dividends 
received  deduction.  It  also  intends  that  the  Treasury  use  its  author- 
ity to  prevent  individuals  from  using  the  REMIC  election  to  cir- 
cumvent their  limitations  on  bad  debt  and  capital  loss  deduc- 
tions.49 

The  bill  clarifies  that  all  members  of  an  affiliated  group  are 
treated  as  one  taxpayer  for  purposes  of  the  rule  requiring  that  tax- 
able income  be  no  less  than  excess  inclusions.  Thus,  net  operating 
losses  of  the  group  cannot  be  used  to  offset  excess  inclusions.  Also, 
the  bill  clarifies  that  the  exception  for  thrift  institutions  is  avail- 
able only  if  the  thrift  itself,  and  not  any  affiliate  of  the  thrift,  holds 
the  residual  interest.  Thus,  net  operating  losses  of  the  thrift  may 
offset  excess  inclusions  only  in  the  case  of  residual  interests  held 
by  the  thrift. 

Other  provisions 

For  REMICs  which  are  trusts  or  corporations  under  local  law, 
the  trustee  or  corporation,  as  the  case  may  be,  will  have  the  same 
responsibility  to  file  a  return  and  pay  tax  as  a  residual  holder.  The 
committee  expects  that  the  Internal  Revenue  Service  will  issue 
Employer  Identification  Numbers  to  REMICS. 


49  The  committee  also  intends  that  the  income  from  residual  interests  will  be  treated  as  port- 
folio income  for  purposes  of  the  passive  loss  rules. 
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The  bill  also  grants  authority  to  the  Treasury  Department  to 
provide  appropriate  rules  for  the  treatment  of  transfers  of  qualified 
replacement  mortgages  to  a  REMIC  where  the  transferor  holds  any 
interest  in  the  REMIC.  It  is  intended  that  these  regulations  may 
provide  rules  for  determining  the  basis  of  mortgages  transferred  to 
or  received  from  a  REMIC  as  part  of  a  replacement  of  qualified 
mortgages,  and  also  may  provide  rules  for  determining  or  adjusting 
the  basis  of  qualified  mortgages  held  by  the  REMIC  before  or  after 
the  replacement.  In  addition,  the  bill  grants  authority  to  the  Treas- 
ury Department  to  provide  that  a  mortgage  will  be  treated  as  a 
qualified  replacement  mortgage  only  if  it  is  part  of  a  bona  fide  re- 
placement and  is  not  part  of  a  swap  of  mortgages.  Thus,  the  Treas- 
ury is  authorized  to  issue  regulations  which  prevent  a  taxpayer 
from  avoiding  recognition  on  the  exchange  of  appreciated  mort- 
gages by  contributing  such  mortgages  to  a  REMIC,  and  then 
having  the  REMIC  (which  will  have  a  fair  market  value  basis),  ex- 
change the  mortgages  for  other  mortgages. 

The  bill  clarifies  that  certain  provisions  relating  to  REMICs  are 
effective  as  of  January  1,  1987.  Thus,  for  example,  interests  in  a 
REMIC  are  eligible  to  be  treated  as  qualifying  assets  for  a  thrift 
institution,  regardless  of  the  institution's  taxable  year.  In  addition, 
the  bill  makes  certain  clerical  and  technical  amendments  to  the 
statute. 

Effective  Date 

In  general,  the  provisions  of  the  bill  are  effective  as  of  January  1, 
1987.  The  provision  relating  to  the  definition  of  the  startup  day, 
the  definitions  of  regular  and  residual  interests,  the  requirement 
that  qualified  mortgages  be  transferred  to  the  REMIC  in  exchange 
for  regular  or  residual  interests  on  the  startup  day  or  purchased 
pursuant  to  a  fixed  price  contract,  and  the  100-percent  tax  on  con- 
tributions of  property  to  REMICs  after  the  startup  day  do  not 
apply  to  any  REMIC  whose  startup  day  (as  defined  under  present 
law)  is  before  July  1,  1987.  The  provision  relating  to  the  asset  test 
for  REMICs  is  effective  as  of  January  1,  1988.  The  tax  imposed 
where  a  tax-exempt  organization  owns  a  residual  interest  is  effec- 
tive as  of  October  13,  1987.  The  provision  relating  to  the  filing  of 
returns  is  effective  on  the  date  of  enactment. 


VII.  Minimum  Tax  Provisions  (Sec.  10207  of  the  bill,  sec.  501  of 
the  Reform  Act,  and  sees.  55-59  of  the  Code) 

Present  Law 

Under  present  law,  as  amended  by  the  Act,  taxpayers  are  subject 
to  an  alternative  minimum  tax  which  is  payable,  in  addition  to  all 
other  tax  liabilities,  to  the  extent  it  exceeds  the  taxpayer's  regular 
tax.  The  tax  is  imposed  at  a  rate  of  21  percent  (20  percent  in  the 
case  of  a  corporation)  on  alternative  minimum  taxable  income  in 
excess  of  an  exemption  amount.  Alternative  minimum  taxable 
income  generally  is  the  taxpayer's  taxable  income,  as  increased  or 
decreased  by  certain  adjustments  and  preferences.  The  foreign  tax 
credit  generally  is  allowed  to  offset  up  to  90  percent  of  the  tax,  and 
the  regular  investment  tax  credit  is  allowed  to  offset  up  to  25  per- 
cent of  a  corporation's  minimum  tax. 

Adjustments  and  preferences  are  provided  for  accelerated  depre- 
ciation, mining  exploration  and  development  costs,  certain  long- 
term  contracts,  pollution  control  facilities,  installment  sales,  circu- 
lation and  research  and  experimental  expenditures  of  individuals, 
miscellaneous  itemized  deductions,  itemized  deductions  for  State 
and  local  taxes,  Merchant  Marine  Capital  Construction  Funds,  spe- 
cial insurance  deductions,  percentage  depletion  in  excess  of  basis, 
excess  intangible  drilling  costs,  incentive  stock  options,  excess  bad 
debt  reserves  of  financial  institutions,  tax-exempt  interest  on  cer- 
tain bonds,  appreciated  property  charitable  deductions,  farm  losses, 
and  passive  losses. 

In  addition,  for  1987  through  1989,  one-half  of  the  excess  of  pre- 
tax book  income  of  a  corporation  over  other  alternative  minimum 
taxable  income  is  a  preference.  For  taxable  years  beginning  after 
1989,  three-fourths  of  the  excess  of  adjusted  current  earnings  over 
other  alternative  minimum  taxable  income  is  a  preference. 

These  provisions  are  effective  for  taxable  years  beginning  after 
December  31,  1986. 

Explanation  of  Provisions 

Computation  of  tax. — The  bill  provides  that  a  taxpayer's  regular 
tax  will  be  reduced  by  the  possessions  tax  credit  under  section  27(b) 
since  income  eligible  for  the  credit  is  not  included  in  the  minimum 
tax  base.  The  bill  also  clarifies  that  where  a  corporation's  tax  base 
is  measured  by  something  other  than  taxable  income,  such  as  unre- 
lated business  taxable  income,  real  estate  investment  trust  taxable 
income,  or  life  insurance  company  taxable  income,  alternative  min- 
imum taxable  income  is  determined  using  that  tax  base. 

Adjustments. — The  bill  clarifies  that  the  percentage  of  contract 
completed  used  for  purposes  of  determining  the  minimum  tax  ad- 
justment for  long-term  contracts  is  the  same  percentage  as  used  for 
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regular  tax  purposes  under  section  460,  except  that  in  the  case  of 
small  construction  contracts  described  in  section  460(eXD,  the  per- 
centage of  the  contract  completed  shall  be  determined  by  using 
costs  as  determined  for  purposes  of  the  regular  tax  and  by  using 
the  simplified  procedures  for  allocation  of  costs  as  added  by  the 
bill.  The  bill  also  clarifies  that  the  deduction  for  regular  tax  pur- 
poses for  personal  exemptions  is  not  allowed  under  the  minimum 
tax,  since  a  minimum  tax  exemption  amount  is  provided.  Further, 
the  bill  provides  that  only  interest  which  is  qualified  residence  in- 
terest for  purposes  of  the  regular  tax  may  qualify  as  deductible 
housing  interest  for  purposes  of  the  minimum  tax,  clarifies  that 
minimum  tax  investment  interest  and  minimum  tax  passive  losses 
do  not  include  minimum  tax  housing  interest,  and  provides  that  in- 
vestment income  for  purposes  of  the  minimum  tax  takes  into  ac- 
count the  minimum  tax  preferences  and  adjustments. 

Book  income. — The  bill  provides  that  an  income  statement  that  is 
filed  with  a  Federal,  state,  or  local  government  must  be  prepared 
for  a  substantial  nontax  purpose  in  order  to  be  an  applicable  finan- 
cial statement.  Thus,  an  income  tax  return,  franchise  tax  return  or 
other  similar  return  prepared  for  the  purpose  of  determining  any 
tax  liability  that  is  filed  with  Federal,  State,  or  local  authorities 
does  not  constitute  an  applicable  financial  statement.  In  addition, 
an  income  statement  used  by  a  government  for  statistical  purposes 
only  is  not  prepared  for  a  substantial  nontax  purpose.  The  bill  also 
provides  that  if  a  taxpayer  has  two  or  more  financial  statements 
with  the  same  priority,  the  applicable  financial  statement  shall  be 
the  one  specified  in  regulations  promulgated  by  the  Secretary  of 
the  Treasury. 

The  gross  amount  of  dividends  (i.e.  gross  of  any  withholding 
taxes)  received  from  a  section  936  corporation,  like  dividends  re- 
ceived from  other  nonconsolidated  corporations,  are  included  in  the 
recipient's  adjusted  net  book  income.  To  the  extent  that  the  alter- 
native minimum  taxable  income  of  the  recipient  is  increased  by 
reason  of  the  inclusion  of  such  dividends  in  adjusted  net  book 
income,  the  bill  clarifies  that  a  pro  rata  portion  of  withholding  or 
income  taxes  is  treated,  for  minimum  tax  purposes,  as  creditable 
foreign  taxes  paid  by  the  recipient.  The  maximum  amount  of  with- 
holding or  income  taxes  that  may  be  treated  as  creditable  foreign 
taxes  is  50  percent  of  the  taxes.  However,  this  amount  is  reduced 
on  a  proportionate  basis  if  a  lesser  amount  of  the  dividends  from 
the  936  corporation  is  taken  into  account  in  computing  alternative 
minimum  taxable  income. 

The  bill  also  clarifies  that  if  a  taxpayer  does  not  choose  to  take 
the  benefit  of  section  901  with  respect  to  income,  war  profits,  or 
excess  profits  taxes  imposed  by  a  foreign  country  or  possession  of 
the  United  States,  or  is  prohibited  from  taking  the  benefit  of  sec- 
tion 901  (i.e.  taxes  described  in  section  901(j)),  adjusted  net  book 
income  is  reduced  by  only  those  taxes.  That  is,  taxes  which  are  not 
deductible  for  regular  tax  purposes  (for  example,  withholding  or 
income  taxes  imposed  by  a  U.S.  possession  on  dividends  received 
from  a  section  936  corporation)  are  not  deductible  for  this  purpose. 
Similarly,  the  related  income  is  to  be  reflected  gross  of  any  of  these 
nondeductible  taxes. 
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Adjusted  current  earnings. — The  bill  clarifies  that  the  rule  pro- 
viding that  income  on  an  annuity  contract  is  included  in  adjusted 
current  earnings  does  not  apply  to  a  qualified  annuity  contract 
held  under  a  plan  described  in  section  403(a). 

The  bill  provides  an  elective  alternative  to  the  general  rule  re- 
quiring depreciation  for  adjusted  current  income  purposes  to  be 
computed  using  whichever  of  two  methods  yields  deductions  with 
the  smallest  present  value.  The  two  methods  are  the  alternative 
depreciation  system  described  in  section  168(g)  and  the  method 
used  for  book  purposes.  A  taxpayer  may  instead  elect  to  compute 
depreciation  by  taking  a  deduction  equal  to  the  amount  necessary 
to  increase  the  amount  of  accumulated  depreciation  (for  adjusted 
current  earnings  purposes)  on  the  property  to  the  lesser  of  the  ac- 
cumulated depreciation  allowed  as  of  the  end  of  the  taxable  year 
under  either  the  alternative  depreciation  system  described  in  sec- 
tion 168(g)  or  the  the  method  used  for  book  purposes.  The  election 
does  not  affect  the  depreciable  basis  allowed  for  purposes  of  the  ad- 
justed current  earnings  provision. 

A  taxpayer  may  elect  to  use  the  alternative  method  for  any  tax- 
able year  beginning  after  1989.  The  election  applies  to  all  property 
placed  in  service  during  that  taxable  year,  and  is  irrevocable  with 
respect  to  such  property.  If  an  election  is  made  for  the  first  taxable 
year  for  which  the  adjusted  current  earnings  provision  is  effective, 
the  election  applies  to  all  property  placed  in  service  during  that 
taxable  year  and  all  previous  taxable  years.  A  taxpayer  is  not  re- 
quired to  use  the  alternative  method  for  property  placed  in  service 
during  any  other  taxable  year  by  reason  of  having  made  the  elec- 
tion for  a  prior  taxable  year. 

The  bill  also  provides  a  special  rule  in  the  case  of  any  property 
subject  to  a  lease  where  the  income  of  the  taxpayer  for  book  pur- 
poses with  respect  to  such  property  is  determined  without  an  allow- 
ance for  depreciation.  This  situation  may  arise,  for  example,  where 
a  taxpayer  leases  property  in  a  transaction  that  is  treated  for  book 
purposes  as  a  direct  financing  lease  under  FAS  13  (as  amended). 

In  such  a  situation,  the  excess  (if  any)  of  the  income  from  the 
lease  for  adjusted  current  earnings  purposes  (determined  without 
regard  to  this  provision  or  any  other  allowance  for  depreciation) 
over  the  income  from  the  lease  reported  for  book  purposes  is  treat- 
ed as  the  depreciation  deduction  determined  with  respect  to  such 
property  for  book  purposes. 

The  adjusted  current  earnings  depreciation  for  such  property  for 
any  taxable  year  is  to  be  determined  using  the  alternative  method 
described  above.  This  use  of  the  alternative  method  is  not  intended 
to  be  considered  as  an  election  of  the  alternative  method  applicable 
to  all  property  placed  in  service  during  the  taxable  year. 

The  bill  additionally  provides  that,  in  the  case  of  property  de- 
scribed in  paragraphs  (1),  (2),  (3),  or  (4)  of  section  168(f),  the  amount 
of  depreciation  allowable  for  regular  tax  purposes  shall  be  treated 
as  the  amount  allowable  under  the  alternative  system  of  section 
168(g)  for  the  purpose  of  determining  adjusted  current  earnings  de- 
preciation. It  is  normally  anticipated  that  the  alternative  method 
(described  above)  will  be  used  and  that  such  use  will  not  be  consid- 
ered as  an  election  of  the  alternative  method  applicable  to  all  prop- 
erty placed  in  service  during  that  taxable  year. 


1221 


Preferences. — The  bill  clarifies  that  the  preference  for  bond  inter- 
est only  applies  to  tax-exempt  bonds  and  the  exception  for  refund- 
ing bonds  includes  both  current  and  advance  refundings.  The  bill 
also  clarifies  that  the  charitable  contribution  preference  applies  to 
trusts  and  estates  as  well  as  all  other  taxpayers. 

The  bill  provides  that  for  purposes  of  the  individual  minimum 
tax,  stock  acquired  pursuant  to  the  exercise  of  an  incentive  stock 
option  exercised  after  October  14,  1987,  will  be  treated  without 
regard  to  the  rules  of  section  421.  Instead  the  rules  of  section  83 
will  apply  to  the  stock  in  determining  the  individual's  alternative 
minimum  taxable  income.  For  example,  if  a  taxpayer  acquires 
stock  pursuant  to  the  exercise  of  an  incentive  stock  option  and  dis- 
poses of  the  stock  in  the  same  taxable  year,  the  tax  treatment 
under  the  regular  tax  and  the  minimum  tax  will  be  the  same;  if 
the  stock  is  disposed  of  in  a  disqualifying  disposition  in  a  subse- 
quent taxable  year,  the  "spread"  between  the  option  price  and  fair 
market  value  of  the  stock  (determined  in  accordance  with  the  rules 
of  section  83)  will  be  included  in  alternative  minimum  taxable 
income  in  the  first  taxable  year  and  in  taxable  income  (but  not  in 
alternative  minimum  taxable  income)  in  the  subsequent  taxable 
year.  In  addition,  if  the  stock  acquired  is  subject  to  a  lapse  restric- 
tion, amounts  will  be  included  in  the  alternative  minimum  taxable 
income  in  accordance  with  the  rules  of  section  83.  (For  options  ex- 
ercised on  or  before  October  14,  1987,  and  disposed  of  in  a  disquali- 
fying disposition,  the  minimum  tax  treatment  and  the  regular  tax 
treatment  will  be  the  same  for  both  the  year  of  exercise  and  the 
year  of  disposition.) 

Investment  tax  credits. — The  bill  clarifies  that  the  total  amount 
of  the  general  business  credit  allowable  to  a  C  corporation  for  a 
taxable  year  in  which  the  regular  tax  exceeds  the  tentative  mini- 
mum tax  is  determined  as  if  the  portion  of  the  general  business 
credit  not  attributable  to  the  regular  investment  tax  credit  first 
offset  the  regular  tax,  and  the  regular  investment  credits  (to  the 
extent  otherwise  available)  then  reduced  the  net  tax  to  75  percent 
of  the  tentative  minimum  tax.  This  rule  affects  only  the  determina- 
tion of  amount  of  the  general  business  credit  allowable  in  a  taxable 
year  and  does  not  change  the  usual  ordering  rules  of  section  38. 

For  example,  assume  a  corporation  had  $100  million  of  regular 
tax,  $80  million  of  tentative  minimum  tax,  $30  million  of  regular 
investment  tax  credits  (disregarding  the  cutback  under  section  49 
for  purposes  of  this  example),  and  $20  million  of  other  general  busi- 
ness credits.  $40  million  of  the  general  business  credit  would  be  al- 
lowed for  the  taxable  year — $20  million  by  reason  of  the  general 
rule  of  section  38(c)(1)  allowing  the  general  business  credit  to  offset 
the  excess  of  the  net  income  tax  over  the  tentative  minimum  tax 
and  $20  million  by  reason  of  the  special  rule  of  section  38(c)(2)  (as 
redesignated  by  the  bill)  allowing  unused  regular  investment  cred- 
its to  offset  25  percent  of  the  tentative  minimum  tax.  The  above 
result  would  occur  without  regard  to  the  taxable  years  in  which 
I    the  various  credits  arose. 

The  bill  also  clarifies  that  the  regular  investment  tax  credit 
cannot  be  used  in  a  taxable  year  to  the  extent  that  it,  in  conjunc- 
tion with  the  NOL  deduction  and  the  foreign  tax  credit,  would 
reduce  the  amount  of  tax  payable  by  the  taxpayer  to  less  than  10 
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percent  of  the  tentative  minimum  tax  (determined  without  regard 
to  the  NOL  deduction  and  foreign  tax  credits). 

Foreign  tax  credits. — The  bill  clarifies  that  for  purposes  of  deter- 
mining whether  any  income  is  high-taxed  income  in  applying  sec- 
tion 904(d)(2)  in  computing  the  alternative  minimum  tax  foreign 
tax  credit,  the  alternative  minimum  tax  rate  is  to  be  used  in  lieu  of 
the  regular  tax  rate. 

Clerical  amendments. — The  bill  makes  numerous  clerical  amend- 
ments and  corrects  several  cross  references  to  these  provisions. 

Transitional  provisions. — The  bill  provides  that,  for  property  that 
is  depreciated  under  the  new  ACRS  system  during  a  taxable  year 
of  the  taxpayer  that  begins  before  1987,  the  new  minimum  tax  de- 
preciation (or  pollution  control  facility  amortization)  rules  apply  to 
measure  the  preference,  but  the  preference  applies  only  to  property 
to  which  the  prior  law  rules  of  paragraphs  (4)  and  (12)  of  section 
57(a)  applied.  The  bill  also  provides  that  in  the  case  of  a  fiscal  year 
trust  or  estate  beginning  in  1986  and  ending  in  1987,  the  prior  law 
apportionment  rules  will  apply  notwithstanding  that  a  benefi- 
ciary's taxable  year  begins  in  1987.  The  bill  also  contains  certain 
transition  rules  that  were  inadvertently  amended  or  deleted  in  en- 
rolling the  Act. 


VIII.  Accounting  Provisions  (Sec.  10208  of  the  Bill) 

1.  Limitation  on  the  use  of  the  cash  method  of  accounting  (sec. 
10208(a)  of  the  bill,  sec.  801  of  the  Reform  Act,  and  sees.  448, 
461,  and  464  of  the  Code) 

a.  Definition  of  qualified  personal  service  corporations 
Present  Law 

Qualified  personal  service  corporations  are  excepted  from  the 
general  rule  denying  the  use  of  the  cash  method  of  accounting  to  a 
C  corporation  or  a  partnership  with  a  C  corporation  as  a  partner.  A 
qualified  personal  service  corporation  is  a  corporation  that  meets 
both  a  function  test  and  an  ownership  test.  The  function  test  is  met 
if  substantially  all  the  activities  of  the  corporation  are  the  perform- 
ance of  services  in  the  field  or  fields  of  health,  law,  engineering, 
architecture,  accounting,  actuarial  science,  performing  arts,  and 
consulting. 

The  ownership  test  is  met  if  substantially  all  (i.e.,  95  percent)  of 
the  value  of  the  outstanding  stock  in  the  corporation  is  owned,  di- 
rectly or  indirectly,  by  employees  performing  services  for  the  corpo- 
ration in  connection  with  the  qualified  services  performed  by  the 
corporation,  retired  individuals  who  performed  such  services  for 
the  corporation  or  its  predecessors),  the  estate  of  such  an  individ- 
ual, or  any  other  person  who  acquired  stock  by  reason  of  the  death 
of  such  an  employee  (for  the  two-year  period  beginning  with  the 
death  of  such  employee). 

A  special  rule  is  provided  allowing  the  common  parent  of  an  af- 
filiated group  (within  the  meaning  of  section  1504(a))  to  elect  to 
treat  all  members  of  such  affiliated  group  as  one  taxpayer  for  the 
purpose  of  determining  if  the  ownership  test  is  met,  provided  that 
substantially  all  of  the  activities  of  the  members  of  such  affiliated 
group  involve  the  performance  of  services  in  the  same  field  satisfy- 
ing the  function  test. 

Explanation  of  Provision 

The  bill  provides  that,  for  the  purpose  of  determining  if  a  corpo- 
-  ration  meets  the  ownership  test,  indirect  ownership  of  stock  is  to 
be  taken  into  account  only  where  stock  is  owned  indirectly  through 
one  or  more  partnerships,  S  corporations,  or  qualified  personal 
service  corporations.  Thus,  other  forms  of  indirect  stock  ownership 
(e.g.,  as  a  result  of  attribution  between  family  members  or  a  hold- 
ing company)  are  not  considered  in  determining  if  the  ownership 
test  is  satisfied.  Stock  that  is  owned  by  a  partnership,  S  corpora- 
tion, or  qualified  personal  service  corporation  is  considered  to  be 
owned  by  its  owners  in  the  same  proportion  as  their  ownership  of 
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the  partnership,  S  corporation  or  qualified  personal  service  corpo- 
ration. 

The  bill  also  provides  that  a  common  parent  of  an  affiliated 
group  may  elect  to  treat  all  members  of  such  group  as  one  taxpay- 
er for  the  purpose  of  determining  if  the  ownership  test  is  met 
where  substantially  all  of  the  activities  of  such  affiliated  group  in- 
volve the  performance  of  services  in  the  same  field  satisfying  the 
function  test.  Thus,  if  substantially  all  of  the  activities  of  the  affili- 
ated group,  taken  as  a  whole,  are  the  performance  of  services  in  a 
field  satisfying  the  function  test,  an  election  is  available  to  apply 
the  ownership  test  to  the  group  as  a  whole.  The  function  test,  how- 
ever, must  still  be  applied  to  each  separate  corporation. 

b.  Requirement  that  tax  shelters  in  oil  and  gas  must  pay 

cash  before  year  end 

Present  Law 

Under  section  461(i),  in  the  case  of  tax  shelters,  no  deduction  is 
allowed  with  respect  to  an  item  until  there  has  been  economic  per- 
formance with  respect  to  that  item.  Under  a  special  rule  applicable 
to  tax  shelters  in  oil  and  gas,  economic  performance  with  respect  to 
drilling  of  an  oil  or  gas  well  is  deemed  to  occur  at  the  time  of  spud- 
ding. 

Explanation  of  Provision 

When  the  special  spudding  rule  for  economic  performance  was 
adopted  by  Congress  in  the  Deficit  Reduction  Act  of  1984,  economic 
performance  was  deemed  to  occur  at  the  time  of  spudding  of  an  oil 
or  gas  well  where  the  taxpayer  had  paid  for  the  drilling  costs  prior 
to  the  close  of  the  taxpayer's  year.  The  Reform  Act  inadvertently 
removed  the  requirement  that  the  taxpayer  must  have  paid  for  the 
drilling  costs  by  the  close  of  the  taxpayer's  year  in  order  for  the 
special  spudding  rule  to  apply.  The  bill  provides  that  tax  shelters 
in  oil  and  gas  must  have  paid  for  the  drilling  activity  before  the 
end  of  its  taxable  year  in  order  for  spudding  to  be  considered  as 
economic  performance. 

In  the  case  of  of  a  partnership,  a  partner's  deduction  of  drilling 
expenses  that  are  treated  as  economically  performed  by  reason  of 
the  spudding  rule  is  limited  to  the  partner's  cash  basis  in  the  part- 
nership. A  partner's  cash  basis  is  equal  to  the  adjusted  basis  of  it's 
interest  in  the  partnership,  determined  without  regard  to  amounts 
related  to  certain  borrowings.  These  amounts  are  (1)  any  liability  of 
the  partnership,  (2)  any  amount  borrowed  by  the  partner  with  re- 
spect to  the  partnership  which  was  either  arranged  by  the  partner- 
ship or  any  participant  in  the  organization,  sale  or  management  of 
the  partnership,  and  (3)  any  amount  borrowed  by  the  partner  if 
such  borrowing  was  secured  by  the  assets  of  any  partnership. 

c.  Limitations  on  farming  deductions 

Present  Law 

Under  Code  section  464(a),  farming  syndicates  are  allowed  a  de- 
duction for  amounts  paid  for  feed,  seed,  fertilizer,  or  other  similar 
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farm  supplies  no  earlier  than  the  taxable  year  in  which  such  feed, 
seed,  fertilizer,  or  other  supplies  actually  are  used  or  consumed. 

Under  Code  section  464(b),  farming  syndicates  are  required  to 
capitalize  the  cost  of  poultry  purchased  for  use  in  a  trade  or  busi- 
ness and  to  deduct  such  cost  ratably  over  the  lesser  of  12  months  or 
the  useful  life  of  such  poultry  in  the  trade  or  business.  In  addition, 
a  farming  syndicate  may  deduct  only  the  cost  of  poultry  purchased 
for  sale  in  the  taxable  year  in  which  the  poultry  is  disposed  of. 

The  Reform  Act  applies  Code  section  464(a)  and  464(b)  to  certain 
persons  prepaying  50  percent  or  more  of  certain  farming  expenses, 
with  respect  to  the  portion  of  such  expenses  exceeding  50  percent. 

The  Act  denies  the  use  of  the  cash  method  of  accounting  to  any 
tax  shelter.  The  definition  of  tax  shelter  for  this  purpose  includes 
all  farming  syndicates. 

Explanation  of  Provision 

The  bill  provides  that  sections  464(a)  and  464(b)  shall  not  apply 
to  farming  syndicates  in  taxable  years  beginning  after  December 
31,  1986,  because  these  rules  are  duplicated  by  the  rules  of  the 
Reform  Act  that  require  tax  shelters  to  use  an  accrual  method  of 
accounting. 

2.  Capitalization  rules  for  inventory,  construction,  and  develop- 
ment costs  (sec.  10208(b)  of  the  bill,  sec.  803  of  the  Reform 
Act,  and  section  263A  of  the  Code) 

Present  Law 

In  general 

The  uniform  cost  capitalization  rules  apply  to  the  manufacture 
or  construction  of  all  tangible  property  and  to  the  purchasing  and 
holding  property  for  resale.  Exceptions  to  these  rules  are  provided 
for  property  produced  by  the  taxpayer  for  personal  use,  research 
and  experimental  costs  allowable  as  a  deduction  under  section  174, 
certain  development  and  other  costs  of  oil  and  gas  wells  and  miner- 
al property  deductible  under  section  263(c),  616(a),  or  617(a),  proper- 
ty produced  pursuant  to  a  long-term  contract,  and  the  production 
of  timber  and  certain  ornamental  trees. 

Simplified  method  for  retailers 

Taxpayers  with  gross  receipts  in  excess  of  $10  million  who  ac- 
quire property  for  resale  are  required  to  apply  the  uniform  capital- 
ization rules  with  respect  to  such  property.  The  uniform  capitaliza- 
tion rules  require  that  all  direct  costs  of  such  property  and  such 
property's  proper  share  of  those  indirect  costs,  part  or  all  of  which 
are  allocable  to  such  property,  be  absorbed  into  the  inventory  costs 
of  the  property,  rather  than  currently  expensed.  Included  in  the 
costs  required  to  be  absorbed  into  inventory  cost  are  off-site  storage 
costs  and  related  handling  costs.  The  Secretary  of  the  Treasury  is 
directed  to  prescribe  regulations  providing  for  simplified  proce- 
dures for  the  application  of  the  uniform  capitalization  rules  in  the 
case  of  property  acquired  for  resale. 
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Capitalization  of  interest 

Interest  costs  are  subject  to  special  rules.  Capitalization  of  inter- 
est is  required  only  if  the  taxpayer  is  engaged  in  the  manufacture 
or  construction  of  property  (i.e.,  resellers  are  exempt),  and  only  if 
the  property  produced  is  real  property  or  personal  property  that  is 
long-lived  or  has  an  extended  production  period.  Interest  costs  are 
allocable  to  the  production  or  construction  of  property  if  they  are 
directly  attributable  to  production  expenditures  incurred  in  produc- 
ing the  property,  or  could  have  been  avoided  if  the  production  ex- 
penditures had  not  been  incurred.  Interest  incurred  or  continued  in 
connection  with  property  used  to  produce  property  is  also  subject 
to  capitalization. 

Special  rules  for  farmers 

Special  rules  also  apply  to  the  production  of  farm  products.  In 
general,  the  uniform  capitalization  rules  apply  to  such  production 
only  if  the  product  has  a  preproductive  period  of  more  than  two 
years.  The  special  rule  do  not  apply  to  taxpayers  required  to  use  an 
accrual  method  of  accounting  under  section  447  or  448.  Except  for 
taxpayers  using  the  annual  accrual  method  of  accounting,  taxpay- 
ers required  to  use  an  accrual  method  of  accounting  must  capital- 
ize preproductive  expenses. 

Certain  farmers  otherwise  required  to  capitalize  preproductive 
period  costs  may  elect  to  deduct  them  currently,  provided  the  alter- 
native cost  recovery  system  is  used  on  all  farm  assets  and  the  ex- 
pensed costs  are  recaptured  upon  disposition  of  the  product.  The 
election  is  not  available  to  taxpayers  required  to  use  the  accrual 
method  of  accounting  or  engaged  in  the  production  of  pistachios.  In 
addition,  costs  incurred  in  replanting  edible  crops  following  loss  or 
damage  due  to  freezing  temperatures,  disease,  drought,  pests,  or 
casualty  may  be  deducted  currently.  This  exception  may  apply  to 
costs  incurred  by  persons  other  than  the  taxpayer  who  incurred 
the  loss  or  damage,  provided  (1)  the  taxpayer  who  incurred  the  loss 
or  damage  retains  an  equity  interest  of  more  than  50  percent  in 
the  property  on  which  the  loss  or  damage  occurred  and  (2)  the 
person  claiming  the  deduction  materially  participates  in  the  plant- 
ing or  maintenance  of  the  property  during  the  four-taxable  year 
period  beginning  with  the  year  of  the  loss  or  damage. 

Effective  dates 

In  the  case  of  inventories,  the  provisions  generally  are  effective 
for  taxable  years  beginning  after  December  31,  1986.  In  the  case  of 
self-constructed  property  and  noninventory  property  held  for  sale, 
the  rules  apply  to  costs  incurred  after  December  31,  1986,  unless 
incurred  with  respect  to  property  on  which  substantial  construc- 
tion (whether  by  the  taxpayer  or  by  another  person)  occurred 
before  March  1,  1986. 

Explanation  of  Provision 

In  general 

The  bill  adds  to  the  list  of  costs  specifically  exempted  from  the 
uniform  capitalization  rules  costs  incurred  in  connection  with  oil 
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and  gas  wells  or  mineral  property  that  are  subject  to  amortization 
pursuant  to  section  291(b)(2),  263(c),  263(i),  616,  or  617,  and  costs 
(other  than  circulation  expenditures)  subject  to  ten-year  amortiza- 
tion under  section  59(e). 

Simplified  method  for  retailers 

The  Secretary  of  the  Treasury  is  directed  to  issue  regulations 
providing  for  simplified  procedures  for  the  application  of  the  uni- 
form capitalization  rules  in  the  case  of  property  acquired  for  resale. 
It  is  anticipated  that  such  regulations  will  provide  a  method  for 
computing  allocation  ratios  for  the  purpose  of  assigning  a  portion 
of  total  costs  to  ending  inventory  or  cost  of  sales.  The  allocation 
ratio  for  assigning  storage  costs  and  related  handling  costs  is  to  be 
determined  by  dividing  the  gross  amount  of  such  costs  by  the  sum 
of  beginning  inventory  balances  plus  purchases  for  the  taxable 
year. 

Capitalization  of  interest 

The  bill  also  clarifies  that,  in  determining  the  amount  of  interest 
that  must  be  capitalized  in  connection  with  an  asset  used  to 
produce  property,  the  methods  applied  under  the  general  interest 
allocation  rules  are  applied  to  the  full  cost  of  the  asset.1  According- 
ly, any  interest  specifically  traceable  to  such  an  asset  must  first  be 
allocated  to  the  produced  property;  interest  on  other  debt  of  the 
taxpayer  is  then  allocated  to  the  extent  required  under  the  avoided 
cost  method.2 

Finally,  the  bill  clarifies  that  a  cost  is  subject  to  capitalization 
under  this  provision  only  to  the  extent  it  is  otherwise  taken  into 
account  in  computing  taxable  income  for  any  taxable  year.  Thus, 
for  example,  the  portion  of  a  taxpayer's  interest  expense  that  is  al- 
locable to  personal  loans,  and  hence  is  disallowed  under  section 
163(h),  may  not  be  included  in  a  capital  or  inventory  account  and 
recovered  through  depreciation  or  amortization  deductions,  as  a 
cost  of  sales,  or  in  any  other  manner. 

Special  rules  for  farmers 

The  special  rule  for  costs  incurred  by  persons  other  than  the  tax- 
payer in  connection  with  replanting  a  crop  of  the  taxpayer  follow- 
ing loss  or  damage  due  to  freezing  temperatures,  etc.,  is  modified. 
Under  the  bill,  such  costs  may  be  deducted  without  regard  to 
whether  they  were  incurred  (or  the  persons'  material  participation 
occurs)  within  the  four-taxable  year  period  following  the  loss  or 
damage. 

Many  taxpayers  using  the  annual  accrual  method  of  accounting, 
other  than  taxpayer's  engaged  in  the  trade  or  business  of  growing 
sugar  cane,  were  required  under  section  278  of  prior  law  to  capital- 
ize preproductive  expenses  (e.g.,  citrus  growers).  The  Reform  Bill 


1  If  an  asset  is  not  used  exclusively  in  the  production  of  a  single  property,  the  total  interest 
cost  associated  with  the  asset  is  allocated  among  the  various  properties  produced. 

2  To  avoid  double  counting,  any  interest  allocated  to  property  under  this  rule  is  not  again 
allocated  to  the  property  under  the  general  interest  allocation  rule.  For  example,  interest  allo- 
cated under  the  general  rule  to  depreciation  on  an  asset  used  to  produce  property,  which  would 
be  a  production  expenditure  that  would  "attract"  interest  under  the  avoided  cost  method,  might 
otherwise  duplicate  interest  allocated  under  this  special  rule  for  production-related  assets. 
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repealed  section  278.  The  bill  restricts  the  taxpayers  that  use  the 
annual  accrual  method  of  accounting  that  may  expense  preproduc- 
tive  expenses  to  taxpayers  engaged  in  the  trade  or  business  of 
farming  sugar  cane. 

3.  Long-term  contracts  (sec.  10208(c)  of  the  bill,  sec.  804  of  the 
Reform  Act,  and  sec.  460  of  the  Code) 

Present  Law 

Taxpayers  engaged  in  the  production  of  property  under  a  long- 
term  contract  must  compute  income  from  the  contract  under  either 
the  percentage  of  completion  method  or  the  percentage  of  comple- 
tion-capitalized cost  method.  Under  the  percentage  of  completion 
method,  the  taxpayer  must  include  in  gross  income  for  the  taxable 
year  an  amount  equal  to  the  product  of  (1)  the  gross  contract  price 
and  (2)  the  percentage  of  the  contract  completed  during  the  taxable 
year.  The  percentage  of  a  contract  completed  during  the  taxable 
year  is  determined  by  comparing  costs  incurred  with  respect  to  the 
contract  during  the  year  with  the  estimated  total  contract  costs. 

In  the  taxable  year  in  which  a  contract  reported  under  the  per- 
centage of  completion  method  is  completed,  a  determination  is 
made  whether  the  taxes  paid  with  respect  to  the  contract  in  each 
year  of  the  contract  were  more  or  less  than  the  amount  that  would 
have  been  paid  if  gross  income  had  been  computed  by  using  the 
actual  gross  contract  price  and  the  actual  total  contract  costs, 
rather  than  the  anticipated  contract  price  and  costs.  Interest  must 
be  paid  by  the  taxpayer  if,  applying  this  'lookback"  method,  there 
is  an  underpayment  by  the  taxpayer  with  respect  to  a  taxable  year. 
Similarly,  interest  must  be  paid  to  the  taxpayer  by  the  Internal 
Revenue  Service  if  there  is  an  overpayment. 

Under  the  percentage  of  completion-capitalized  cost  method,  the 
taxpayer  must  take  into  account  40  percent  of  the  items  with  re- 
spect to  the  contract  under  the  percentage  of  completion  method. 
The  remaining  60  percent  of  the  items  under  the  contract  must  be 
taken  into  account  under  the  taxpayer's  normal  method  of  account- 
ing (e.g.,  completed  contract  method,  accrual  shipment  method). 

Costs  that  directly  benefit,  or  are  incurred  by  reason  of,  a  tax- 
payer's long-term  contract  activities  must  be  allocated  to  its  long- 
term  contracts  in  the  manner  provided  in  the  Treasury  regulations 
under  section  451  for  extended  period  long-term  contracts.  This 
method  of  allocation  is  required  irrespective  of  whether  the  con- 
tract is  reported  under  the  percentage  of  completion-capitalized 
cost  method  or  the  percentage  of  completion  method.  While  costs 
may  be  deducted  in  the  year  incurred  if  they  relate  to  a  contract 
(or  portion  of  a  contract)  reported  under  the  percentage  of  comple- 
tion method,  whether  costs  are  allocable  to  such  a  contract  is  none- 
theless relevant  because  it  affects  the  determination  of  the  percent- 
age of  the  contract  completed  during  the  year. 

Explanation  of  Provision 

The  bill  authorizes  the  Secretary  of  the  Treasury  to  prescribe  a 
simplified  procedure  for  the  allocation  of  costs  to  a  contract  for 
purposes  of  applying  the  percentage  of  completion  method.  Thus, 
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for  example,  the  Secretary  may  permit  the  determination  of  the 
percentage  of  a  contract  completed  during  the  taxable  year  to  be 
based  on  fewer  costs  than  are  taken  into  account  for  purposes  of 
applying  the  completed  contract  method  or  other  long-term  con- 
tract method  of  accounting.  This  simplified  method  may  not  be 
used  by  taxpayers  using  the  percentage  of  completion-capitalized 
method  for  accounting  for  long-term  contracts. 

The  bill  also  provides  that,  in  applying  the  look-back  method, 
amounts  received  or  accrued  after  completion  of  the  contract  are 
taken  into  account  by  discounting  such  amounts  to  their  value  as 
of  the  completion  of  the  contract.  The  Federal  mid-term  rate  as  of 
the  time  the  amount  was  received  is  the  applicable  discount  rate. 
The  bill  exempts  a  long-term  contract  from  application  of  the  look- 
back method  if  the  taxpayer  expects  to  complete  the  contract 
within  two  years  of  the  contract  commencement  date  and  the  gross 
contract  price  does  not  exceed  the  lesser  of  $1  million  or  1  percent 
of  the  taxpayer's  average  gross  receipts  for  the  three  taxable  years 
preceding  the  year  the  contract  was  entered  into. 

4.  Taxable  years  of  certain  entities  (sec.  10208(e)  of  the  bill,  sec. 
806  of  the  Reform  Act,  and  sees.  706,  1378,  441,  and  267  of  the 
Code) 

a.  Majority  interest  taxable  years 
Present  Law 

A  partnership  may  not  have  a  taxable  year  other  than  the  tax- 
able year  of  the  partners  owning  a  majority  interest  in  partnership 
profits  and  capital.  If  partners  owning  a  majority  of  partnership 
profits  and  capital  do  not  have  the  same  taxable  year,  the  partner- 
ship must  adopt  the  same  taxable  year  as  its  principal  partners.  If 
the  principal  partners  of  the  partnership  do  not  have  the  same  tax- 
able year  and  no  majority  of  its  partners  have  the  same  taxable 
year,  the  partnership  must  adopt  the  calendar  year  or  such  other 
period  as  the  Secretary  of  the  Treasury  may  prescribe  by  regula- 
tions. 

The  majority  interest  rule  does  not  apply  unless  the  period  that 
constitutes  the  taxable  year  of  partners  owning  a  majority  interest 
in  partnership  profits  and  capital  has  been  the  same  for  the  three- 
taxable-year  period  of  such  partners  ending  on  or  before  the  begin- 
ning of  such  taxable  year  of  the  partnership.  If  the  partnership  has 
not  been  in  existence  for  all  of  such  three-taxable-year  period,  the 
period  that  constitutes  the  taxable  year  of  the  partners  owning  a 
majority  interest  in  profits  and  capital  must  have  been  the  same 
for  the  taxable  years  of  such  partners  ending  with  or  within  the 
period  of  the  partnership's  existence. 

Explanation  of  Provision 

The  bill  provides  that  a  partnership  may  not  have  a  taxable  year 
other  than  its  majority  interest  tax<aoie  year.  If  the  partnership 
does  not  have  a  majority  interest  taxable  year,  it  may  not  have  a 
taxable  year  other  than  the  taxable  year  of  all  of  its  principal  part- 
ners. If  the  partnership  does  not  have  a  majority  interest  taxable 
year  and  all  of  its  principal  partners  do  not  have  the  same  taxable 
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year  (or  the  partnership  has  no  principal  partners),  the  partnership 
may  not  have  a  taxable  year  other  than  the  calendar  year,  unless 
the  Secretary  of  the  Treasury,  by  regulations,  prescribes  another 
period. 

The  majority  interest  taxable  year  is  the  taxable  year  (if  any) 
that,  on  the  testing  day,  constituted  the  taxable  year  of  one  or 
more  partners  having  (on  the  testing  day)  an  aggregate  interest  in 
partnership  profits  and  capital  of  more  than  50  percent.  Generally, 
the  testing  day  is  the  first  day  of  the  partnership  taxable  year.  The 
Secretary  of  the  Treasury  may  provide  that  an  alternate,  repre- 
sentative period  be  used  as  the  testing  day,  rather  than  the  first 
day  of  the  taxable  year,  if  such  period  is  more  representative  of  the 
ownership  of  the  partnership.  A  partnership  that  is  required  to 
change  its  taxable  year  to  its  majority  interest  taxable  year  is  not 
required  to  change  to  another  taxable  year  for  either  of  the  two 
taxable  years  following  the  year  of  change. 

b.  Sequence  of  required  changes  in  taxable  years 

Present  Law 

The  requirement  of  the  Reform  Act  that  partnerships  conform 
their  taxable  years  to  the  taxable  years  of  their  owners  does  not 
take  into  consideration  changes  in  taxable  years  of  such  owners 
that  also  may  be  required  by  the  Act.  Thus,  such  partnerships  may 
be  required  to  change  their  taxable  years  several  times  as  the  tax- 
able years  of  their  owners  change. 

Explanation  of  Provision 

The  bill  provides  that,  except  as  otherwise  provided  in  the  regu- 
lations issued  by  the  Treasury  Regulations,  the  changes  in  taxable 
years  of  other  persons  required  to  change  taxable  years  are  to  be 
taken  into  account  in  determining  the  required  taxable  year  of  a 
partnership. 

c.  Personal  service  corporations 

Present  Law 

A  personal  service  corporation  is  required  by  the  Reform  Act  to 
adopt  a  calendar  year,  unless  it  establishes  to  the  satisfaction  of 
the  Secretary  of  the  Treasury  a  business  purpose  for  a  different 
taxable  year.  A  personal  service  corporation  is  a  corporation  the 
principal  activity  of  which  is  the  performance  of  personal  services 
if  services  are  substantially  performed  by  employee-owners. 

Explanation  of  Provision 

The  bill  provides  that  a  corporation  is  not  considered  to  be  a  per- 
sonal service  corporation  for  this  purpose  unless  more  than  10  per- 
cent of  the  stock  (by  value)  in  such  corporation  is  held  by  employ- 
ee-owners. 

The  bill  further  provides  that,  if  a  corporation  is  a  member  of  an 
affiliated  group  filing  a  consolidated  return,  all  members  of  such 
group  shall  be  taken  into  account  in  determining  whether  such  cor- 
poration is  a  personal  service  corporation. 
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d.  Common  trust  funds 

Present  Law 

The  Reform  Act  did  not  address  the  taxable  year  to  be  used  by  a 
common  trust  fund  taxed  under  section  584. 

Explanation  of  Provision 

Consistent  with  the  rules  requiring  use  of  a  calendar  year  for 
other  pass-through  entities  (e.g.,  partnerships,  S  corporations, 
trusts),  the  bill  requires  the  taxable  year  of  a  common  trust  fund 
be  the  calendar  year.  If  a  common  trust  fund  is  required  to  change 
taxable  years  as  a  result  of  this  provision,  and  as  a  result  of  such 
change  a  participant  in  such  common  trust  fund  is  required  to  in- 
clude items  from  more  than  one  taxable  year  of  the  common  trust 
fund  in  any  of  the  participant's  taxable  years,  the  items  from  the 
short  taxable  year  of  the  common  trust  fund  may  be  included  in 
income  by  the  participant  ratably  over  a  four-taxable-year  period, 
unless  the  participant  elects  to  include  all  such  income  currently. 

e.  Effective  date 

Present  Law 

The  Reform  Act  provided  that,  if  any  partner  or  shareholder  of 
an  S  corporation  is  required  to  include  the  items  from  more  than 
one  taxable  year  of  the  partnership  or  S  corporation  in  any  one 
taxable  year,  income  in  excess  of  expenses  for  the  short  taxable 
year  of  the  partnership  or  S  corporation  is  to  be  taken  into  account 
ratably  in  each  of  the  first  four  taxable  years  (including  such  short 
taxable  year)  beginning  after  December  31,  1986,  unless  the  part- 
ner or  shareholder  of  the  S  corporation  elects  to  include  all  such 
income  in  the  short  taxable  year. 

The  Internal  Revenue  Service  has  issued  a  revenue  procedure 
which  sets  forth  rules  under  which  the  Service  will  permit  electing 
S  corporations  to  adopt  taxable  years  other  than  a  calendar  year. 
Rev.  Proc.  83-25,  1983-1  C.B.  689.  Under  the  so-called  "25-percent 
test"  of  that  revenue  procedure,  an  electing  S  corporation  generally 
may  adopt,  retain,  or  change  to  a  taxable  year  if,  among  other 
tests,  25  percent  or  more  of  the  gross  income  of  the  taxpayer  is  re- 
alized in  the  last  two  months  of  that  year. 

Explanation  of  Provision 

The  bill  clarifies  that  the  four  year  spread  provided  by  the 
Reform  Act  for  partners  and  shareholders  in  S  corporations  is  only 
applicable  to  changes  in  taxable  years  that  are  required  by  the 
Reform  Act  for  the  first  taxable  year  beginning  after  December  31, 
1986.  The  bill  clarifies  that  the  four  year  spread  is  made  at  that 
partner  or  shareholder  level,  rather  than  at  the  level  of  the  part- 
nership or  S  corporation. 

The  adjusted  basis  of  a  partner  in  its  partnership  interest  or  of 
an  S  Corporation  shareholder  in  his  stock  is  determined  as  if  all  of 
the  income  to  be  taken  into  account  over  the  four  year  spread 
period  were  included  in  gross  income  in  the  first  taxable  year. 
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Thus,  current  distribution  of  an  amount  equal  to  the  amount  of 
income  attributable  to  the  partner  or  S  corporation  shareholder  in 
the  short  taxable  year  will  not  result  in  capital  gain,  unless  the  dis- 
tribution would  have  had  such  an  effect  had  there  been  no  four 
year  spread.  If  any  interest  in  a  partnership  or  stock  in  an  S  corpo- 
ration is  disposed  of  before  the  last  taxable  year  in  the  spread 
period,  any  income  attributable  to  the  interest  or  stock  disposed  of 
that  remains  to  be  recognized  pursuant  to  the  spread  is  included  in 
the  gross  income  in  the  same  taxable  year  as  the  interest  or  stock 
is  disposed  of. 

The  bill  provides  that  the  four  year  spread  for  income  attributa- 
ble to  a  short  taxable  year  will  apply  only  once  in  the  case  of  a 
passthrough  or  tiered  item. 

The  bill  provides  that  the  Internal  Revenue  Service  is  not  re- 
quired to  permit  taxpayers  to  have  an  automatic  change  of  a  tax- 
able year.  Thus,  taxpayers  meeting  the  "25-percent  test"  of  Rev. 
Proc.  83-25  are  not  automatically  permitted  to  adopt  or  change  to  a 
year  allowed  under  that  revenue  procedure. 

5.  Treatment  of  installment  obligations  (sec.  10208(f)  of  the  bill, 
sec.  811  of  the  Reform  Act,  and  sees.  453  and  453C  of  the 
Code) 

Present  Law 

In  applying  the  proportionate  disallowance  rule  under  present 
law,  the  installment  percentage  of  a  taxpayer's  average  quarterly 
indebtedness  generally  is  treated  as  a  payment  on  the  taxpayer's 
applicable  installment  obligations.  The  taxpayer's  year-end  indebt- 
edness may  be  used  instead  of  average  quarterly  indebtedness  if 
the  taxpayer  has  no  applicable  installment  obligations  arising  from 
dealer  sales  outstanding  at  any  time  during  the  taxable  year.  In 
addition,  in  applying  the  proportionate  disallowance  rule,  all  assets 
and  indebtedness  of  certain  related  taxpayers  are  aggregated. 

Under  present  law,  applicable  installment  obligations  include  in- 
stallment obligations  arising  from  certain  specified  types  of  sales, 
which  installment  obligations  are  held  by  the  seller  or  a  member  of 
the  same  affiliated  group  (within  the  meaning  of  section  1504(a) 
without  regard  to  section  1504(b))  as  the  seller.  Obligations  arising 
from  sales  of  personal  property  pursuant  to  a  revolving  credit  plan 
or  obligations  arising  from  the  sale  of  publicly  traded  property  may 
be  treated  as  applicable  installment  obligations.  Under  present 
law,  personal  use  property  and  indebtedness  secured  primarily  by 
such  property  are  not  taken  into  account  for  purposes  of  applying 
the  proportionate  disallowance  rule  of  section  453C  to  applicable 
installment  obligations  arising  from  dealer  sales. 

Under  present  law,  taxpayers  who  are  required  to  change  their 
method  of  accounting  for  sales  pursuant  to  a  revolving  credit  plan 
because  of  section  812  of  the  Reform  Act  must  take  into  income 
any  adjustment  arising  under  section  481  over  a  period  of  four 
years,  with  specified  percentages  for  each  of  the  four  years. 
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Explanation  of  Provisions 

The  bill  provides  that  taxpayers  who  have  no  applicable  install- 
ment obligations  outstanding  at  year-end  other  than  applicable  in- 
stallment obligations  arising  from  non-dealer  sales,  must  use  their 
year-end  indebtedness,  rather  than  their  average  quarterly  indebt- 
edness for  purposes  of  applying  the  proportionate  disallowance 
rule.  The  bill  provides  that  personal  use  property  and  indebtedness 
secured  primarily  by  such  property  are  not  taken  into  account  for 
purposes  of  applying  the  proportionate  disallowance  rule  of  section 
453C  to  applicable  installment  obligations  arising  from  non-dealer 
sales.  The  bill  also  grants  authority  to  the  Treasury  Department  to 
issue  regulations  modifying  the  rules  requiring  aggregation  of  the 
assets  and  indebtedness  of  certain  related  taxpayers. 

The  bill  clarifies  that  the  term  "applicable  installment  obliga- 
tion" includes  installment  obligations  arising  from  certain  specified 
types  of  sales,  which  installment  obligations  are  held  by  the  seller 
or  any  person  if  the  basis  of  such  obligation  in  the  hands  of  such 
person  is  determined  (in  whole  or  in  part)  by  reference  to  the  basis 
of  such  obligation  in  the  hands  of  another  person  and  such  obliga- 
tion was  an  applicable  installment  obligation  in  the  hands  of  such 
other  person.  Thus,  for  example,  if  an  applicable  installment  obli- 
gation is  transferred  to  a  partnership  or  a  trust  in  a  nonrecognition 
transaction  and  the  partnership  or  trust  has  a  carryover  basis  in 
the  installment  obligation,  then  the  obligation  is  treated  as  an  ap- 
plicable installment  obligation  in  the  hands  of  the  partnership  or 
trust. 

The  bill  also  clarifies  that  installment  obligations  arising  from 
the  sale  of  personal  property  pursuant  to  a  revolving  credit  plan  or 
from  the  sale  of  publicly  traded  property  are  not  treated  as  applica- 
ble installment  obligations.  Thus,  such  installment  obligations  are 
not  subject  to  the  proportionate  disallowance  rule.  In  addition,  the 
bill  clarifies  that  the  provision  denying  the  use  of  the  installment 
method  for  sales  of  publicly  traded  property  applies  with  respect  to 
sales  of  such  property  after  December  31,  1986. 

In  addition,  the  bill  clarifies  how  the  proportionate  disallowance 
rule  is  applied  with  respect  to  applicable  installment  obligations 
arising  after  February  28,  1986,  but  in  a  taxable  year  prior  to  the 
first  taxable  year  ending  after  December  31,  1986.  The  bill  specifies 
that  any  such  applicable  installment  obligations  are  treated  as 
arising  on  the  first  day  of  the  first  taxable  year  of  the  taxpayer 
ending  after  December  31,  1986. 

The  bill  provides  that  if  a  taxpayer's  last  taxable  year  beginning 
before  January  1,  1987,  was  the  taxpayer's  first  taxable  year  in 
which  sales  were  made  under  a  revolving  credit  plan,  then  all  ad- 
justments under  section  481  are  taken  into  account  in  the  taxpay- 
er's first  taxable  year  beginning  after  December  31,  1986.  The  bill 
also  provides  that  the  adjustment  under  section  481  required  by 
the  repeal  of  the  installment  method  for  revolving  credit  plans  is  to 
be  taken  into  account  no  slower  than  the  rate  of  contraction  of  the 
revolving  credit  installment  obligations  that  were  outstanding  as  of 
the  close  of  the  last  taxable  year  beginning  before  January  1,  1987. 

The  bill  also  provides  that  if  a  taxpayer  sells  any  receivables  that 
arose  pursuant  to  a  revolving  credit  plan  and  that  were  taken  into 
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account  in  computing  the  adjustment  under  section  481  relating  to 
the  change  from  the  installment  method  to  the  accrual  method, 
then  the  taxpayer  may  not  recognize  any  loss  on  the  sale  of  such 
receivables.  If  a  loss  is  realized  on  any  such  sale,  however,  then  the 
taxpayer  may  reduce  the  aggregate  amount  of  the  adjustment 
under  section  481  for  the  fourth  taxable  year  beginning  after  De- 
cember 31,  1986,  by  the  amount  of  such  loss;  to  the  extent  that  the 
loss  exceeds  the  aggregate  adjustment  for  such  fourth  taxable  year, 
then  the  adjustment  for  the  third  taxable  year  is  reduced,  and  so 
on. 

Further,  the  bill  corrects  certain  clerical  and  technical  errors. 

6.  Income  attributable  to  utility  services  (sec.  10208(i)  of  the  bill, 
sec.  822  of  the  Reform  Act,  and  sec.  451  of  the  Code) 

Present  Law 

Accrual  basis  taxpayers  are  required  to  recognize  income  attrib- 
utable to  the  furnishing  or  sale  of  utility  services  to  customers  not 
later  than  the  taxable  year  in  which  such  services  are  provided  to 
the  customer.  For  taxable  years  beginning  after  December  31,  1986, 
the  year  in  which  utility  services  are  provided  may  not  be  deter- 
mined by  reference  to  the  time  the  customer's  meter  is  read  or  to 
the  time  that  the  customer  is  billed  (or  may  be  billed)  for  such 
services. 

For  any  taxable  year  beginning  before  August  16,  1986,  a  method 
of  accounting  that  took  into  account  income  from  the  furnishing  or 
sale  of  utility  services  on  the  basis  of  the  period  in  which  the  cus- 
tomer's meters  were  read  is  deemed  to  be  proper  for  Federal 
income  tax  purposes. 

Explanation  of  Provision 

The  bill  provides  that,  for  taxable  years  beginning  on  or  after 
August  16,  1986,  and  before  January  1,  1987,  a  method  of  account- 
ing that  took  into  account  income  from  the  furnishing  or  sale  of 
utility  services  on  the  basis  of  the  period  in  which  the  customer's 
meters  were  read  is  deemed  to  be  proper  for  Federal  income  tax 
purposes,  provided  such  income  was  treated  in  the  same  manner 
for  the  preceding  taxable  year.  No  inference  is  intended  as  to 
whether  or  not  such  method  is  proper  if  the  method  was  actually 
used  by  the  taxpayer  for  the  preceeding  taxable  year. 

In  providing  that  a  method  of  accounting  which  takes  into  ac- 
count income  from  the  providing  of  utility  services  on  the  basis  of 
the  period  in  which  the  customers'  meters  are  read  will  be  deemed 
proper  for  Federal  income  tax  purposes  for  any  period,  no  infer- 
ence of  propriety  was  intended  for  any  method  that  did  not  strictly 
adhere  to  the  meter  reading  method  for  all  customers  of  the  utility. 
In  addition,  no  inference  was  intended  with  regard  to  other  ques- 
tions of  law,  including  but  not  limited  to  the  treatment  of  prepaid 
income  amounts  for  the  provision  of  utility  services  at  a  future 
date,  the  treatment  of  deposits  made  by  utility  customers,  or  the 
treatment  of  amounts  received  or  accrued  by  the  utility  under  a 
"budget-billing"  procedure. 
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4.  De  minimis  exception  from  lookback  method  under  long-term 
contract  rules  (sec.  10208  of  the  bill  and  sec.  460  of  the  Code) 

Present  Law 

Taxpayers  engaged  in  the  production  of  property  under  a  long- 
term  contract  must  compute  income  from  the  contract  under  either 
the  percentage  of  completion  method  or  the  percentage  of  comple- 
tion-capitalized cost  method.  Under  the  percentage  of  completion 
method,  the  taxpayer  must  include  in  gross  income  for  the  taxable 
year  an  amount  equal  to  the  product  of  (1)  the  gross  contract  price 
and  (2)  the  percentage  of  the  contract  completed  during  the  taxable 
year.  The  percentage  of  a  contract  completed  during  the  taxable 
year  is  determined  by  comparing  costs  incurred  with  respect  to  the 
contract  during  the  year  with  the  estimated  total  contract  costs. 

In  the  taxable  year  in  which  a  contract  reported  under  the  per- 
centage of  completion  method  is  completed,  a  determination  is 
made  whether  the  taxes  paid  with  respect  to  the  contract  in  each 
year  of  the  contract  were  more  or  less  than  the  amount  that  would 
have  been  paid  if  gross  income  had  been  computed  by  using  the 
actual  gross  contract  price  and  the  actual  total  contract  costs, 
rather  than  the  anticipated  contract  price  and  costs.  Interest  must 
be  paid  by  the  taxpayer  if,  applying  this  '  'lookback"  method,  there 
is  an  underpayment  by  the  taxpayer  with  respect  to  a  taxable  year. 
Similarly,  interest  must  be  paid  to  the  taxpayer  by  the  Internal 
Revenue  Service  if  there  is  an  overpayment. 

Under  the  percentage  of  completion-capitalized  cost  method,  the 
taxpayer  must  take  into  account  40  percent  of  the  items  with  re- 
spect to  the  contract  under  the  percentage  of  completion  method. 
The  remaining  60  percent  of  the  items  under  the  contract  must  be 
taken  into  account  under  the  taxpayer's  normal  method  of  account- 
ing (e.g.,  completed  contract  method,  accrual  shipment  method). 

Reasons  for  Change 

The  committee  believes  that  the  requirements  imposed  on  tax- 
payers under  the  lookback  method  may,  in  some  circumstances,  be 
unduly  burdensome.  The  committee  believes  therefore  that  it  is  ap- 
propriate to  provide  a  de  minimis  exception  to  the  lookback  rule 
for  certain  long-term  contracts. 

Explanation  of  Provision 

The  bill  exempts  a  long-term  contract  from  application  of  the 
lookback  method  if  the  taxpayer  expects  to  complete  the  contract 
within  two  years  of  the  contract  commencement  date  and  the  gross 
contract  price  does  not  exceed  the  lesser  of  $1  million  or  1  percent 
of  the  taxpayer's  average  gross  receipts  for  the  three  taxable  years 
preceding  the  year  the  contract  was  entered  into. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  Tax  Reform  Act  of 
1986. 


IX.  Financial  Institutions  (Sec.  10209  of  the  Bill) 

1.  Limitations  on  bad  debt  reserves  (sec.  10209(a)  of  the  bill,  sec. 
901  of  the  Reform  Act,  and  sec.  46(e)(4)  of  the  Code) 

Present  Law 

Section  901  of  the  Act  reduced  the  portion  of  taxable  income  that 
thrift  institutions  (mutual  savings  banks,  domestic  building  and 
loan  associations,  and  cooperative  banks)  may  deduct  as  an  addi- 
tion to  reserves  for  bad  debts  from  a  maximum  of  40  percent  to 
eight  percent.  In  addition,  an  institution  otherwise  meeting  the  def- 
inition of  a  thrift  institution  was  required  to  hold  at  least  60  per- 
cent of  its  assets  in  qualifying  assets  in  order  to  meet  the  definition 
of  a  thrift  institution. 

Prior  and  present  law  limits  the  amount  of  investment  eligible 
for  the  investment  tax  credit  in  the  case  of  a  thrift  institution  to  50 
percent  of  the  amount  otherwise  allowable.  Where  a  thrift  institu- 
tion is  the  lessee  of  property  that  is  eligible  for  the  investment  tax 
credit,  the  lessor  is  treated  as  a  thrift  institution  with  respect  to 
such  property,  unless  the  thrift  institution  has  elected  to  compute 
its  deduction  for  bad  debts  using  the  experience  method.  Such  an 
election  is  binding  on  the  thrift  institution  for  all  subsequent  years. 

Explanation  of  Provision 

The  bill  provides  that  an  election  by  a  lessee  thrift  institution  to 
use  the  experience  method  of  computing  its  deduction  for  bad  debts 
shall  terminate  effective  with  respect  to  the  first  taxable  year  of 
the  electing  organization  beginning  after  1986  and  during  which 
such  organization  (or  any  successor  organization)  was  not  the  lessee 
under  any  lease  of  regular  investment  tax  credit  property.  Regular 
investment  tax  credit  property  is  any  section  38  property  if  the  reg- 
ular percentage  applied  to  such  property  and  the  amount  of  quali- 
fied investment  with  respect  to  such  property  would  have  been  re- 
duced but  for  the  election  by  the  organization. 

The  effect  of  the  provision  is  to  allow  a  thrift  institution  that  had 
committed  to  the  use  of  the  experience  method  of  accounting  for 
bad  debts  in  order  to  avoid  certain  reductions  in  investment  tax 
credit  to  use  the  percentage  of  income  method  in  taxable  years  be- 
ginning after  1986,  provided  the  thrift  institution  is  not  a  lessee  of 
property  that  was  eligible  for  investment  tax  credit  without  reduc- 
tion as  a  result  of  the  prior  election. 
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2.  Interest  on  debt  used  to  purchase  or  carry  tax-exempt  obliga- 
tions (sec.  10209  (b)  of  the  bill,  sec.  902  of  the  Act,  and  sees. 
265  and  291  of  the  Code) 

Present  Law 

The  Act  denies  banks,  thrift  institutions,  and  other  financial  in- 
stitutions a  deduction  for  that  portion  of  the  taxpayer's  otherwise 
allowable  interest  expense  that  is  allocable  to  tax-exempt  obliga- 
tions acquired  by  the  taxpayer  after  August  7,  1986  (sec.  265(b)).3 
The  portion  of  interest  disallowed  is  equivalent  to  the  ratio  of  (1) 
the  average  adjusted  basis  during  the  taxable  year  of  tax-exempt 
obligations  held  by  the  financial  institution  and  acquired  after 
August  7,  1986,  to  (2)  the  average  adjusted  basis  of  all  assets  held 
by  the  financial  institution.  A  20-percent  disallowance  continues  to 
apply  (as  under  pre-1986  law)  with  respect  to  tax-exempt  obliga- 
tions acquired  between  January  1,  1983,  and  August  7,  1986. 

An  exception  to  the  proportional  disallowance  rule  is  provided 
for  qualified  tax-exempt  obligations  acquired  by  a  financial  institu- 
tion. Qualified  tax-exempt  obligations  include  any  tax-exempt  obli- 
gation which  (1)  is  not  a  private  activity  bond,  as  defined  under 
Title  XIII  of  the  Act,4  and  (2)  is  issued  by  an  issuer  which  reason- 
ably anticipates  to  issue  not  more  than  $10  million  of  tax-exempt 
obligations  (other  than  private  activity  bonds,  as  defined  above) 
during  the  calendar  year.  Qualified  tax-exempt  obligations  must  be 
designated  as  such  by  the  issuer;  not  more  than  $10  million  of  obli- 
gations may  be  so  designated  for  any  calendar  year. 

For  purposes  of  applying  the  limitations  with  respect  to  qualified 
tax-exempt  obligations,  an  issuer  and  all  subordinate  entities  are 
treated  as  one  issuer. 

Qualified  tax-exempt  obligations  are  treated  as  if  acquired  by  the 
financial  institution  on  August  7,  1986.  Interest  allocable  to  such 
obligations  thus  remains  subject  to  the  20  percent  disallowance 
rule  contained  in  pre-1986  law. 

Explanation  of  Provisions 

The  bill  makes  several  amendments  to  the  exception  for  qualified 
tax-exempt  obligations,  as  follows: 

Application  of  $10  million  limit 

The  bill  clarifies  that,  in  applying  the  $10  million  limitation  with 
respect  to  qualified  tax-exempt  obligations,  all  tax-exempt  obliga- 
tions (other  than  private  activity  bonds,  as  defined  above)  which 
the  issuer  reasonably  anticipates  to  issue  during  the  calendar  year 
are  taken  into  account.  Thus,  only  an  issuer  that  reasonably  antici- 
pates to  issue  $10  million  or  less  of  such  obligations  during  the  cal- 


3  This  rule  is  applied  after  the  general  disallowance  rule  applicable  to  all  taxpayers  (sec. 
265XaX2)). 

4  For  purposes  of  this  exception  only,  qualified  501(cX3)  bonds  (as  defined  in  Title  XIII  of  the 
Act)  are  not  treated  as  private  activity  bonds.  Additionally,  certain  bonds  receiving  transitional 
exceptions  under  Title  XIII  of  the  Reform  Act,  and  which  would  not  have  been  industrial  devel- 
opment bonds  (IDBs)  or  private  loan  bonds  under  prior  law,  are  not  treated  as  private  activity 
bonds. 
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endar  year  (including  designated  and  undesignated  issues)  may  des- 
ignate any  of  these  obligations  for  purposes  of  the  exception. 

Treatment  of  composite  issues 

The  bill  specifies  the  treatment  of  composite  issues  (i.e.,  com- 
bined issues  of  bonds  for  different  entities)  for  purposes  of  the  ex- 
ception. An  issue  is  a  composite  issue  if  the  separate  lots  are  sold 
under  a  common  marketing  arrangement  that  effectively  provides 
the  issuers  of  the  separate  lots  access  to  the  capital  markets  in  a 
manner  similar  to  the  issuance  of  one  issue.  In  order  for  separate 
lots  to  be  treated  as  a  composite  issue,  all  lots  need  not  have  the 
same  collateral  or  security  for  the  lots  or  have  cross-collaterization 
among  lots. 

Under  the  bill,  composite  issues  qualify  for  the  exception  only  if 
the  requirements  of  the  exception  are  met  (1)  with  respect  to  the 
composite  issue  as  a  whole  (determined  by  treating  the  composite 
issue  as  a  single  issue),  and,  additionally,  (2)  with  respect  to  each 
separate  lot  of  obligations  which  is  a  part  of  the  issue  (determined 
by  treating  each  separate  lot  of  obligations  as  a  separate  issue). 
Thus,  a  composite  issue  may  qualify  for  the  exception  only  if  the 
composite  issue  itself  does  not  exceed  $10  million,  and  if,  addition- 
ally, each  issuer  benefiting  from  the  composite  issue  reasonably  an- 
ticipates to  issue  not  more  than  $10  million  of  tax-exempt  obliga- 
tions (other  than  private  activity  bonds,  as  described  above)  during 
the  calendar  year,  including  bonds  issued  through  the  composite 
arrangement.  See  also,  the  conditions  under  which  bonds  of  differ- 
ent issuers  are  aggregated  for  purposes  of  the  $10  million  limit,  de- 
scribed below. 

Aggregation  of  issuers 

The  bill  clarifies  the  operation  of  the  provision  under  which  an 
issuer  and  all  subordinate  entities  are  aggregated  for  purposes  of 
the  $10  million  limitation.  The  following  rules  are  provided: 

(1)  An  issuer  and  all  entities  which  issue  bonds  "on  behalf  of  5 
that  issuer  are  to  be  treated  as  one  issuer. 

(2)  If  an  issuer  is  subordinate  to  another  entity  but  does  not  issue 
bonds  on  behalf  of  another  entity,  bonds  issued  by  the  subordinate 
entity  are  taken  into  account  in  applying  the  $10  million  limitation 
to  the  entity  to  which  it  is  subordinate. 

(3)  If  an  entity  is  formed  or  (to  the  extent  provided  in  Treasury 
regulations)  availed  of  for  purposes  of  avoiding  the  $10  million  lim- 
itation, such  entity  and  any  other  entity  (or  entities)  purporting  to 
benefit  from  this  device  are  treated  as  one  issuer. 

Treatment  of  refunding  bonds 

Under  the  bill,  the  treatment  of  refunding  bonds  also  is  clarified. 
Specifically,  the  following  rules  would  apply  to  refundings. 

Treatment  of  refunding  obligations  in  determining  whether  issuer 
reasonably  expected  to  issue  more  than  $10  million. — Any  bond 
whose  proceeds  are  used  to  refund  (other  than  an  advance  refund- 
ing) a  previously  issued  bond  is  not  to  be  taken  into  account  for 


5  See,  e.g.,  Rev.  Rul.  63-20,  1963-1  C.B.  24. 
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purposes  of  determining  whether  a  governmental  unit  reasonably 
expected  to  issue  more  than  $10  million  of  non-private  purpose  ob- 
ligations. 

Refunding  of  obligations  that  originally  were  treated  as  qualified 
tax-exempt  obligations —Piny  bond  whose  proceeds  are  used  to 
refund  (other  than  to  advance  refund)  a  previously  issued  obliga- 
tion which  was  a  qualified  tax-exempt  obligation  is  itself  treated  as 
a  qualified  tax-exempt  obligation  if  (1)  the  refunded  bond  was  des- 
ignated, qualified  for,  and  was  taken  into  account  under,  under  the 
$10  million  limitation  when  issued,6  (2)  the  aggregate  face  amount 
of  the  issue  of  which  the  refunding  bond  is  a  part  does  not  exceed 
$10  million,  and  (3)  except  in  the  case  of  refunding  of  bonds  having 
a  weighed  average  maturity  of  3  years  or  less,  the  weighted  aver- 
age maturity  of  the  refunding  issued  does  not  exceed  the  weighted 
average  maturity  of  the  refunded  bonds,  and  (4)  no  bond  which  is 
part  of  the  refunding  issue  has  a  maturity  in  excess  of  30  years 
(measured  from  the  date  of  issuance  of  the  original  issue  of  the  re- 
funded bonds). 

Refundings  of  obligations  that  originally  not  treated  as  qualified 
tax-exempt  obligations. — Any  bond  whose  proceeds  are  used  to 
refund  a  previously  issued  obligation  which  was  not  a  qualified  tax- 
exempt  obligation  (e.g.,  the  bond  was  issued  before  August  8,  1986 
or  an  advance  refunding)  may  be  a  qualified  tax-exempt  obligation 
if  the  refunding  bond  otherwise  qualifies  as  a  qualified  tax-exempt 
obligations  (i.e.,  (1)  the  refunded  bond  was  not  a  private  purpose 
bond  (including  any  industrial  development  bond  or  private  loan 
bond  as  determined  under  the  rules  prior  to  the  Tax  Reform  Act  of 
1986),  (2)  the  issuer  reasonably  expected  to  issue  not  more  than  $10 
million  of  bonds  (excluding  any  refunding  bond,  but  including  any 
advance  refunding  bonds),  (3)  the  issuer  designated  the  bond  as 
part  of  its  $10  million  of  designated  bonds  for  that  year,  and  (4)  the 
issue  of  which  the  refunding  bond  is  a  part  is  not  more  than  $10 
million). 

Designation  of  certain  bonds  issued  in  reliance  on  House  bill 

The  bill  specifies  that  only  obligations  issued  after  August  7, 
1986,  may  be  designated  for  purposes  of  the  exception.  For  obliga- 
tions issued  after  August  7,  1986,  and  before  January  1,  1987,  the 
period  for  making  a  designation  is  not  to  expire  before  January  1, 
1988. 

A  special  rule  is  provided  for  certain  obligations  issued  before 
August  8,  1986,  in  reliance  on  a  similar  exception  contained  in  the 
House  version  of  the  1986  Act.7  Under  this  rule,  if  (1)  an  obligation 
was  issued  after  December  31,  1985,  and  before  August  8,  1986,  (2) 
when  the  obligation  was  issued,  the  issuer  designated  that  it  in- 
tended the  obligation  to  qualify  under  section  802(e)(3)  of  the  House 
bill,  and  (3)  the  issuer  reaffirms  its  election  under  the  1986  Act, 
then  the  obligation  is  treated  as  issued  on  August  8,  1986. 


6  Thus,  in  order  for  a  bond  to  meet  these  requirements,  the  refunded  bond  must  be  (1)  issued 
after  August  7,  1986,  (2)  issued  by  an  issuer  that  reasonably  expected  to  issue  not  more  than  $10 
million  in  non-private  purpose  obligations  that  year,  and  (3)  designated  by  the  issuer  as  part  of 
its  $10  million  of  designated  bonds  that  year. 

7  H.R.  3838  (99th  Congress),  as  passed  by  the  House  of  Representatives  on  December  17,  1985. 
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Effective  Dates 

The  provisions  regarding  aggregation  of  entities,  refundings,  and 
composite  issues  are  effective  for  obligations  issued  after  June  30, 
1987.  (At  the  election  of  the  issuer,  these  provisions  are  effective  as 
if  included  in  the  1986  Act).  Other  provisions  are  effective  as  if  in- 
cluded in  the  1986  Reform  Act. 


X.  Insurance  Provisions  (Sees.  10210  and  10218(g)  and  (i)  of  the 

Bill) 


1.  Treatment  of  certain  market  discount  bonds  (sec.  10210(a)  of 
the  bill  and  sec.  1011(d)  of  the  Reform  Act) 

Present  Law 

The  Reform  Act  repealed  the  prior-law  28  percent  alternative  tax 
rate  for  corporate  long-term  capital  gains,  for  years  for  which  the 
new  corporate  tax  rates  are  fully  effective  (i.e.,  taxable  years  begin- 
ning on  or  after  July  1,  1987).  Thus,  corporate  net  capital  gain  for 
such  years  is  taxed  at  regular  corporate  rates  (i.e.,  generally  a  max- 
imum 34  percent  rate  under  the  Reform  Act).  For  taxable  years 
that  include  periods  prior  to  the  time  the  new  rates  are  fully  effec- 
tive, the  alternative  tax  rate  under  the  Reform  Act  on  gain  proper- 
ly taken  into  account  under  the  taxpayer's  method  of  accounting 
after  December  31,  1986,  is  34  percent.  These  rules  apply  to  all 
items  of  long-term  capital  gain,  including  gain  attributable  to 
market  discount  on  bonds  issued  before  July  19,  1984,  which  was 
treated  as  long-term  capital  gain  under  the  transition  rules  of  the 
Deficit  Reduction  Act  of  1984. 

The  Deficit  Reduction  Act  of  1984  generally  required  income  at- 
tributable to  market  discount  to  be  treated  as  ordinary  income 
rather  than  capital  gain  on  disposition  of  a  bond  (Code  sec.  1276). 
However,  the  1984  Reform  Act  grandfathered  market  discount  gain 
on  bonds  issued  before  July  19,  1984. 

Under  the  Reform  Act,  a  special  rule  is  provided  for  gain  with 
respect  to  certain  bonds  of  certain  specified  life  insurance  compa- 
nies. Pursuant  to  this  rule,  gain  representing  market  discount  rec- 
ognized by  such  companies  on  the  redemption  at  maturity  of  any 
bond  which  was  issued  before  July  19,  1984,  and  acquired  by  the 
company  on  or  before  September  25,  1985,  is  subject  to  tax  at  the 
rate  of  28  percent. 

Explanation  of  Provision 

The  bill  extends  the  special  rule  under  the  Reform  Act  to  all  life 
insurance  companies  with  a  modification  of  the  tax  rate  to  ensure 
that  the  extension  has  a  neutral  budget  effect.  Under  the  bill,  the 
tax  rate  on  gain  subject  to  the  special  rule  is  31.6  percent,  rather 
than  28  percent. 
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2.  Status  of  certain  organizations  providing  commercial-type  in- 

surance (sec.  10210(b)  of  the  bill  and  sec.  1012  of  the  Reform 
Act) 

Present  Law 

Under  present  law,  an  organization  described  in  section  501(c)(3) 
or  (4)  of  the  Code  is  exempt  from  tax  only  if  no  substantial  part  of 
its  activities  consists  of  providing  commercial-type  insurance.  In 
the  case  of  such  a  tax-exempt  organization,  the  activity  of  provid- 
ing commercial-type  insurance  is  treated  as  an  unrelated  trade  or 
business  but,  in  lieu  of  the  usual  tax  on  unrelated  trade  or  business 
taxable  income,  the  unrelated  trade  or  business  activity  is  taxed 
under  the  rules  relating  to  insurance  companies  (subchapter  L  of 
the  Code). 

Commercial-type  insurance  does  not  include  insurance  provided 
at  substantially  below  cost  to  a  class  of  charitable  recipients.  Com- 
mercial-type insurance  also  does  not  include  health  insurance  pro- 
vided by  a  health  maintenance  organization  (i.e.,  any  health  main- 
tenance organization,  tax-exempt  under  prior  law,  which  is  sub- 
stantially the  same  as  a  Federally  chartered  health  maintenance 
organization),  if  such  health  insurance  is  of  a  kind  customarily  pro- 
vided by  such  organizations  and  is  incidental  to  the  organization's 
principal  activity  of  providing  health  care.  Commercial-type  insur- 
ance also  does  not  include  property  and  casualty  insurance  provid- 
ed by  certain  church  organizations  or  conventions  or  associations  of 
churches,  if  certain  requirements  are  met. 

The  provision  does  not  apply  to  certain  organizations,  including 
Delta  Dental  Plans  Association  and  the  Missouri  Hospital  Associa- 
tion. 

Explanation  of  Provision 

The  exceptions  from  the  provision  for  Delta  Dental  Plans  Asso- 
ciation and  for  the  Missouri  Hospital  Association  are  restated  to 
apply  to  Delta  Dental  Plans  Association  organizations  and  to  the 
Missouri  Hospital  Plan,  respectively. 

The  bill  also  provides  Treasury  regulatory  authority  to  prescribe 
rules  providing  proper  adjustments  in  the  case  of  organizations 
that  have  a  fiscal  taxable  year  and  that  become  subject  to  tax  by 
reason  of  the  provision,  if  the  organization  has  a  short  taxable  year 
that  begins  during  1987  by  reason  of  rules  requiring  property  and 
casualty  insurance  companies  generally  to  have  a  calendar  taxable 
year. 

3.  Inclusion  in  income  of  20  percent  of  unearned  premium  reserve 

(sec.  10210(c)  of  the  bill,  sec.  1021  of  the  Reform  Act,  and  sec. 
832(b)(7)  of  the  Code) 

Present  Law 

Present  law,  as  amended  by  the  Reform  Act,  provides  that  a 
property  and  casualty  insurance  company  generally  is  required  to 
reduce  its  deduction  for  increases  in  unearned  premiums  by  20  per- 
cent. In  addition,  such  companies  are  required  to  include  in  income 
20  percent  of  the  unearned  premium  reserve  outstanding  at  the 
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end  of  the  most  recent  taxable  year  beginning  before  January  1, 
1987,  ratably  over  the  6  taxable  years  following  such  year. 

The  provision  requiring  ratable  inclusion  of  the  pre-1987  un- 
earned premium  reserve  applies  to  a  company  without  regard  to 
whether  the  company  had  computed  its  taxable  income  by  taking 
into  account  additions  to  an  unearned  premium  reserve.  Thus,  the 
ratable  inclusion  rule  applies,  under  the  Reform  Act,  to  organiza- 
tions that  were  exempt  from  Federal  income  tax  prior  to  1987  and 
to  small  companies  that  were  taxed  solely  on  investment  income. 

The  Reform  Act  did  not  provide  special  rules  for  reciprocal  insur- 
ers. 

Explanation  of  Provision 

Treatment  of  certain  formerly  exempt  companies. — The  bill  pro- 
vides that  if,  at  all  times  prior  to  its  1987  taxable  year,  a  company 
was  exempt  from  tax  under  section  501(a)  by  virtue  of  being  de- 
scribed in  a  paragraph  of  section  501(c),  or  was  a  small  company 
subject  to  tax  only  on  investment  income,  then  the  ratable  inclu- 
sion rule  does  not  apply.  This  clarification  reflects  the  intent  that 
no  inclusion  of  prior  reserve  amounts  is  appropriate  if  the  company 
received  no  tax  benefit  from  the  reserve  amounts  due  to  its  former 
fully  or  partially  tax-exempt  status. 

Phase-in  treatment. — The  bill  also  adjusts  the  period  over  which 
inclusion  of  20  percent  of  the  outstanding  balance  of  the  unearned 
premium  reserve  is  required  in  the  case  of  a  company  that  (1)  is 
exempt  from  tax  under  section  501(a)  by  virtue  of  being  described 
in  any  paragraph  of  section  501(c),  or  is  subject  to  tax  only  on  in- 
vestment income  for  its  first  taxable  year  beginning  after  1986;  and 
(2)  was  subject  to  tax  as  a  property  and  casualty  insurance  compa- 
ny in  a  year  beginning  before  1987.  Such  companies  generally  com- 
puted taxable  income  taking  into  account  a  reserve  for  the  gross 
amount  of  unearned  premiums.  In  such  a  case,  the  20  percent  rata- 
ble inclusion  rule  applies  for  the  6-year  period  that  begins  with  the 
first  taxable  year  after  1986  in  which  the  company  is  subject  to  tax 
under  section  831(a).  Thus,  if  a  company  was  taxable  at  some  time 
before  1987,  is  tax  exempt  in  1987,  and  again  becomes  taxable  in  a 
year  after  1987,  it  is  appropriate  to  apply  the  ratable  inclusion  rule 
to  the  company  to  provide  treatment  consistent  with  other  compa- 
nies that  were  taxable  before  1987. 

Treatment  of  reciprocal  insurers. — The  bill  provides  that,  in  the 
case  of  an  interinsurer  or  reciprocal  underwriter  (within  the  mean- 
ing of  sec.  835)  that  is  required  under  applicable  State  law  to  report 
on  its  annual  statement  reserves  on  unearned  premiums  net  of  pre- 
mium acquisition  expenses,  the  amount  of  the  unearned  premiums 
is  to  be  treated  as  including  an  amount  equal  to  such  expenses  for 
purposes  of  the  decrease  in  the  deduction  for  unearned  premiums. 
Absent  such  a  rule,  reciprocals  and  interinsurers  would  be  subject 
to  ratable  inclusion  of  a  portion  of  the  unearned  premium  reserve 
that  did  not  give  rise  to  mismatching  of  income  and  deductions 
under  prior  law,  which  the  ratable  inclusion  rule  was  intended  to 
address. 
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4.  Treatment  of  certain  dividends  and  tax-exempt  interest  (sec. 

10210(d)  of  the  bill,  sec.  1022  of  the  Reform  Act,  and  sec. 
832(b)(5)  of  the  Code) 

Present  Law 

Present  law,  as  amended  by  the  Reform  Act,  provides  that  the 
deduction  of  a  property  and  casualty  company  for  losses  incurred  is 
reduced  by  15  percent  of  (1)  the  property  and  casualty  insurance 
company's  tax-exempt  interest  and  (2)  the  deductible  portion  of 
dividends  received  (with  special  rules  for  dividends  from  affiliates). 
For  purposes  of  this  proration  provision,  tax-exempt  interest  in- 
cludes interest  income  excludable  under  section  103  (or  deductible 
under  sec.  832(c)(7)),  the  portion  of  interest  income  excludable 
under  section  133,  and  other  similar  items.  If  the  amount  of  this 
reduction  exceeds  the  amount  otherwise  deductible  as  losses  in- 
curred, the  excess  is  includible  in  income. 

Explanation  of  Provision 

The  bill  clarifies  the  treatment  of  dividends  received  for  purposes 
of  applying  the  proration  provision  in  the  case  of  a  property  and 
casualty  insurance  company  that  files  a  consolidated  return.  Under 
the  bill,  the  determination  with  respect  to  any  dividend  paid  by  a 
member  to  another  member  of  the  affiliated  group  filing  the  con- 
solidated return  is  made  as  if  the  group  were  not  filing  a  consoli- 
dated return. 

The  bill  also  clarifies  that  the  deductible  portion  of  any  dividends 
received  from  a  subsidiary,  including  those  received  directly  or  in- 
directly from  a  lower  tier  subsidiary,  are  subject  to  the  proration 
rules  in  the  hands  of  the  property  and  casualty  insurance  affiliate. 
These  provisions  conform  to  the  application  of  the  proration  rules 
generally  to  all  property  and  casualty  insurance  companies. 

5.  Loss  reserves  (sec.  10210(e)  of  the  bill,  sec.  1023  of  the  Reform 

Act,  and  sec.  846  of  the  Code) 

Present  Law 

The  Reform  Act  provides  for  the  discounting  of  the  deduction  for 
additions  to  loss  reserves  of  property  and  casualty  insurance  com- 
panies to  take  account  partially  of  the  time  value  of  money.  The 
discounting  of  such  deductions  is  applicable  to  loss  reserves  of  prop- 
erty and  casualty  companies,  and  to  loss  reserves  of  life  insurance 
companies  that  are  not  required  to  be  discounted  under  life  insur- 
ance reserve  rules.  Special  rules  are  provided  in  the  case  of  certain 
accident  and  health,  international,  and  reinsurance  lines  of  busi- 
ness. The  discounting  of  loss  reserves  is  effective  for  taxable  years 
beginning  after  1986,  with  a  fresh  start  provision  with  respect  to 
undiscounted  loss  reserves  applicable  to  the  last  taxable  year  be- 
ginning before  1987. 

Explanation  of  Provisions 

The  bill  clarifies  that,  with  respect  to  the  special  rule  for  dis- 
counting unpaid  loss  reserves  in  certain  accident  and  health  lines 
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of  business  (other  than  unpaid  losses  relating  to  disability  income), 
it  is  assumed  that  unpaid  losses  are  paid  in  the  middle  of  the  year 
following  the  accident  year.  This  assumption  is  intended  to  con- 
form to  the  general  assumption  for  loss  reserve  discounting  pur- 
poses that  losses  are  paid  in  the  middle  of  the  year. 

The  bill  provides  that  the  Secretary  may  prescribe  regulations  to 
determine  appropriate  adjustments  in  the  application  of  the  unpaid 
loss  discounting  provisions,  in  the  case  of  a  taxpayer  having  a  tax- 
able year  other  than  the  calendar  year.  Although  most  property 
and  casualty  companies  have  a  calendar  taxable  year,  some  compa- 
nies filing  a  consolidated  return  with  noninsurance  companies  will 
have  a  fiscal  taxable  year.  The  Reform  Act  did  not  provide  special 
rules  that  are  used  in  applying  the  discounting  rules  to  such  fiscal 
year  taxpayers. 

The  regulations  also  should  provide  appropriate  adjustments  in 
the  application  of  the  discounting  provisions  in  cases  in  which  the 
Reform  Act  resulted  in  a  required  change  in  a  company's  period  of 
accounting  (e.g.,  cases  in  which  the  Reform  Act  results  in  the  appli- 
cation for  the  first  time  of  sec.  843,  which  generally  requires  prop- 
erty and  casualty  insurance  companies  to  utilize  a  calendar  taxable 
year). 

The  bill  also  clarifies  the  application  of  the  fresh  start  provision 
in  the  case  of  an  insurance  company  that  (1)  is  exempt  from  tax 
under  section  501(a)  by  virtue  of  being  described  in  any  paragraph 
of  section  501(c)  or,  under  section  831(b),  is  taxed  only  on  invest- 
ment income,  in  a  year  beginning  after  1986,  and  (2)  later  becomes 
subject  to  tax  under  section  831(a)  as  a  regular  property  and  casu- 
alty insurance  company.  The  rules  relating  to  the  fresh  start  under 
the  discounting  provisions  are  to  be  applied  by  treating  the  last 
taxable  year  before  the  year  in  which  such  a  company  becomes 
subject  to  tax  under  sec.  831(a)  as  the  company's  last  taxable  year 
beginning  before  1987. 

6.  Election  to  be  taxed  only  on  investment  income  (sec.  10210(f)  of 
the  bill,  sec.  1024  of  the  Reform  Act,  and  sec.  831(b)  of  the 
Code) 

Present  Law 

The  Reform  Act  provided  that  mutual  and  stock  property  and 
casualty  insurance  companies  with  net  written  premiums  or  direct 
written  premiums  (whichever  is  greater)  in  excess  of  $350,000,  but 
less  than  $1,200,000,  may  elect  to  be  taxed  only  on  taxable  invest- 
ment income. 

Explanation  of  Provisions 

The  bill  clarifies  that  the  election  to  be  taxed  only  on  investment 
income,  once  made  and  so  long  as  the  requirements  for  the  election 
are  met,  may  be  revoked  only  with  the  consent  of  the  Secretary. 
This  clarification  reflects  Congress'  intent  that  the  election  not  be 
used  as  a  means  of  eliminating  tax  liability  (e.g.,  by  making  the 
election  only  for  years  when  the  taxpayer  does  not  have  net  operat- 
ing losses),  but  rather  as  a  simplification  for  small  companies. 
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7.  Treatment  of  Physicians'  and  Surgeons'  Mutual  Protection  As- 

sociations (sec.  10210(g)  of  the  bill  and  sec.  1031  of  the 
Reform  Act) 

Present  Law 

Under  the  Reform  Act,  initial  contributions  to  a  pooled  malprac- 
tice insurance  association  are  currently  deductible  to  the  extent 
they  do  not  exceed  the  cost  of  a  commercial  insurance  premium  for 
annual  coverage  and  are  included  in  the  association's  income.  Re- 
funds of  such  contributions  are  deductible  to  the  fund  only  to  the 
extent  included  in  the  income  of  the  recipient.  The  Reform  Act  pro- 
vision applies  to  associations  operating  under  State  law  prior  to 
January  1,  1984. 

Explanation  of  Provision 

The  bill  clarifies  that  initial  contributions  to  a  pooled  malprac- 
tice insurance  association  under  the  provision  include  otherwise 
qualifying  contributions  whether  paid  all  in  one  year  or  in  a  series 
of  substantially  equal  payments  over  a  period  that  does  not  exceed 
6  years.  Members  of  the  association  are  intended  to  include  provi- 
sional members  (i.e.,  those  association  members  who  have  paid  one 
or  more,  but  not  all,  of  the  annual  installments  of  their  initial  con- 
tribution). 

8.  Special  rule  for  mutual  life  insurance  company  (sec.  10210(h) 

of  the  bill  and  sec.  217(i)  of  the  Deficit  Reduction  Act  of  1984) 

Present  Law 

The  Deficit  Reduction  Act  of  1984  provided  that  a  mutual  life  in- 
surance company  may  elect  to  treat  all  individual  noncancellable 
(or  guaranteed  renewable)  accident  and  health  contracts  as 
through  they  were  cancellable  for  purposes  of  determining  under 
section  816  whether  or  not  it  is  subject  to  tax  as  a  life  insurance 
company  or  a  property  and  casualty  insurance  company.  Stock  life 
insurance  subsidiaries  of  electing  mutual  companies  are  treated  as 
though  they  were  mutual  life  insurance  companies. 

Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  determining  the  amount  of 
the  small  life  insurance  company  deduction  of  a  controlled  group 
including  an  electing  mutual  company,  the  taxable  income  of  the 
electing  company  is  taken  into  account  in  applying  the  phaseout  of 
the  small  life  insurance  company  deduction,  for  taxable  years  be- 
ginning after  1986  and  before  1992.  The  bill  further  provides  that 
the  decrease  in  the  amount  of  Federal  revenue  by  reason  of  this 
provision  shall  not  exceed  $300,000  per  taxable  year. 
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9.  Annuity  diversification  requirements  (sec.  10210(i)  of  the  bill, 

sec.  1821(m)  of  the  Reform  Act,  and  sec.  817(h)  of  the  Code) 

Present  Law 

Present  law  provides  that  certain  variable  contracts  that  are 
based  on  a  segregated  asset  account  generally  are  not  treated  as 
annuity  contracts  if  the  investments  made  by  such  account  are  not 
(as  provided  in  Treasury  regulations)  adequately  diversified.  No 
special  rule  is  provided  for  immediate  annuities.  Treasury  regula- 
tions were  published  September  12,  1986,  setting  forth  require- 
ments for  adequate  diversification  of  certain  variable  contracts,  in- 
cluding immediate  annuities. 

Explanation  of  Provision 

The  bill  provides  additional  time  to  comply  with  the  annuity  di- 
versification requirement,  in  the  case  of  variable  contracts  that  are 
immediate  annuities  (as  defined  in  sec.  72(u)(4)),  that  were  issued 
by  September  12,  1986,  and  that  do  not  (as  of  that  date)  meet  the 
diversification  requirements  set  forth  in  the  September  12,  1986, 
regulations  because  the  investments  made  by  the  segregated  asset 
accounts  under  the  contracts  were  invested  in  Government-guaran- 
teed investments  (FDIC-  or  FSLIC-guaranteed  deposits).  In  such 
cases,  the  diversification  requirement  with  respect  to  Government 
securities  (including  Government-guaranteed  investments)  is 
waived  until  December  31,  1988,  but  applies  in  full  on  and  after 
January  1,  1989. 

10.  Treatment  of  alternative  minimum  tax  with  respect  to  share- 
holders surplus  account  (sec.  10210(j)  of  the  bill  and  sec. 
815(c)  of  the  Code) 

Present  Law 

Present  law  provides  that,  in  the  case  of  a  stock  life  insurance 
company  having  an  existing  policyholder  surplus  account,  a  share- 
holders surplus  account  must  be  continued  in  order  to  maintain  a 
record  for  tax  purposes  of  amounts  eligible  for  distribution  before  a 
distribution  is  made  from  the  policyholders  surplus  account  (and, 
generally,  treated  as  taxable  to  the  distributing  company).  In  gen- 
eral, the  excess  of  the  following  amounts  over  the  taxes  paid  for 
the  year  are  added  to  the  shareholders  surplus  account:  (1)  life  in- 
surance company  taxable  income  (but  not  below  zero);  (2)  the  small 
life  insurance  company  deduction;  (3)  the  dividends  received  deduc- 
tion allowed;  and  (4)  excluded  tax-exempt  interest. 

Explanation  of  Provision 

The  bill  provides  that,  under  regulations,  in  determining  addi- 
tions to  the  shareholders  surplus  account,  proper  adjustments  are 
to  be  made  for  any  year  in  which  alternative  minimum  tax  is  im- 
posed under  section  55  of  the  Code  and  for  all  subsequent  years. 
Present  law  is  intended  to  take  account,  in  calculating  the  amount 
in  the  shareholders  surplus  account,  of  net  tax  liability  of  the  com- 
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pany,  and  thus  should  take  into  account  minimum  tax  and  the 
minimum  tax  credit. 

11.  Treatment  of  certain  items  as  not  interest  for  source  rules 
(sec.  10210(k)  of  the  bill,  sec.  1215  of  the  Reform  Act,  and  sec. 
818(f)  of  the  Code) 

Present  Law 

The  Reform  Act's  legislative  history  indicates  that  deductions  of 
life  insurance  companies  that  are  described  in  Code  section 
807(c)(1),  (2),  (3),  and  (6)  should  not  be  treated  as  interest  expenses, 
under  the  source  rules,  for  allocation  purposes  (new  Code  sec. 
864(e),  added  by  section  1215  of  the  Reform  Act).  This  language 
could  lead  to  the  inference  that  deductions  described  in  section 
807(c)(4)  and  (5)  are  interest  expenses  for  allocation  purposes. 

Explanation  of  Provision 

The  bill  clarifies  that  deductions  of  life  insurance  companies  that 
are  described  in  Code  section  807(c)  (which  includes  paragraphs  (1) 
through  (6))  are  not  to  be  treated  as  interest  expenses  for  allocation 
purposes  under  new  Code  section  864(e),  added  by  section  1215  of 
the  Reform  Act. 

12.  Technical  corrections  to  the  Deficit  Reduction  Act  of  1984 
(sees.  10218(g)  and  (i)  of  the  bill,  sees.  1821  and  1825(a)(4)  of 
the  Reform  Act,  and  sees.  812(e)  and  7702  of  the  Code) 

Present  Law 

Determination  of  policyholders'  share  of  gross  investment 
income. — Present  law  provides  that  the  policyholders'  share  of  tax- 
exempt  interest  reduces  a  life  insurance  company's  deduction  for 
certain  reserves.  For  purposes  of  determining  the  policyholders' 
share,  sec.  812(e)  provides  that  gross  investment  income  excludes 
any  dividend  received  by  the  life  insurance  company  that  is  a  100- 
percent  dividend.  Whether  a  dividend  is  a  100-percent  dividend  is 
determined  by  reference  to  the  definition  in  sec.  805(a)(4)(C),  not  in- 
cluding dividends  described  in  sec.  805(a)(4)(D).  The  Reform  Act  j 
modified  the  provisions  of  sees.  805(c)(4)(C)  and  (D). 

Certain  policies  to  cover  burial  or  funeral  expenses. — Present  law, 
as  amended  by  the  Reform  Act,  provides  that  future  increases  in 
death  benefits  may  be  taken  into  account  in  determining  whether 
the  definition  of  a  life  insurance  contract  is  satisfied  with  respect 
to  certain  policies  to  cover  payment  of  burial  expenses  or  in  con- 
nection with  prearranged  funeral  expenses.  Such  contracts  can 
qualify  as  life  insurance  contracts,  provided  that  certain  require- 
ments (relating  to  limitations  on  increases  in  the  death  benefit)  are 
satisfied.  The  Reform  Act  provided  no  specific  effective  date  for  the 
provision. 

Explanation  of  Provisions 

Determination  of  policyholders'  share  of  gross  investment 
income. — The  bill  clarifies  that  the  prior-law  definition  of  100-per- 
cent dividends  continues  to  apply  for  purposes  of  determining  gross 
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investment  income  within  the  meaning  of  section  812.  Thus,  the 
provision  is  intended  to  retain  the  definition  as  under  prior  law. 

Certain  policies  to  cover  burial  or  funeral  expenses. — The  bill  pro- 
vides that  the  rule  that  future  increases  in  death  benefits  may  be 
taken  into  account  under  the  definition  of  a  life  insurance  contract, 
with  respect  to  certain  policies  to  cover  payment  of  burial  expenses 
or  in  connection  with  prearranged  funeral  expenses,  is  effective  for 
contracts  entered  into  on  or  after  October  22,  1986.  Congress  in- 
tended that  the  provision  be  prospectively  effective. 

13.  Treatment  of  certain  amounts  paid  in  connection  with  insur- 
ance contracts  (sec.  264(a)(4)  of  the  Code) 

Present  Law 

Under  present  law,  the  deduction  for  interest  paid  or  accrued  on 
debt  with  respect  to  life  insurance  policies  covering  the  life  of  any 
officer,  employee  or  individual  financially  interested  in  any  trade 
or  business  carried  on  by  the  taxpayer  is  limited.  The  limitation 
applies  to  the  extent  the  aggregate  amount  of  such  debt  exceeds 
$50,000  per  officer,  employee,  or  financially  interested  individual. 

In  the  case  of  a  taxpayer  carrying  on  more  than  one  trade  or 
business,  the  $50,000  amount  per  officer,  employee  or  person  who  is 
financially  interested  in  any  trade  or  business  of  the  taxpayer  is 
determined  on  an  aggregate  basis  for  each  such  person  in  all  trades 
or  businesses  of  the  taxpayer.  For  example,  if  an  employee  of  a 
business  of  the  taxpayer  is  also  an  officer  in  two  other  business  of 
the  taxpayer,  the  $50,000  of  permitted  borrowings  by  the  taxpayer 
with  respect  to  life  insurance  covering  the  person  is  determined  by 
aggregating  all  policies  covering  his  life  subject  to  this  provision 
and  with  respect  to  which  the  taxpayer  has  borrowed.  In  the  case 
of  a  controlled  group  of  corporations,  it  is  inteded  that  the  con- 
trolled group  is  considered  to  be  one  taxpayer  for  this  purpose,  and 
all  loans  with  respect  to  policies  covering  the  life  of  an  officer  or 
employee  or  person  financially  interested  in  a  business  of  any 
member  of  the  group  are  aggregated.  Similar  principles  are  intend- 
ed to  apply  in  the  event  of  common  ownership  of  unincorporated 
trades  or  businesses. 

Explanation  of  Provision 

In  the  case  of  a  joint  and  survivor  life  insurance  policy  covering 
the  lives  of  two  or  more  officers,  employees  or  persons  financially 
interested  in  the  business  of  the  taxpayer,  the  $50,000  limitation  is 
intended  to  be  applied  on  a  pro  rata  basis.  Thus,  for  example,  if  a 
husband  and  wife  each  of  whom  has  an  ownership  interest  in  a 
family  business  are  covered  by  a  joint  and  survivor  life  insurance 
policy,  and  the  business  borrows  $60,000  under  the  policy,  the  bor- 
rowed amount  is  allocated  pro  rata  to  each  of  them.  Thus,  $30,000 
is  borrowed  with  respect  to  each  of  them.  It  is  intended  that  joint 
and  survivor  policies  so  treated  be  limited  to  those  policies  covering 
related  family  members,  i.e.,  husband  and  wife  and  lineal  descend- 
ants and  ancestors. 


XI.  Pensions  and  Deferred  Compensation;  Employee  Benefits; 
ESOPs  (Sees.  10211,  10211A,  10211B,  and  10218(q)  of  the  Bill) 

A.  Limitations  on  Treatment  of  Tax-Favored  Savings 

1.  Individual  retirement  arrangements  (IRAs)  (sec.  10211(a)  and 
(b)  of  the  bill,  sees.  1101  and  1102  of  the  Reform  Act,  and 
sees.  219,  408,  4973,  and  6693  of  the  Code) 

a.  IRA  deduction  limit 

Present  Law 

Under  present  law  (sec.  219),  a  taxpayer  is  permitted  to  make  de- 
ductible IRA  contributions  up  to  the  lesser  of  $2,000  or  100  percent 
of  compensation  (earned  income  in  the  case  of  a  self-employed  indi- 
vidual) if: 

(1)  in  the  case  of  a  taxpayer  who  is  not  married  or  is  married  but 
files  a  separate  return,  the  taxpayer  either  (a)  has  adjusted  gross 
income  (AGI)  that  does  not  exceed  the  applicable  dollar  amount  or 
(b)  is  not  an  active  participant  in  an  employer-maintained  retire- 
ment plan  for  any  part  of  the  plan  year  ending  with  or  within  the 
taxable  year;  or 

(2)  in  the  case  of  married  taxpayers  filing  a  joint  return,  either 
(a)  the  couple  has  AGI  that  does  not  exceed  the  applicable  dollar 
amount  or  (b)  neither  spouse  is  an  active  participant  in  an  employ- 
er-maintained retirement  plan  for  any  part  of  the  plan  year  ending 
with  or  within  the  taxable  year. 

The  applicable  dollar  amount  is  (1)  $25,000,  in  the  case  of  an  un- 
married individual,  (2)  $40,000,  in  the  case  of  a  married  couple 
filing  a  joint  return,  and  (3)  $0,  in  the  case  of  a  married  taxpayer 
filing  separately.  The  otherwise  applicable  IRA  dollar  limit  (i.e., 
$2,000)  is  reduced  by  an  amount  that  bears  the  same  ratio  to  such 
dollar  limit  as  the  taxpayer's  AGI  in  excess  of  the  applicable  dollar 
amount  (or,  in  the  case  of  a  married  couple  filing  a  joint  return, 
the  couple's  AGI  in  excess  of  the  applicable  dollar  amount)  bears  to 
$10,000. 

Explanation  of  Provision 

Present  law  creates  an  unintended  incentive  for  married  couples 
to  file  separate  returns.  If  one  spouse  is  an  active  participant  and 
the  other  spouse  is  not,  the  couple  can  increase  their  IRA  deduc- 
tion limit  under  certain  circumstances  by  filing  separate  returns. 

In  order  to  eliminate  this  incentive  for  a  married  couple  living 
together,  the  bill  provides  that,  for  purposes  of  determining  wheth- 
er an  IRA  contribution  is  deductible  for  a  taxable  year,  if  the 
couple  lives  together  at  any  time  during  the  year,  the  active  partic- 
ipant status  of  both  spouses  is  taken  into  account  for  purposes  of 
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calculating  the  IRA  deduction  limit.  If  the  spouses  file  separate  re- 
turns, the  applicable  dollar  amount  is  $0  and  only  the  AGI  of  the 
spouse  making  the  IRA  contribution  is  taken  into  account. 

Also  under  the  bill,  a  taxpayer  is  not  considered  married  for  a 
year  if  the  taxpayer  and  the  taxpayer's  spouse  (1)  did  not  live  to- 
gether at  any  time  during  the  taxable  year,  and  (2)  did  not  file  a 
joint  return  for  the  taxable  year.  A  taxpayer  meeting  these  re- 
quirements for  a  taxable  year  is  treated  as  an  unmarried  individ- 
ual for  the  taxable  year.  Accordingly,  for  purposes  of  determining 
the  taxpayer's  deduction  limit,  only  the  taxpayer's  AGI  and  status 
as  an  active  participant  is  taken  into  account,  and  the  applicable 
dollar  amount  is  $25,000. 

b.  Nondeductible  IRA  contributions 
Present  Law 

Under  present  law,  an  individual  is  permitted  to  make  designat- 
ed nondeductible  IRA  contributions  to  the  extent  that  deductible 
contributions  are  not  allowed  due  to  the  AGI  phaseout  for  active 
participants.  In  addition,  a  taxpayer  may  elect  to  treat  otherwise 
deductible  IRA  contributions  as  nondeductible. 

An  individual  who  makes  a  designated  nondeductible  contribu- 
tion to  an  IRA  for  a  taxable  year  or  who  receives  a  distribution 
from  an  IRA  during  a  taxable  year  is  required  to  provide  such  in- 
formation as  the  Secretary  may  prescribe  on  the  individual's  tax 
return  for  the  taxable  year  and,  to  the  extent  required  by  the  Sec- 
retary, for  succeeding  taxable  years  (or  on  such  other  form  as  the 
Secretary  may  prescribe).  The  information  that  may  be  required  in- 
cludes, but  is  not  limited  to,  (1)  the  amount  of  designated  nonde- 
ductible contributions  for  the  taxable  year,  (2)  the  amount  of  distri- 
butions from  individual  retirement  plans  for  the  taxable  year,  (3) 
the  aggregate  amount  of  designated  nondeductible  contributions  for 
all  preceding  taxable  years  which  have  not  previously  been  with- 
drawn, and  (4)  the  aggregate  balance  of  all  IRAs  of  the  individual 
as  of  the  close  of  the  calendar  year  with  or  within  which  the  tax- 
able year  ends.  An  individual  who  overstates  the  amount  of  desig- 
nated nondeductible  contributions  for  a  year  is  subject  to  a  penalty 
of  $100  for  each  overstatement  unless  it  is  shown  that  the  over- 
statement is  due  to  reasonable  cause. 

Explanation  of  Provision 

Under  present  law,  there  is  no  separate  penalty  with  respect  to 
an  individual  who  fails  to  file  the  form  prescribed  by  the  Secretary 
with  respect  to  nondeductible  IRA  contributions.  Accordingly, 
under  the  bill,  a  taxpayer  who  fails  to  file  the  form  required  by  the 
Secretary  is  subject  to  a  penalty  of  $50  for  each  such  failure  unless 
the  taxpayer  shows  that  the  failure  is  due  to  reasonable  cause. 

In  order  to  take  into  account  taxpayers  with  fiscal  year  taxable 
years,  the  bill  provides  that  the  information  that  the  Secretary 
may  require  to  be  included  on  the  form  or  return  includes  the  ag- 
gregate balance  of  all  IRAs  of  the  individual  as  of  the  close  of  the 
calendar  year  in  which  the  taxable  year  begins  (rather  than  the 
calendar  year  with  or  within  which  the  taxable  year  ends). 
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c.  IRA  withdrawals 

Present  Law 

Present  law  provides  that  amounts  withdrawn  from  an  IRA 
during  a  taxable  year  are  includible  in  income  for  the  taxable  year 
under  rules  similar  to  the  rules  applicable  to  qualified  plans  under 
section  72.  Under  special  rules  applicable  to  IRAs  for  purposes  of 
section  72,  (1)  all  IRAs  of  an  individual  (including  rollover  IRAs 
and  simplified  employee  pensions  (SEPs),  but  excluding  deductible 
qualified  voluntary  employee  contributions),  are  treated  as  1  con- 
tract, (2)  all  distributions  that  are  made  during  a  taxable  year  are 
treated  as  1  distribution,  (3)  the  value  of  the  contract  (calculated 
after  adding  back  distributions  that  are  made  during  the  year), 
income  on  the  contract,  and  investment  in  the  contract  are  com- 
puted as  of  the  close  of  the  calendar  year  with  or  within  which  the 
taxable  year  ends,  and  (4)  the  aggregate  amount  of  withdrawals  ex- 
cludable from  income  for  all  taxable  years  shall  not  exceed  the  tax- 
payer's investment  in  the  contract  for  all  taxable  years. 

Explanation  of  Provision 

Under  the  bill,  for  purposes  of  applying  the  special  IRA  rules  of 
section  72,  the  value  of  the  contract  (calculated  after  adding  back 
distributions  that  are  made  during  the  year),  income  on  the  con- 
tract, and  investment  in  the  contract  are  computed  as  of  the  close 
of  the  calendar  year  in  which  the  taxable  year  begins  (rather  than 
the  calendar  year  with  or  within  which  the  taxable  year  ends).  The 
provision  is  intended  to  facilitate  computations  with  respect  to  tax- 
payers with  fiscal  year  taxable  years. 

d.  Excess  contributions 

Present  Law 
Distribution  prior  to  due  date  of  return 

Under  present  law  (sec.  408(d)(4)),  the  normal  rules  for  the  tax- 
ation of  distributions  (sec.  72)  do  not  apply  to  a  distribution  of  con- 
tributions to  an  IRA  (and,  consequently,  the  contributions  are  not 
taxed  upon  distribution)  if  (1)  the  contributions  exceed  the  amount 
allowable  as  a  deduction  under  section  219,  (2)  the  distribution  is 
received  on  or  before  the  due  date  (including  extensions)  for  the  in- 
dividual's return  for  the  taxable  year,  (3)  no  deduction  is  allowed 
under  section  219  with  respect  to  the  excess  contributions,  and  (4) 
the  distribution  is  accompanied  by  the  amount  of  net  income  at- 
tributable to  the  excess  contributions.  The  net  income  on  the  con- 
tributions is  deemed  to  have  been  earned  and  receivable  in  the  tax- 
able year  in  which  the  excess  contributions  were  made. 

Distribution  after  due  date  of  return 

If  the  total  contributions  made  to  all  IRAs  for  a  year  (excluding 
rollover  IRAs)  does  not  exceed  $2,250,  then,  under  present  law,  the 
normal  rules  for  the  taxation  of  distributions  (sec.  72)  do  not  apply 
to  a  distribution  of  contributions  in  excess  of  the  amount  allowable 
as  a  deduction  under  section  219  if  the  excess  contributions  are  dis- 
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tributed  after  the  due  date  (including  extensions)  for  filing  the  indi- 
vidual's tax  return  for  the  year  the  contributions  were  made  (sec. 
408(d)(5)).  For  purposes  of  this  rule,  the  amount  allowable  as  a  de- 
duction under  section  219  (after  application  of  section 
408(o)(2)(B)(ii))  is  increased  by  the  nondeductible  limit  under  section 
408(o)(2XB). 

Excise  tax 

Present  law  provides  a  6-percent  nondeductible  excise  tax  on  con- 
tributions to  an  IRA  in  excess  of  the  amount  allowable  as  a  deduc- 
tion under  section  219  for  a  taxable  year,  if  the  excess  contribu- 
tions are  not  timely  distributed  (sec.  4973(d)).  For  purposes  of  this 
rule,  the  amount  allowable  as  a  deduction  under  section  219  (after 
application  of  section  408(o)(2)(B)(ii))  is  increased  by  the  nondeduct- 
ible limit  under  section  408(o)(2)(B). 

Explanation  of  Provision 
Distribution  prior  to  due  date  of  return 

The  bill  amends  the  rules  relating  to  distributions  of  excess  con- 
tributions to  take  into  account  the  fact  that  nondeductible  contri- 
butions may  be  made  to  an  IRA.  The  bill  permits  any  IRA  contri- 
butions to  be  distributed  without  income  or  excise  tax  consequences 
prior  to  the  due  date  (including  extensions)  for  filing  the  individ- 
ual's income  tax  return  for  the  year  the  contributions  are  made. 
Thus,  under  the  bill,  the  normal  rules  for  the  taxation  of  IRA  dis- 
tributions do  not  apply  to  a  distribution  of  any  contributions  to  an 
IRA  if  (1)  the  distribution  is  received  on  or  before  the  due  date  (in- 
cluding extensions)  for  the  individual's  return  for  the  taxable  year 
for  which  the  contributions  were  made,  (2)  no  deduction  is  allowed 
under  section  219  with  respect  to  the  contributions,  and  (3)  the  dis- 
tribution is  accompanied  by  the  amount  of  net  income  attributable 
to  the  contributions.  As  under  present  law,  net  income  on  the  con- 
tributions are  deemed  to  have  been  earned  and  receivable  in  the 
taxable  year  in  which  the  contributions  were  made. 

Distribution  after  due  date  of  return 

The  bill  clarifies  that  certain  IRA  contributions  not  in  excess  of 
$2,250  may  be  withdrawn  by  providing  that,  for  purposes  of  the 
rule  relating  to  return  of  excess  contributions  after  the  due  date  of 
the  individual's  return  for  the  year  for  which  the  contributions 
were  made,  the  amount  allowable  as  a  deduction  under  section  219 
is  computed  without  regard  to  the  AGI  phaseout  for  active  partici- 
pants (sec.  219(g)). 

Excise  tax 

The  bill  provides  that,  for  purposes  of  the  excise  tax  on  excess 
j  contributions  to  an  IRA,  the  amount  allowable  as  a  deduction 
j  under  section  219  is  computed  without  regard  to  the  AGI  phaseout 
j  for  active  participants  (sec.  219(g)). 

I 
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2.  Qualified  cash  or  deferred  arrangements  (sec.  10211(c)  and  (1) 
of  the  bill,  sees.  1105,  1116,  and  1879  of  the  Reform  Act,  and 
sees.  401(k),  402,  and  4979  of  the  Code) 

a.  Limit  on  elective  deferrals 

Present  Law 

In  general 

Present  law  provides  that  the  maximum  amount  that  an  employ- 
ee can  elect  to  defer  for  any  taxable  year  under  all  cash  or  deferred 
arrangements  in  which  the  employee  participates  is  limited  to 
$7,000.  This  $7,000  limit  is  adjusted  for  inflation  at  the  same  time 
and  in  the  same  manner  as  the  indexing  of  the  dollar  limit  on  ben- 
efits under  section  415(d).  The  $7,000  limit  applies  to  the  employ- 
ee's taxable  year,  regardless  of  the  employer's  taxable  year  or  the 
plan  year  applicable  to  the  cash  or  deferred  arrangement.  The 
$7,000  limit  is  coordinated  with  other  plans  to  which  elective  defer- 
rals are  made. 

To  ease  the  administrative  burden  on  employees,  employers,  and 
the  IRS,  the  elective  deferral  arrangements  maintained  by  any 
single  employer  may  preclude  an  employee  from  making  elective 
deferrals  under  such  arrangements  for  a  taxable  year  in  excess  of 
$7,000. 

Treatment  of  excess  deferrals 

If,  for  any  taxable  year,  the  total  amount  of  elective  deferrals 
contributed  on  behalf  of  an  employee  to  all  qualified  cash  or  de- 
ferred arrangements  and  other  plans  subject  to  the  limit  exceeds 
$7,000,  then  the  amounts  in  excess  of  $7,000  (the  excess  deferrals) 
are  included  in  the  employee's  gross  income  for  the  taxable  year  to 
which  the  deferral  relates.  In  addition,  with  respect  to  any  excess 
deferrals,  by  March  1  after  the  close  of  the  employee's  taxable 
year,  the  employee  may  allocate  the  excess  deferrals  among  the 
qualified  cash  or  deferred  arrangements  and  other  plans  subject  to 
the  limit  and  notify  the  administrator  of  each  plan  of  the  portion 
of  the  excess  deferrals  allocated  to  that  plan.  Not  later  than  April 
15  after  the  close  of  the  employee's  taxable  year,  each  plan  may 
(but  is  not  required  to)  distribute  to  the  employee  the  amount  of 
the  excess  deferrals  (plus  income  attributable  to  the  excess  defer- 
rals) allocated  to  the  plan. 

The  distribution  may  be  made  without  regard  to  the  terms  of  the 
plan  until  the  close  of  the  first  plan  year  for  which  an  amendment 
is  required  (Act  sec.  1140)  and  notwithstanding  any  other  provision 
of  law.  In  addition,  the  Secretary  is  to  prescribe  a  model  plan 
amendment  that  permits  the  distribution  of  excess  deferrals.  Distri- 
bution pursuant  to  such  amendment  is  to  be  treated  as  in  accord- 
ance with  the  plan. 

Income  on  excess  deferrals  distributed  by  the  applicable  April  15 
date  is  treated  as  earned  and  received  in  the  taxable  year  to  which 
the  excess  deferral  relates.  Excess  deferrals  (and  earnings  thereon) 
distributed  by  the  applicable  April  15  date  are  not  subject  to  the 
additional  income  tax  on  early  withdrawals  (sec.  72(t)).  Deferrals 


1255 


are  not  subject  to  the  10-percent  excise  tax  on  nondeductible  contri- 
butions (sec.  4972)  merely  because  they  are  excess  deferrals. 

Reporting  requirements 

Under  the  Act,  the  employer  is  required  to  report  to  an  employee 
and  to  the  IRS  the  amount  of  elective  deferrals  made  by  the  em- 
ployee and  the  amount  of  compensation  deferred  under  section  457 
(sec.  6051(a)). 

Explanation  of  Provision 

In  general 

The  bill  provides  that  income  on  excess  deferrals  is  includible  in 
gross  income  in  the  year  distributed,  rather  than  in  the  year  of  the 
deferral.  To  prevent  individuals  from  electing  to  make  excess  defer- 
rals in  order  to  defer  current  taxation  of  income,  the  bill  requires, 
as  a  condition  of  qualification,  that  a  plan  that  has  a  cash  or  de- 
ferred arrangement  is  required  to  provide  that  elective  deferrals 
under  the  arrangement  and  under  all  other  plans,  contracts,  or  ar- 
rangements of  the  employer  maintaining  the  plan  for  a  calendar 
year  may  not  exceed  the  limitation  on  elective  deferrals  in  effect 
for  taxable  years  beginning  in  such  calendar  year.  A  similar  re- 
striction is  required  to  be  included  in  a  simplified  employee  pen- 
sion (SEP)  (sec.  408(k)),  tax-sheltered  annuity  contract  (sec.  403(b)), 
or  section  501(c)(18)  plan  that  permits  elective  deferrals.  The  bill 
provides  that,  for  purposes  of  the  required  plan  provision,  the  limit 
on  elective  deferrals  need  not  be  explicitly  set  forth,  but  can  be  in- 
corporated by  reference. 

The  provision  is  generally  effective  with  respect  to  plan  years  be- 
ginning after  December  31,  1987.  A  delayed  effective  date  applies 
in  the  case  of  certain  plans  maintained  pursuant  to  a  collective 
bargaining  agreement  with  respect  to  contributions  made  pursuant 
to  the  bargaining  agreement. 

Treatment  of  excess  deferrals 

Under  the  bill,  income  on  excess  deferrals  distributed  before  the 
applicable  April  15  date,  including  income  earned  during  and  after 
the  year  to  which  the  deferral  relates,  is  includible  in  income  in 
the  year  distributed,  rather  than  in  the  year  to  which  the  deferral 
relates.  The  bill  clarifies  that  any  distribution  of  less  than  the 
entire  amount  of  excess  deferrals  plus  income  attributable  to  such 
deferrals  is  treated  as  a  pro  rata  distribution  of  excess  deferrals 
and  income. 

The  bill  clarifies  that  excess  deferrals  (and  income  on  such  defer- 
-  rals)  distributed  by  the  applicable  April  15  are  not  subject  to  the 
15-percent  tax  on  excess  distributions  (sec.  4980A). 

Reporting  requirements 

The  Act  did  not  contain  an  effective  date  for  the  reporting  re- 
I  quirement  relating  to  elective  deferrals.  The  reporting  requirement 
was  intended  to  be  effective  at  the  same  time  the  Act's  limit  on 
!  elective  deferrals  was  effective.  Accordingly,  the  bill  provides  that 
I  the  requirement  is  effective  with  respect  to  calendar  years  begin- 
I  ning  after  December  31,  1986. 
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b.  Nondiscrimination  requirements 
Present  Law 

Under  present  law,  a  special  nondiscrimination  test  applies  to 
limit  the  elective  deferrals  that  may  be  made  by  highly  compensat- 
ed employees.  The  limit  depends  (in  part)  on  the  level  of  elective 
deferrals  by  nonhighly  compensated  employees.  A  cash  or  deferred 
arrangement  under  which  only  highly  compensated  employees  par- 
ticipate or  are  eligible  to  participate  does  not  satisfy  the  special 
nondiscrimination  test.  For  purposes  of  applying  the  special  nondis- 
crimination test,  under  rules  prescribed  by  the  Secretary,  employer 
matching  contributions  that  are  nonforfeitable  and  that  satisfy  cer- 
tain withdrawal  restrictions  may  be  taken  into  account. 

If  the  special  nondiscrimination  rules  are  not  satisfied  for  any 
year,  present  law  provides  that  the  qualified  cash  or  deferred  ar- 
rangement will  not  be  disqualified  if  the  excess  contributions  (plus 
income  allocable  to  the  excess  contributions)  are  distributed  before 
the  close  of  the  following  plan  year.  In  addition,  instead  of  receiv- 
ing an  actual  distribution  of  excess  contributions,  an  employee  may 
elect  to  have  the  excess  contributions  treated  as  an  amount  distrib- 
uted to  the  employee  and  then  recontributed  by  the  employee  to 
the  plan  on  an  after-tax  basis.  Such  recharacterization  is  not  per- 
mitted in  the  absence  of  regulations.  A  plan  may  provide  that  an 
employee  is  required  to  make  such  a  recharacterization  election  as 
a  condition  of  plan  participation. 

Distribution  of  excess  contributions  may  be  made  notwithstand- 
ing any  provision  of  the  plan  until  the  first  plan  year  for  which 
plan  amendments  are  required  (Act  sec.  1140)  and  notwithstanding 
any  other  provision  of  law.  In  addition,  the  Secretary  is  to  pre- 
scribe a  model  plan  amendment  that  permits  the  distribution  of 
excess  contributions.  Distribution  pursuant  to  such  amendment  is 
to  be  treated  as  a  distribution  made  in  accordance  with  the  plan. 
The  amount  distributed  is  not  subject  to  the  10-percent  additional 
income  tax  on  early  withdrawals  (sec.  72(t)).  Contributions  are  not 
subject  to  the  10-percent  excise  tax  on  nondeductible  contributions 
(sec.  4972)  merely  because  they  are  excess  contributions. 

Prior  to  the  Deficit  Reduction  Act  of  1984  (DEFRA),  proposed 
Treasury  regulations  permitted  a  cash  or  deferred  arrangement 
that  failed  the  special  nondiscrimination  test  to  be  qualified  if  the 
arrangement  satisfied  the  general  nondiscrimination  rules  (sec. 
401(a)(4)).  DEFRA  provided  that  a  cash  or  deferred  arrangement  is 
not  qualified  unless  it  satisfies  the  special  nondiscrimination  test, 
with  an  exception  provided  in  DEFRA  section  527(c)(1)(B).  Although 
the  Act  modified  the  nondiscrimination  requirements,  it  did  not, 
change  the  rule  enacted  in  DEFRA  section  527(c)(1)(B). 

For  a  discussion  of  the  excise  tax  on  excess  contributions  and 
excess  aggregate  contributions  (sec.  4979),  see  below. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  the  special  nondiscrimina- 
tion test,  the  elective  deferrals  of  eligible  highly  compensated  em- 
ployees, rather  than  all  highly  compensated  employees,  are  taken 
into  account.  Under  prior  law,  highly  compensated  employees  were 
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defined  by  reference  to  eligible  employees.  However,  the  new  uni- 
form definition  of  highly  compensated  employees  does  not  refer  to 
eligible  employees  and,  therefore,  the  clarification  is  necessary  to 
obtain  a  result  consistent  with  prior  law. 

The  bill  provides  that,  for  purposes  of  determining  whether 
matching  contributions  may  be  used  to  satisfy  the  special  nondis- 
crimination test  for  elective  deferrals  and  for  purposes  of  the  vest- 
ing rules  (sec.  411),  a  matching  contribution  is  not  treated  as  for- 
feitable merely  because  the  matching  contribution  is  forfeited  be- 
cause the  contribution  to  which  it  relates  is  an  excess  deferral  (sec. 
402(g)(2)(A)),  an  excess  contribution  (sec.  401(k)(8)(B)),  or  an  excess 
aggregate  contribution  (sec.  401(m)(6)(B)).  The  bill  clarifies  that 
excess  contributions  distributed  (or  treated  as  distributed)  by  the 
end  of  the  plan  year  following  the  year  the  excess  contributions 
arose  are  not  subject  to  the  excise  tax  on  excess  distributions  (sec. 
4980A). 

c.  Withdrawal  restrictions 

Present  Law 

Under  present  law,  withdrawals  generally  are  not  permitted 
under  a  qualified  cash  or  deferred  arrangement  prior  to  death,  dis- 
ability, separation  from  service,  or  (except  in  the  case  of  a  pre- 
ERISA  money  purchase  pension  plan  or  a  rural  electric  cooperative 
plan)  the  attainment  of  age  59-1/2.  However,  a  qualified  cash  or  de- 
ferred arrangement  (other  than  a  pre-ERISA  money  purchase  pen- 
sion plan  or  a  rural  electric  cooperative  plan)  may  permit  hardship 
withdrawals  up  to  the  amount  of  the  employee's  elective  deferrals 
(but  not  income  on  the  elective  deferrals). 

In  addition,  under  the  Act,  distributions  may  be  made  from  a 
qualified  cash  or  deferred  arrangement  upon  (1)  termination  of  the 
plan  without  the  establishment  of  a  successor  plan,  (2)  the  date  of 
sale  by  a  corporation  of  substantially  all  of  the  assets  used  by  the 
corporation  in  a  trade  or  business  if  the  employee  continues  em- 
ployment with  the  corporation  acquiring  the  assets,  or  (3)  the  date 
of  the  sale  by  a  corporation  of  the  corporation's  interest  in  a  sub- 
sidiary if  the  employee  continues  employment  with  the  subsidiary. 
The  Statement  of  Managers  for  the  Act  provided  that  a  distribu- 
tion upon  any  of  these  3  events  is  permitted  only  if  the  distribution 
constitutes  a  total  distribution  of  the  employee's  balance  to  the 
credit  in  the  cash  or  deferred  arrangement. 

Explanation  of  Provision 

As  originally  enacted,  the  exception  to  the  withdrawal  restric- 
tions for  certain  sales  of  assets  or  subsidiaries  does  not  encompass 
other  transactions  that  have  the  effect  of  sales  of  assets  or  subsidi- 
aries. The  bill  expands  the  exception  to  include  certain  dispositions 
of  assets  or  subsidiaries  other  than  sales  and  clarifies  that  the  ex- 
ception only  applies  if  the  transferor  corporation  continues  to 
maintain  the  plan  after  the  disposition.  Thus,  the  bill  provides  that 
distributions  can  be  made  from  a  qualified  cash  or  deferred  ar- 
rangement on  the  (1)  disposition  by  a  corporation  of  substantially 
all  of  the  assets  (within  the  meaning  of  sec.  409(d)(2))  used  by  such 
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corporation  if  the  employee  continues  employment  with  the  trans- 
feree corporation  and  the  transferor  corporation  continues  to  main- 
tain the  plan,  or  (2)  disposition  by  a  corporation  of  the  corpora- 
tion's interest  in  a  subsidiary  (within  the  meaning  of  sec.  409(d)(3)) 
if  the  employee  continues  employment  with  the  subsidiary  and  the 
transferor  corporation  continues  to  maintain  the  plan. 

The  bill  incorporates  statutorily  the  requirement  that  a  distribu- 
tion must  be  a  total  distribution  in  order  for  the  exception  for  dis- 
positions of  assets  or  subsidiaries  or  termination  of  a  plan  to  apply. 
Under  the  bill,  a  distribution  upon  any  of  these  3  events  is  permit- 
ted only  if  the  distribution  is  a  "lump  sum  distribution."  For  this 
purpose,  "lump  sum  distribution' '  means  a  lump-sum  distribution 
under  the  income  averaging  rules  (sec.  402(e)(4)),  but  without 
regard  to  (1)  the  required  events  (such  as  attainment  of  age  59-1/2) 
for  eligibility  for  income  averaging,  (2)  the  election  requirement, 
and  (3)  the  minimum  period  of  plan  participation  requirement. 
Thus,  for  this  purpose,  a  distribution  can  constitute  a  lump-sum 
distribution  even  though,  for  example,  the  employee  receives  the 
distribution  prior  to  age  59-1/2,  has  already  elected  lump-sum 
treatment  for  a  prior  distribution,  or  has  not  been  a  participant  in 
the  plan  for  at  least  5  years. 

The  bill  also  provides  that  the  exception  to  the  withdrawal  re- 
strictions for  the  termination  of  the  plan  is  conditional  on  the  em- 
ployer not  establishing  or  maintaining  another  defined  contribu- 
tion plan  for  a  reasonable  period  established  by  the  Secretary. 

d.  Other  restrictions 

Present  Law 

Under  the  Act,  a  cash  or  deferred  arrangement  is  not  qualified  if 
any  employer  contributions  or  benefits  (other  than  matching  con- 
tributions) are  conditioned  (either  directly  or  indirectly)  upon  an 
employee's  elective  deferrals.  The  Statement  of  Managers  provides 
that  this  prohibition  is  not  limited  to  employer-provided  benefits. 
The  prohibition  also  is  not  limited  to  benefits  provided  under  a 
qualified  plan,  but  also  applies,  for  example,  to  benefits  provided 
under  a  health  plan  or  under  a  nonqualified  deferred  compensation 
arrangement. 

The  Act  prohibits  tax-exempt  organizations  and  State  and  local 
governments  (or  a  political  subdivision  of  a  State  or  local  govern- 
ment) from  establishing  qualified  cash  or  deferred  arrangements. 

The  prohibition  does  not  apply  to  plans  adopted  before  (1)  May  6, 
1986,  in  the  case  of  an  arrangement  maintained  by  a  State  or  local 
government  (or  political  subdivision  of  a  State  or  local  govern- 
ment), or  (2)  July  2,  1986,  in  the  case  of  an  arrangement  main- 
tained by  a  tax-exempt  organization.  The  grandfather  treatment  is 
limited  to  the  employers  who  adopted  the  plan  before  the  dates 
specified  above.  However,  the  grandfather  treatment  is  not  limited 
to  employees  (or  classes  of  employees)  covered  by  the  plan  as  of  the 
date  the  grandfather  treatment  is  provided.  Similarly,  plans  that 
are  grandfathered  may  be  amended  in  the  future.  Most  such  plans 
will,  of  course,  have  to  be  amended  to  take  into  account  the  new 
requirements  relating  to  qualified  cash  or  deferred  arrangements. 
Other  plan  amendments  may  also  be  made.  For  example,  a  grand- 
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fathered  plan  may  be  amended  in  the  future  to  provide  for  employ- 
er matching  contributions,  to  modify  the  level  of  employer  match- 
ing contributions,  or  to  provide  that  the  qualified  cash  or  deferred 
arrangement  is  part  of  a  cafeteria  plan. 

The  Act  provides  that  a  qualified  cash  or  deferred  arrangement 
can  be  part  of  a  rural  electric  cooperative  plan,  but  does  not  explic- 
itly exempt  such  plans  from  the  prohibition  on  maintenance  of 
cash  or  deferred  arrangements  by  tax-exempt  and  State  and  local 
government  employers.  The  Act  defines  a  rural  electric  cooperative 
plan  as  a  defined  contribution  plan  (as  defined  in  sec.  414(i))  that  is 
established  and  maintained  by  a  rural  electric  cooperative  (as  de- 
fined in  sec.  457(d)(9)(B))  or  a  national  association  of  such  rural 
electric  cooperatives. 

Explanation  of  Provision 

The  bill  reconciles  the  statutory  provision  and  the  intent  of  Con- 
gress articulated  in  the  Statement  of  Managers  by  providing  that 
the  prohibition  on  conditioning  benefits  on  elective  deferrals  is  not 
limited  to  employer-provided  benefits.  Thus,  for  example,  a  plan 
may  not  provide  that  voluntary  after-tax  employee  contributions 
may  not  be  made  until  an  employee  makes  a  specified  amount  of 
elective  deferrals  under  a  qualified  cash  or  deferred  arrangement. 

The  bill  modifies  the  grandfather  rule  applicable  to  section  401(k) 
plans  maintained  by  governmental  employers.  Under  the  bill,  the 
prohibition  on  section  401(k)  plans  does  not  apply  to  (1)  an  employ- 
er that  is  a  State  or  local  government  (or  political  subdivision  of  a 
State  or  local  government)  if  the  employer  adopted  a  section  401(k) 
plan  before  May  6,  1986,  and  (2)  an  employer  that  is  a  tax-exempt 
governmental  unit  other  than  a  governmental  unit  described  in  (1) 
(e.g.,  the  Tennessee  Valley  Authority),  if  the  employer  adopted  a 
section  401(k)  plan  before  July  2,  1986.  Because  the  grandfather 
rule  in  the  bill  applies  to  the  employer  and  not  merely  the  plan,  an 
employer  that  satisfies  the  conditions  of  the  grandfather  may  adopt 
a  new  section  401(k)  plan. 

Because  the  identity  of  the  employer  is  more  likely  to  change  in 
the  case  of  tax-exempt  employers  that  are  not  governmental  enti- 
ties (such  as  through  a  merger  of  unrelated  tax-exempt  organiza- 
tions), the  bill  limits  this  expansion  of  the  grandfather  rule  to  tax- 
exempt  governmental  units. 

The  bill  clarifies  that  the  prohibition  against  cash  or  deferred  ar- 
rangements maintained  by  tax-exempt  and  State  and  local  govern- 
ment employers  does  not  apply  to  a  rural  electric  cooperative  plan. 
The  bill  also  modifies  the  definition  of  rural  electric  cooperative.  A 
change  in  the  definition  is  necessary  because  the  Code  section  ref- 
erence in  the  Act  defining  a  rural  electric  cooperative  was  repealed 
by  the  Act.  Under  the  bill,  a  rural  electric  cooperative  is  (1)  any 
organization  described  in  section  501(c)(12)  which  is  exempt  from 
tax  under  section  501(a)  and  which  is  engaged  primarily  in  provid- 
ing electric  service  on  a  mutual  or  cooperative  basis,  (2)  any  organi- 
zation described  in  paragraph  (4)  or  (6)  of  section  501(c)  which  is 
exempt  from  tax  under  section  501(a)  and  at  least  80  percent  of  the 
membership  of  which  are  organizations  described  in  (1),  and  (3)  an 
organization  which  is  a  national  association  of  organizations  de- 
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scribed  in  (1)  or  (2).  The  exemption  does  not  apply  to  a  member  of 
an  organization  described  in  (3),  solely  by  reason  of  such  member- 
ship, if  the  member  is  not  itself  an  organization  described  in  (1)  or 
(2).  Similarly,  the  exemption  does  not  apply  to  a  member  of  an  or- 
ganization described  in  (2),  solely  by  reason  of  such  membership,  if 
the  member  is  not  itself  an  organization  described  in  (1). 

3.  Nondiscrimination  requirements  for  employer  matching  contri- 
butions and  employee  contributions  (sec.  10211(m)  of  the  bill, 
sec.  1117  of  the  Reform  Act,  and  sees.  401(m)  and  4979  of  the 
Code) 

a.  Special  nondiscrimination  test 
Present  Law 

In  general 

Under  present  law,  a  special  nondiscrimination  test  is  applied  to 
matching  contributions  and  employee  contributions,  including  em- 
ployee contributions  under  a  qualified  cost-of-living  arrangement 
(sec.  415(k)).  This  special  nondiscrimination  test  is  similar  to  the 
special  nondiscrimination  test  applicable  to  qualified  cash  or  de- 
ferred arrangements. 

The  term  "matching  contributions"  means  any  employer  contri- 
bution made  to  the  plan  on  behalf  of  an  employee  on  account  of  an 
employee  contribution  or  an  elective  deferral  under  a  qualified 
cash  or  deferred  arrangement.  Forfeitures  under  a  plan  that  are 
reallocated  to  participants'  accounts  on  the  basis  of  employee  con- 
tributions or  elective  deferrals  are,  of  course,  also  treated  as  match- 
ing contributions. 

Required  aggregation 

If  2  or  more  plans  of  an  employer  to  which  matching  contribu- 
tions, employee  contributions,  or  elective  deferrals  are  made  are 
treated  as  a  single  plan  for  purposes  of  the  coverage  requirements 
for  qualified  plans  (sec.  410(b)),  then  the  plans  are  treated  as  a 
single  plan  for  purposes  of  the  special  nondiscrimination  test.  In 
addition,  if  a  highly  compensated  employee  participates  in  2  or 
more  plans  of  an  employer  to  which  matching  contributions,  em- 
ployee contributions,  or  elective  deferrals  are  made,  then  all  such 
contributions  are  aggregated  for  purposes  of  the  special  nondis- 
crimination test. 

Explanation  of  Provision 

In  general 

Under  the  bill,  the  special  nondiscrimination  test  applicable  to 
matching  contributions  and  employee  contributions  only  applies  to 
contributions  to  defined  contribution  plans  within  the  meaning  of 
sec.  414(k).  Also  under  the  bill,  the  definition  of  "matching  contri- 
butions" includes  any  contribution  to  a  defined  contribution  plan 
made  on  account  of  an  employee  contribution  or  an  elective  defer- 
ral under  a  qualified  cash  or  deferred  arrangement,  whether  such 
contributions  are  made  to  the  same  plan  or  a  different  plan.  Con- 
tributions to  a  defined  benefit  pension  plan  may  be  employee  con- 
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tributions  or  matching  contributions  to  the  extent  treated  as  con- 
tributions to  a  defined  contribution  plan  (sec.  414(k)). 

The  bill  also  clarifies,  in  accordance  with  the  Statement  of  Man- 
agers, that  contributions  to  a  tax-sheltered  annuity  that  are  made 
on  account  of  an  employee  contribution  or  elective  deferral  are  em- 
ployer matching  contributions.  As  under  the  rules  applicable  to 
elective  deferrals  under  a  cash  or  deferred  arrangement,  elective 
deferrals  under  a  tax-sheltered  annuity  may  be  used  to  help  satisfy 
the  nondiscrimination  test  applicable  to  matching  contributions 
with  respect  to  a  tax-sheltered  annuity.  (Similarly,  consistent  with 
the  rules  applicable  to  cash  or  deferred  arrangements,  elective  de- 
ferrals to  a  tax-sheltered  annuity  may  not  be  used  to  help  a  tax- 
sheltered  annuity  program  satisfy  the  coverage  tests  (sec.  410(b)), 
except  for  purposes  of  the  average  benefits  test.) 

Under  the  bill,  matching  contributions  that  are  treated  as  elec- 
tive deferrals  for  purposes  of  the  special  nondiscrimination  test  ap- 
plicable to  cash  or  deferred  arrangements  are  not  subject  to  the 
special  test  applicable  to  matching  contributions  and  employee  con- 
tributions. 

Required  aggregation 

The  bill  modifies  the  requirement  with  respect  to  aggregation  of 
plans  in  which  a  highly  compensated  employee  participates.  Under 
the  bill,  if  a  highly  compensated  employee  participates  in  2  or  more 
plans  of  an  employer  to  which  contributions  subject  to  the  special 
nondiscrimination  test  (sec.  401(m))  are  made,  then  all  such  contri- 
butions are  aggregated  for  purposes  of  the  test.  For  example, 
assume  an  employer  maintains  a  plan  with  a  cash  or  deferred  ar- 
rangement under  which  matching  contributions  are  made,  and  a 
thrift  plan  providing  for  after-tax  employee  contributions  and 
matching  contributions.  Highly  compensated  employees  participate 
in  both  plans.  Under  the  bill,  matching  contributions  that  are  not 
treated  as  elective  deferrals  in  applying  the  special  section  401(k) 
nondiscrimination  test  and  after-tax  contributions  under  the  plans 
are  aggregated  for  purposes  of  the  special  nondiscrimination  test. 
The  elective  deferrals,  however,  are  not  required  to  be  aggregated 
with  the  matching  contributions  and  employee  contributions. 

b.  Treatment  of  excess  aggregate  contributions 
Present  Law 

If  the  special  nondiscrimination  test  is  not  satisfied  for  any  year, 
the  plan  will  not  be  disqualified  if  the  excess  aggregate  contribu- 
tions (plus  income  allocable  to  such  contributions)  are  distributed 
before  the  close  of  the  following  plan  year.  Distribution  of  excess 
aggregate  contributions  by  such  date  may  be  made  notwithstanding 
any  other  provision  of  law,  and  the  amount  distributed  is  not  sub- 
ject to  the  additional  income  tax  on  early  withdrawals  (sec.  72(t)). 
Contributions  are  not  subject  to  the  10-percent  tax  on  nondeduct- 
ible contributions  (sec.  4972)  merely  because  they  are  excess  aggre- 
gate contributions. 

An  excise  tax  is  imposed  on  the  employer  with  respect  to  excess 
contributions  and  excess  aggregate  contributions  (sec.  4979).  The 
tax  is  equal  to  10  percent  of  the  excess  contributions  and  excess  ag- 
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gregate  contributions  (but  not  earnings  on  those  contributions) 
under  the  plan  for  the  plan  year  ending  in  the  taxable  year. 

However,  the  tax  does  not  apply  to  any  excess  contributions  or 
excess  aggregate  contributions  that,  together  with  income  allocable 
to  such  contributions,  are  distributed  (or,  if  nonvested,  forfeited)  no 
later  than  2-1/2  months  after  the  close  of  the  plan  year  in  which 
the  contributions  arose. 

Excess  matching  contributions  (plus  income),  excess  elective  de- 
ferrals (plus  income),  excess  qualified  nonelective  contributions 
(plus  income),  and  income  on  excess  employee  contributions  distrib- 
uted within  the  applicable  2-1/2  month  period  are  to  be  treated  as 
received  and  earned  by  the  employee  in  the  employee's  taxable 
year  to  which  such  contributions  relate.  Excess  matching  contribu- 
tions are  deemed  to  relate  to  the  same  taxable  year  to  which  the 
employee's  mandatory  contribution  relates,  i.e.,  mandatory  contri- 
butions that  are  elective  deferrals  relate  to  the  taxable  year  in 
which  the  employee  would  have  received  (but  for  the  deferral  elec- 
tion) the  deferral  as  cash,  and  mandatory  contributions  that  are 
employee  contributions  relate  to  the  taxable  year  of  contribution. 
For  purposes  of  this  rule,  the  first  contributions  (of  the  type  distrib- 
uted) for  a  plan  year  are  deemed  to  be  excess  contributions  or 
excess  aggregate  contributions. 

Explanation  of  Provision 

The  bill  provides  that  excess  aggregate  contributions  for  a  plan 
year  that  are  distributed  before  the  end  of  the  following  plan  year 
are  not  subject  to  the  15-percent  excise  tax  on  excess  distributions 
(sec.  4980A). 

In  addition,  to  be  consistent  with  the  rules  applicable  to  excess 
deferrals  and  excess  contributions,  the  bill  provides  that  such  dis- 
tributions may  be  made  without  regard  to  the  terms  of  the  plan 
until  the  close  of  the  first  plan  year  for  which  an  amendment  is 
required  (Act  sec.  1140).  The  bill  similarly  provides  that  the  Secre- 
tary is  to  prescribe  a  model  amendment  that  allows  a  plan  to  dis- 
tribute excess  aggregate  contributions  and  that  a  plan  distribution 
in  accordance  with  such  amendment  is  to  be  treated  as  in  accord- 
ance with  the  terms  of  the  plan.  It  is  understood  that  the  Secretary 
has  already  prescribed  model  amendments  under  the  Act;  accord- 
ingly, it  is  not  intended  that  the  Secretary  be  required  to  prescribe 
a  new  amendment  regarding  excess  aggregate  contributions. 

The  Act  provides  that  excess  contributions  and  excess  aggregate 
contributions  that  are  distributed  within  2-1/2  months  after  the 
end  of  the  plan  year  are  treated  as  received  and  earned  by  the  re- 
cipient in  the  taxable  year  to  which  the  contribution  relates  in 
order  to  prevent  deferral  of  income.  Such  deferral  is  not  of  major 
concern,  however,  where  the  amount  involved  is  not  significant. 
Accordingly,  the  bill  provides  an  exception  to  the  general  rule. 
Under  this  exception,  if  the  total  distributions  of  excess  contribu- 
tions and  excess  aggregate  contributions  under  a  plan  for  a  plan 
year  with  respect  to  an  individual  are  less  than  $100,  then  the  dis- 
tributions are  treated  as  earned  and  received  by  the  individual  in 
the  taxable  year  in  which  the  distributions  were  made. 
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4.  Unfunded  deferred  compensation  arrangements  of  State  and 
local  governments  and  tax-exempt  employers  (sec.  10211(e)  of 
the  bill,  sec.  1107  of  the  Reform  Act,  and  sec.  457  of  the  Code) 

a.  Application  to  tax-exempt  employers;  distribution  re- 
quirements 

Present  Law 

The  Act  applies  the  limitations  and  restrictions  applicable  to  eli- 
gible and  ineligible  unfunded  deferred  compensation  plans  of  State 
and  local  governments  (sec.  457)  to  unfunded  deferred  compensa- 
tion plans  maintained  by  nongovernmental  tax-exempt  organiza- 
tions. 

Under  the  Act,  distributions  cannot  be  made  available  to  partici- 
pants or  beneficiaries  under  a  section  457  plan  before  the  partici- 
pant is  separated  from  service  with  the  employer  or  is  faced  with 
an  unforeseeable  emergency.  In  addition,  distributions  under  a  sec- 
tion 457  plan  are  required  to  comply  with  the  provisions  of  section 
401(a)(9).  Under  section  401(a)(9)  as  amended  by  the  Act,  distribu- 
tions are  required  to  begin  no  later  than  the  April  1  of  the  calen- 
dar year  following  the  calendar  year  the  participant  attains  age  70- 
1/2,  regardless  of  whether  the  participant  is  still  employed.  Thus, 
section  401(a)(9)  may  require  that  distribution  is  to  begin  before  the 
time  that  distributions  are  permitted  under  section  457. 

The  Act  provides  that  benefits  are  not  treated  as  made  available 
under  an  eligible  deferred  compensation  plan  merely  because  an 
employee  is  allowed  to  elect  to  receive  a  lump-sum  payment  within 
60  days  of  the  election.  The  60-day  rule  only  applies  if  the  employ- 
ee's total  deferred  benefit  does  not  exceed  $3,500  and  no  additional 
amounts  may  be  deferred  with  respect  to  the  employee. 

Explanation  of  Provision 

The  bill  reconciles  the  rules  under  section  457  and  section 
401(a)(9)  relating  to  the  time  that  distributions  are  to  be  made. 
With  respect  to  the  rule  prohibiting  distributions  prior  to  separa- 
tion from  service  or  the  occurrence  of  an  unforeseen  emergency, 
the  bill  provides  an  exception  for  distributions  in  or  after  the  year 
in  which  the  employee  attains  age  70-1/2.  Thus,  under  the  bill, 
amounts  may  not  be  available  under  a  section  457  plan  earlier 
than  (1)  the  calendar  year  in  which  the  participant  attains  age  70- 
1/2,  (2)  when  the  participant  separates  from  service,  or  (3)  when 
the  participant  is  faced  with  an  unforeseeable  emergency. 

The  bill  clarifies  that  the  exception  to  the  constructive  receipt 
rule  with  respect  to  an  election  to  receive  a  lump-sum  distribution 
does  not  override  the  distribution  restrictions  otherwise  applicable 
to  eligible  deferred  compensation  plans.  Thus,  the  bill  provides  that 
the  exception  is  not  available  for  distributions  payable  prior  to  sep- 
aration from  service. 
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b.  Amount  of  deferrals 

Present  Law 

Under  present  law,  an  unfunded  deferred  compensation  plan  is 
not  an  eligible  plan  if  it  permits  deferred  compensation  in  excess  of 
the  limits  contained  in  section  457.  The  limit  on  deferred  compen- 
sation under  a  section  457  plan  is  coordinated  with  contributions  to 
a  tax-sheltered  annuity  (sec.  403(b)).  In  addition,  under  the  Act,  the 
limit  under  section  457  is  coordinated  with  elective  deferrals  under 
a  cash  or  deferred  arrangement,  a  simplified  employee  pension,  or 
a  plan  described  in  section  501(c)(18).  For  example,  if  an  employee 
participates  in  a  qualified  cash  or  deferred  arrangement  and  an  eli- 
gible deferred  compensation  plan,  the  employee  could  elect  to  defer 
$7,000  under  the  cash  or  deferred  arrangement  and  an  additional 
$500  (but  no  more  than  $500)  under  the  eligible  deferred  compensa- 
tion plan. 

Explanation  of  Provision 

An  employee  may  participate  in  a  section  457  plan  of  1  employer 
and,  for  example,  a  cash  or  deferred  arrangement  of  another  em- 
ployer. Thus,  the  employer  maintaining  the  section  457  plan  may 
not  know  whether  an  employee  is  making  elective  deferrals  to  a 
plan  that  is  coordinated  with  the  section  457  plan  for  purposes  of 
the  limit  on  deferred  compensation.  Thus,  it  is  not  appropriate  to 
disqualify  the  entire  section  457  plan  in  such  cases. 

Accordingly,  the  bill  provides  that,  for  purposes  of  determining 
whether  an  unfunded  deferred  compensation  plan  is  an  eligible 
plan  under  section  457,  the  rule  requiring  coordination  of  the  de- 
ferred compensation  limit  with  other  plans  is  disregarded.  Of 
course,  if  the  limit  (as  so  coordinated)  is  exceeded,  the  deferral  of 
income  inclusion  provided  by  section  457  does  not  apply  to  the 
excess;  instead,  the  rules  of  section  457(f)  apply  to  such  excess. 

In  order  to  prevent  avoidance  of  the  limit  on  deferred  compensa- 
tion under  a  section  457  plan  by,  for  example,  the  use  of  affiliated 
service  groups  or  leasing  arrangements,  the  bill  provides  that  the 
Secretary's  general  regulatory  authority  to  prevent  avoidance  of 
certain  requirements  (sec.  414(o))  applies  to  section  457  plans. 

c.  Effective  date 

Present  Law 

Under  the  Act,  the  requirements  of  section  457  do  not  apply  to 
amounts  deferred  under  a  plan  established  by  a  nongovernmental 
tax-exempt  employer  with  respect  to  an  employee  that  (1)  were  de- 
ferred for  taxable  years  beginning  before  January  1,  1987,  or  (2)  are 
deferred  for  taxable  years  beginning  after  December  31,  1986,  pur- 
suant to  an  agreement  between  the  employer  and  the  employee 
that  (a)  was  in  writing  on  August  16,  1986,  and  (b)  on  August  16, 
1986,  provided  for  a  deferral  for  each  taxable  year  of  a  fixed 
amount  or  an  amount  determined  pursuant  to  a  fixed  formula. 
This  exception  does  not  apply  with  respect  to  amounts  deferred  in 
a  fixed  amount  or  under  a  fixed  formula  (including  a  fixed  formula 
under  a  plan  that  is  in  the  nature  of  a  defined  benefit  plan)  for  any 
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taxable  year  ending  after  the  date  on  which  the  amount  or  formula 
is  modified  after  August  16,  1986.  The  Act  was  unclear  as  to  wheth- 
er a  plan  is  required  to  satisfy  the  requirements  of  section  457  (i.e., 
be  an  eligible  plan)  in  order  to  qualify  for  the  grandfather. 

Explanation  of  Provision 

The  bill  clarifies  that  the  grandfather  rule  applicable  to  unfund- 
ed deferred  compensation  arrangements  of  tax-exempt  employers 
applies  to  all  deferred  compensation  plans  of  tax-exempt  employers 
that  otherwise  meet  the  requirements  of  the  grandfather  rule, 
without  regard  to  whether  the  plans  would  be  eligible  deferred 
compensation  plans  within  the  meaning  of  section  457. 

The  bill  also  clarifies  that  the  grandfather  rule  only  applies  to 
individuals  who  were  covered  under  the  plan  and  agreement  on 
August  16,  1986.  Thus,  for  example,  the  grandfather  does  not  apply 
to  a  new  employee  hired  after  August  16,  1986,  or  an  employee  who 
was  hired  on  or  before  such  date,  but  who  was  not  a  participant  in 
the  deferred  compensation  plan  until  after  August  16,  1986. 

5.  Deferred  annuity  contracts  (sec.  10211A(i)  of  the  bill,  sec.  1135 
of  the  Reform  Act,  and  sec.  72(u)  of  the  Code) 

Present  Law 

Under  the  Act,  if  any  annuity  contract  is  held  by  a  person  who  is 
not  a  natural  person  (such  as  a  corporation  or  trust),  then  the  con- 
tract is  not  treated  as  an  annuity  contract  for  Federal  income  tax 
purposes  and  the  income  on  the  contract  for  any  taxable  year  is 
treated  as  ordinary  income  received  or  accrued  by  the  owner  of  the 
contract  during  the  taxable  year.  In  the  case  of  a  contract  the 
nominal  owner  of  which  is  a  person  who  is  not  a  natural  person, 
but  the  beneficial  owner  of  which  is  a  natural  person,  the  contract 
is  treated  as  held  by  a  natural  person. 

The  provision  does  not  apply  to  any  annuity  contract  that  (1)  is 
acquired  by  the  estate  of  a  decedent  by  reason  of  the  death  of  the 
decedent;  (2)  is  held  under  a  qualified  plan  (sec.  401(a)  or  403(a)),  as 
a  tax-sheltered  annuity  (sec.  403(b))  or  under  an  IRA;  (3)  is  a  quali- 
fied funding  asset  for  purposes  of  a  structured  settlement  agree- 
ment (as  defined  in  sec.  130(d),  but  without  regard  to  whether  there 
is  a  qualified  assignment);  (4)  is  purchased  by  an  employer  upon 
the  termination  of  a  qualified  plan  and  is  held  by  the  employer 
until  the  employee  separates  from  service;  or  (5)  is  an  immediate 
annuity. 

Explanation  of  Provision 

The  rule  under  which  certain  contracts  will  not  be  treated  as  an- 
nuity contracts  was  intended  to  apply  for  purposes  of  the  Federal 
income  taxation  of  the  policyholder,  but  was  not  intended  to  extend 
to  the  tax  treatment  of  the  insurance  company.  Accordingly,  the 
bill  would  clarify  that  the  treatment  of  annuity  contracts  held  by 
nonnatural  persons  applies  generally  for  purposes  of  subtitle  A  of 
Title  I  of  the  Code,  other  than  subchapter  L. 

The  bill  also  provides  that,  with  respect  to  the  exception  to  the 
rule  regarding  treatment  of  annuity  contracts  held  by  nonnatural 
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persons  for  an  annuity  that  is  purchased  by  an  employer  upon  ter- 
mination of  a  qualified  plan,  the  exception  applies  to  an  annuity 
that  is  held  until  all  amounts  are  distributed  to  the  employee  for 
whom  such  contract  was  purchased  or  to  the  employee's  benefici- 
ary. 

6.  Elective  contributions  under  tax-sheltered  annuities  (sec. 
10211(c)  of  the  bill,  sec.  1105  of  the  Reform  Act,  and  sec.  402 
of  the  Code) 

a.  Catch-up  rule 

Present  Law 

The  Act  imposes  a  limit  on  elective  deferrals  under  a  tax-shel- 
tered annuity  that  operates  in  the  same  manner  as  the  limit  on 
elective  deferrals  under  a  qualified  cash  or  deferred  arrangement. 
However,  the  annual  limit  on  elective  deferrals  under  a  tax-shel- 
tered annuity  is  $9,500,  rather  than  $7,000. 

Thus,  the  limit  on  elective  deferrals  to  a  tax-sheltered  annuity 
for  a  year  is  the  least  of  the  following  amounts:  (1)  $9,500,  (2)  the 
exclusion  allowance  under  section  403(b),  or  (3)  the  limit  on  annual 
additions  under  a  defined  contribution  plan  (sec.  415(c))  without 
regard  to  the  catch-up  rules  for  tax-sheltered  annuities  (sec. 
415(c)(4)). 

The  $9,500  limit  applies  until  the  cost-of-living  adjustments  to 
the  annual  limit  on  elective  deferrals  under  a  qualified  cash  or  de- 
ferred arrangement  raise  that  limit  from  $7,000  to  $9,500,  at  which 
time  the  limit  on  elective  deferrals  under  a  tax-sheltered  annuity  is 
also  indexed  at  the  same  time  and  in  the  same  manner  as  the  in- 
dexing of  the  annual  limit  for  elective  deferrals  under  a  qualified 
cash  or  deferred  arrangement. 

The  Act  provides  an  exception  to  the  $9,500  annual  limit  (but  not 
to  the  otherwise  applicable  exclusion  allowance  (sec.  403(b))  or  the 
limit  on  contributions  and  benefits  (sec.  415))  in  the  case  of  employ- 
ees of  an  educational  organization,  a  hospital,  a  home  health  serv- 
ice agency,  a  health  and  welfare  service  agency,  a  church,  or  a  con- 
vention or  association  of  churches.  Under  this  exception,  any  eligi- 
ble employee  who  had  completed  15  years  of  service  with  the  em- 
ployer would  be  permitted  to  make  an  additional  salary  reduction 
contribution  under  the  following  conditions: 

(1)  In  no  year  can  the  additional  contributions  be  more  than 
$3,000  (and,  therefore,  the  $9,500  limit  may  not  be  increased  above 
$12,500); 

(2)  An  aggregate  limit  of  $15,000  applies  to  the  total  amount  of  j 
catch-up  contributions  (i.e.,  contributions  that,  in  any  year,  exceed 
the  limit  on  elective  deferrals  for  that  year);  and 

(3)  In  no  event  can  this  exception  be  used  if  an  individual's  life- 
time elective  deferrals  exceed  the  individual's  lifetime  limit. 

The  lifetime  limit  on  elective  deferrals  for  an  individual,  solely 
for  purposes  of  the  special  catch-up  rule,  is  $5,000  multiplied  by  the 
number  of  years  of  service  that  the  individual  performed  with  the 
employer. 
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This  special  catch-up  rule  provides  the  only  rule  under  which 
elective  deferrals  by  an  individual  may  exceed  the  limit  on  elective 
deferrals  for  a  year. 

It  is  intended  that  the  definition  of  years  of  service  for  purposes 
of  the  special  catchup  election  will  include  principles  similar  to  the 
principles  of  section  414(a).  For  this  purpose,  an  employee's  years  of 
service  will  be  determined  by  including  all  years  of  service  with  a 
predecessor  employer  (within  the  meaning  of  sec.  414(a)).  Thus, 
years  of  service  with  a  denomination  of  a  church  that  merges  into 
or  combines  with  another  denomination  generally  are  to  be  aggre- 
gated with  years  of  service  with  the  surviving  denomination. 

Explanation  of  Provision 

The  Act  does  not  specify  how  years  of  service  are  to  be  deter- 
mined for  purposes  of  the  catch-up  rule.  The  bill  provides  that,  for 
this  purpose,  years  of  service  are  defined  as  in  section  403(b).  This 
definition  will  provide  consistency  with  the  way  years  of  service 
are  generally  calculated  under  the  rules  relating  to  tax-sheltered 
annuities. 

It  is  recognized  that  it  may  be  difficult  for  employers  to  calculate 
whether  an  individual's  lifetime  elective  deferrals  exceed  the  indi- 
vidual's lifetime  limit  for  purposes  of  the  catch-up  rule  because  em- 
ployers may  not  have  records  for  prior  years  with  respect  to  the 
portion  of  contributions  to  tax-sheltered  annuities  that  were  elec- 
tive deferrals.  Accordingly,  under  the  bill,  for  purposes  of  calculat- 
ing an  individual's  lifetime  elective  deferrals  under  the  catch-up 
rule,  elective  deferrals  for  prior  years  are  to  be  determined  in  the 
manner  prescribed  by  the  Secretary.  Under  this  provision,  it  is  ex- 
pected that  the  Secretary  will  provide  administrable  methods  that 
employers  can  use  to  calculate  elective  deferrals  for  prior  years. 

b.  Definition  of  elective  deferrals 
Present  Law 

Under  present  law,  employer  contributions  to  purchase  an  annu- 
ity contract  under  a  salary  reduction  agreement  (within  the  mean- 
ing of  sec.  3121(a)(5)(D))  are  considered  elective  deferrals.  The  State- 
ment of  Managers  provides  that  an  employer  contribution  is  not 
treated  as  an  elective  deferral  if  the  contribution  is  made  pursuant 
to  a  one-time  election  to  participate  in  the  tax-sheltered  annuity 
even  though  such  contribution  would  be  considered  made  under  a 
salary  reduction  agreement  under  section  3121(a)(5)(D).  This 
amendment  also  does  not  affect  the  definition  of  elective  deferrals 
other  than  with  respect  to  tax-sheltered  annuities. 

Explanation  of  Provision 

The  bill  conforms  the  statutory  language  to  the  legislative  histo- 
ry by  providing  that  contributions  to  a  tax-sheltered  annuity  are 
not  considered  elective  deferrals  if  the  contributions  are  made  pur- 
suant to  a  one-time  irrevocable  election  made  by  the  employee  at 
the  time  of  initial  eligibility  to  participate  in  the  annuity  or  are 
made  pursuant  to  a  similar  arrangement  specified  in  regulations. 
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The  bill  does  not  change  the  definition  of  salary  reduction  agree- 
ment for  purposes  of  section  3121(a)(5)(D). 

7.  Special  rules  for  simplified  employee  pensions  (sec.  10211(f)  of 
the  bill,  sec.  1108  of  the  Reform  Act,  and  sees.  408(k)  and  3401 
of  the  Code) 

a.  Salary  reduction  SEPs 

Present  Law 

Under  the  Act,  employees  who  participate  in  a  SEP  are  permit- 
ted to  elect  to  have  contributions  made  to  the  SEP  or  to  receive  the 
contributions  in  cash.  If  an  employee  elects  to  have  contributions 
made  on  the  employee's  behalf  to  the  SEP,  the  contribution  is  not 
treated  as  having  been  distributed  or  made  available  to  the  em- 
ployee. In  addition,  the  contribution  is  not  treated  as  an  employee 
contribution  merely  because  the  SEP  provides  the  employee  with 
such  an  election.  Therefore,  under  the  Act,  an  employee  is  not  re- 
quired to  include  in  income  currently  the  amounts  the  employee 
elects  to  have  contributed  to  the  SEP.  Elective  deferrals  under  a 
SEP  are  to  be  treated  in  the  same  manner  as  elective  deferrals 
under  a  qualified  cash  or  deferred  arrangement  and,  thus,  are  sub- 
ject to  the  $7,000  (indexed)  cap  on  elective  deferrals. 

The  Act  provides  that  the  tax  treatment  described  above  of  the 
election  to  have  amounts  contributed  to  a  SEP  or  received  in  cash 
is  available  only  if  at  least  50  percent  of  the  employees  of  the  em- 
ployer elect  to  have  amounts  contributed  to  the  SEP.  In  addition, 
this  exception  to  the  constructive  receipt  principle  is  available  for  a 
taxable  year  only  if  the  employer  maintaining  the  SEP  had  25  or 
fewer  employees  at  all  times  during  the  prior  taxable  year. 

In  addition,  under  the  Act,  the  amount  eligible  to  be  deferred  as 
a  percentage  of  each  highly  compensated  employee's  compensation 
(i.e.,  the  deferral  percentage)  is  limited  by  the  average  deferral  per- 
centage (based  solely  on  elective  deferrals)  for  all  nonhighly  com- 
pensated employees  who  are  eligible  to  participate.  The  deferral 
percentage  for  each  highly  compensated  employee  cannot  exceed 
125  percent  of  the  average  deferral  percentage  for  all  eligible  non- 
highly  compensated  employees. 

If  the  125-percent  test  is  not  satisfied,  rules  similar  to  the  rules 
applicable  to  excess  contributions  to  a  cash  or  deferred  arrange- 
ment are  to  apply. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  the  rules  relating  to  SEPs 
(other  than  sec.  408(k)(2)(O),  the  uniform  definition  of  compensa- 
tion (sec.  414(s))  applies.  The  bill  also  clarifies  that,  for  purposes  of 
applying  the  125-percent  test  to  a  salary  reduction  SEP,  compensa- 
tion does  not  include  compensation  in  excess  of  $200,000. 

The  bill  clarifies  that,  in  determining  whether  the  employer 
maintaining  a  salary  reduction  SEP  had  more  than  25  employees 
in  the  prior  taxable  year,  only  employees  who  were  eligible  to  par- 
ticipate in  the  SEP  (or  would  have  been  required  to  be  eligible  to 
participate  if  a  SEP  were  maintained)  are  taken  into  account.  This 
rule  is  consist  with  the  eligibility  rules  for  SEPs,  that  is,  individ- 
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uals  who  are  not  required  to  be  eligible  to  participate  in  the  SEP 
may  be  disregarded  in  determining  whether  the  25-employee  rule 
is  satisfied. 

The  bill  adds  provisions  designed  to  ensure  that  excess  contribu- 
tions to  a  salary  reduction  SEP  are  distributed.  These  rules  are  dif- 
ferent from  the  rules  relating  to  excess  deferrals  in  cash  or  de- 
ferred arrangements  because,  in  the  case  of  a  SEP,  the  employer 
may  not  force  an  employee  to  take  a  distribution  of  excess  defer- 
rals because  the  SEP  contributions  are  held  in  an  IRA  which  the 
employee  controls. 

The  bill  specifically  authorizes  the  Secretary  to  prescribe  appro- 
priate rules,  including  rules  requiring  that  the  excess  contributions 
(plus  income)  be  distributed,  reporting  requirements,  and  rules  pro- 
viding that  contributions  to  a  SEP  (plus  income)  may  not  be  with- 
drawn until  a  determination  that  the  special  nondiscrimination 
test  has  been  satisfied  is  made.  In  addition,  the  bill  provides  that, 
until  such  a  determination  has  been  made,  any  transfer  or  distribu- 
tion from  a  SEP  of  salary  reduction  contributions  (or  income  on 
such  contributions)  is  subject  to  tax  in  accordance  with  section  72 
and  to  the  early  withdrawal  tax  (sec.  72(t)(D),  regardless  of  whether 
an  exception  to  the  tax  would  otherwise  be  available. 

Consistent  with  the  inclusion  of  SEP  contributions  that  are  made 
pursuant  to  a  salary  reduction  agreement  for  purposes  of  FICA 
(sec.  3121(a)(5))  and  FUTA  (sec.  3306(b)(5)),  the  bill  would  include 
such  contributions  for  purposes  of  determining  benefits  under  the 
Social  Security  Act. 

b.  Integration  rules 

Present  Law 

The  Act  eliminated  the  prior-law  rules  under  which  nonelective 
SEP  contributions  could  be  combined  with  employer  OASDI  contri- 
butions for  purposes  of  the  applicable  nondiscrimination  require- 
ments. In  place  of  these  rules,  the  Act  permits  nonelective  SEP 
contributions  to  be  tested  for  nondiscrimination  under  the  new 
rules  for  qualified  defined  contribution  plans  permitting  a  limited 
disparity  between  the  contribution  percentages  applicable  to  com- 
pensation below  and  compensation  above  the  integration  level.  This 
provision  is  effective  for  years  beginning  after  December  31,  1986. 
The  new  rules  for  defined  contribution  plans  permitting  a  limited 
disparity  between  contribution  levels  are  generally  applicable  to 
qualified  plans  for  years  beginning  after  December  31,  1988. 

Explanation  of  Provision 

The  bill  coordinates  the  effective  date  of  the  new  integration 
rules  with  respect  to  qualified  plans  and  SEPs.  Thus,  the  bill  pro- 
vides that  the  integration  rules  applicable  to  SEPs  (sec.  408(k)(3)(D) 
and  (E))  prior  to  the  Act  will  continue  to  apply  to  years  beginning 
before  January  1,  1989,  when  the  new  integration  rules  are  effec- 
tive. However,  no  integration  is  permitted  under  the  125-percent 
nondiscrimination  test  for  salary  reduction  SEPs. 
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c.  Income  exclusion 

Present  Law 

Under  present  law,  contributions  to  SEPs  are  excludable  from 
income,  rather  than  allowable  as  a  deduction  as  under  prior  law. 

Explanation  of  Provision 

To  conform  to  the  conversion  of  the  SEP  deduction  to  an  exclu- 
sion, the  bill  provides  that,  for  purposes  of  section  408(d)(4),  (5)  and 
section  4973,  an  amount  excludable  from  income  under  section 
402(h)  is  treated  as  an  amount  allowable  as  a  deduction  under  sec- 
tion 219.  In  addition,  the  bill  amends  the  definition  of  wages  for 
withholding  tax  purposes  (sec.  3401(a)(12)(C))  to  provide  that  contri- 
butions to  a  SEP  are  not  considered  wages  if  it  is  reasonable  to  be- 
lieve that  the  contributions  will  be  excludable  from  income  (rather 
than  deductible). 

d.  Employer  deduction 

Present  Law 

Employer  contributions  to  a  SEP  are  deductible  (1)  in  the  case  of 
a  calendar  year  SEP,  for  the  taxable  year  with  or  within  which  the 
calendar  year  ends,  and  (2)  in  the  case  of  a  SEP  maintained  on  the 
basis  of  the  taxable  year  of  the  employer,  for  such  taxable  year. 
The  amount  deductible  in  a  taxable  year  for  contributions  to  a  SEP 
may  not  exceed  15  percent  of  the  compensation  paid  to  the  employ- 
ees during  the  calendar  year  ending  with  or  within  the  taxable 
year. 

Explanation  of  Provision 

To  take  into  account  SEPs  that  are  maintained  on  the  basis  of 
the  employer's  taxable  year,  the  bill  provides  that,  in  the  case  of 
such  SEPs,  the  15  percent  of  compensation  limitation  applies  to 
compensation  paid  during  the  employer's  taxable  year. 


B.  Nondiscrimination  Requirements 

1.  Minimum  coverage  requirements  (sec.  10211(h)  of  the  bill,  sec. 
1112  of  the  Reform  Act,  and  sec.  410(b)  of  the  Code) 

a.  Coverage  requirements — general 

Present  Law 

Under  present  law,  a  plan  is  not  qualified  unless  it  meets  at  least 
one  of  the  following  coverage  requirements: 

(1)  the  plan  benefits  at  least  70  percent  of  all  nonhighly  compen- 
sated employees; 

(2)  the  plan  benefits  a  percentage  of  nonhighly  compensated  em- 
ployees that  is  at  least  70  percent  of  the  percentage  of  highly  com- 
pensated employees  benefiting  under  the  plan;  or 

(3)  the  plan  meets  the  average  benefits  test,  one  requirement  of 
which  is  that  the  average  benefit  percentage  for  nonhighly  compen- 
sated employees  be  at  least  70  percent  of  the  average  benefit  per- 
centage for  highly  compensated  employees. 

Under  present  law,  these  coverage  rules  are  to  apply  separately 
to  former  employees  under  rules  prescribed  by  the  Secretary. 

Explanation  of  Provision 

The  bill  incorporates  in  the  statute  the  provision  in  the  State- 
ment of  Managers  that  a  plan  maintained  by  an  employer  that  has 
no  nonhighly  compensated  employees  for  a  year  is  considered  to 
satisfy  the  coverage  requirements  for  such  year.  As  is  so  with  re- 
spect to  the  coverage  rules  generally,  this  rule  is  to  apply  separate- 
ly with  respect  to  former  employees  under  rules  prescribed  by  the 
Secretary. 

In  addition,  the  committee  intends  that  the  Secretary  is  to  exer- 
cise his  authority  with  respect  to  the  application  of  the  coverage 
rules  to  former  employees  to  except,  in  appropriate  cases,  retiree 
benefit  increases  from  the  general  rule  of  separate  testing. 

b.  Coverage  requirements  for  collectively  bargained  plans 

Present  Law 

Under  present  law,  certain  special  rules  apply  to  a  plan  main- 
tained pursuant  to  an  agreement  that  the  Secretary  of  Labor  finds 
to  be  a  collective  bargaining  agreement  between  employee  repre- 
sentatives and  1  or  more  employers.  Under  these  special  rules,  the 
coverage  rules  (sec.  410  (other  than  section  410(a)))  are  to  be  ap- 
plied as  if  all  employees  of  each  of  the  employers  who  are  parties 
to  the  collective  bargaining  agreement  and  who  are  subject  to  the 
same  benefit  computation  formula  under  the  plan  were  employed 
by  a  single  employer  (sec.  413(b)(1)).  In  addition,  certain  other  rules 
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(sees.  401(a)(4)  and  411(d)(3))  are  to  be  applied  as  if  all  participants 
who  are  subject  to  the  same  benefit  computation  formula  and  who 
are  employed  by  employers  who  are  parties  to  the  collective  bar- 
gaining agreement  were  employed  by  a  single  employer  (sec. 
413(b)(2)). 

Explanation  of  Provision 

Under  the  bill,  the  special  rules  of  section  413(b)(1)  (with  respect 
to  the  coverage  rules)  and  (b)(2)  do  not  apply  to  a  plan  that  covers 
any  professional  employee  (e.g.,  doctor,  lawyer,  or  investment 
banker).  Thus,  such  plans  are  to  apply  sections  401(a)(4),  410  (with- 
out regard  to  section  410(a))  and  411(dX3)  under  the  general  rules 
otherwise  applicable  with  respect  to  qualified  plans. 

c.  Definition  of  elective  deferrals 
Present  Law 

Under  present  law,  certain  special  coverage  rules  apply  to  em- 
ployer contributions  to  purchase  a  tax-sheltered  annuity  contract 
(sec.  403(b))  under  a  salary  reduction  agreement  (within  the  mean- 
ing of  sec.  3121(a)(5)(D)).  The  Statement  of  Managers  provides  that 
an  employer  contribution  is  not  subject  to  these  special  coverage 
rules  (and  is  instead  subject  to  the  general  coverage  and  nondis- 
crimination rules  applicable  to  qualified  plans)  if  the  contribution 
is  made  pursuant  to  a  one-time  election  to  participate  in  the  tax- 
sheltered  annuity,  even  though  such  contribution  would  be  consid- 
ered made  under  a  salary  reduction  agreement  under  section 
3121(a)(5)(D). 

Explanation  of  Provision 

The  bill  conforms  the  statutory  language  to  the  legislative  histo- 
ry by  providing  that  contributions  to  a  tax-sheltered  annuity  are 
not  subject  to  the  special  coverage  rules  (and  are  instead  subject  to 
the  general  coverage  and  nondiscrimination  rules  applicable  to 
qualified  plans)  if  the  contributions  are  made  pursuant  to  a  one- 
time irrevocable  election  made  by  the  employee  at  the  time  of  ini- 
tial eligibility  to  participate  in  the  annuity  or  are  made  pursuant 
to  a  similar  arrangement  specified  in  regulations. 

The  bill  does  not  change  the  definition  of  salary  reduction  agree- 
ment for  purposes  of  section  3121(aX5XD).  This  amendment  also 
does  not  affect  the  definition  of  elective  deferrals  other  than  with 
respect  to  tax-sheltered  annuities. 

2.  Minimum  participation  rule  (sec.  10211(h)  of  the  bill,  sec.  1112 
of  the  Reform  Act,  and  sec.  401(a)(26)  of  the  Code) 

Present  Law 

In  general 

Under  present  law,  a  plan  is  not  a  qualified  plan  unless  it  bene- 
fits no  fewer  than  the  lesser  of  (a)  50  employees  of  the  employer,  or 
(b)  40  percent  of  all  employees  of  the  employer.  This  requirement 
may  not  be  satisfied  by  aggregating  comparable  plans.  Also,  this  re- 
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quirement  applies  on  an  employer-wide  basis  and  may  not  be  satis- 
fied on  a  line  of  business  or  operating  unit  basis. 

Sanction 

If  a  plan  ceases  to  be  qualified  because  of  this  minimum  partici- 
pation rule,  it  is  subject  to  the  generally  applicable  sanctions,  one 
of  which  is  that  employer  contributions  made  to  the  trust  during 
the  corresponding  taxable  year  of  the  employer  are  includible  in 
employees'  incomes  under  rules  applicable  to  nonqualified  arrange- 
ments (sec.  83).  Under  present  law,  in  the  case  of  a  plan  that  fails 
to  be  qualified  solely  because  it  does  not  satisfy  the  coverage  re- 
quirements (sec.  410(b)),  the  employee's  vested  accrued  benefit 
(other  than  employee  contributions),  to  the  extent  that  such 
amount  has  not  been  previously  taxed  to  the  employee,  is  includ- 
ible in  income,  rather  than  the  employer's  contribution  for  the 
year.  Also,  nonhighly  compensated  employees  are  not  taxable  on 
amounts  contributed  to  or  earned  by  the  trust  merely  because  a 
plan  fails  to  satisfy  the  coverage  requirements. 

Special  transition  rule 

For  purposes  of  the  coverage  rules,  but  not  the  minimum  partici- 
pation rule,  a  special  transition  rule  applies  in  the  case  of  certain 
dispositions  or  acquisitions  of  a  business  (sec.  410(bX6XC)). 

Reversion  tax  and  interest  rate 

The  minimum  participation  rule  is  generally  effective  for  plan 
years  beginning  after  December  31,  1988. 

Under  a  special  rule,  if  (1)  a  plan  is  in  existence  on  August  16, 
1986,  (2)  the  plan  would  fail  to  meet  the  requirements  of  the  mini- 
mum participation  rule  if  such  rule  were  in  effect  on  August  16, 
1986,  and  (3)  there  is  no  transfer  of  assets  to  or  liabilities  from  the 
plan,  or  merger  or  spinoff  involving  the  plan,  after  August  16, 
1986,  that  has  the  effect  of  increasing  the  amount  of  assets  avail- 
able for  an  employer  reversion,  such  plan  may  be  terminated  or 
merged  prior  to  the  first  plan  year  to  which  the  minimum  partici- 
pation rule  applies  and  the  10-percent  excise  tax  on  the  reversion 
of  assets  (sec.  4980)  will  not  be  imposed  on  any  employer  reversion 
from  such  plan  by  reason  of  such  termination  or  merger.  Such  a 
termination  and  reversion  are  permissible  even  though  the  termi- 
nating plan  relies  on  another  plan  that  is  not  terminated  for  quali- 
fication. In  determining  the  amount  of  any  such  employer  rever- 
sion, the  present  value  of  the  accrued  benefit  of  any  highly  com- 
pensated employee  is  to  be  determined  by  using  an  interest  rate 
that  is  equal  to  the  maximum  interest  rate  that  may  be  used  for 
purposes  of  calculating  a  participant's  accrued  benefit  under  sec- 
tion 411(a)(ll)(B).  The  Secretary  is  to  prescribe  rules  preventing 
avoidance  of  this  interest  rate  rule  through  distributions  prior  to  or 
in  lieu  of  a  reversion. 

Explanation  of  Provision 

Line  of  business 

Under  the  bill,  the  Secretary  may  permit,  under  appropriate  cir- 
cumstances, the  minimum  participation  rule  to  be  applied  sepa- 
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rately  to  separate  lines  of  business,  as  defined  under  section  414(r) 
without  regard  to  section  414(r)(7).  Thus,  for  this  purpose,  separate 
operating  units  are  not  considered  to  be  separate  lines  of  business. 

In  determining  whether  to  permit  this  separate  testing,  the  Sec- 
retary is  to  consider  whether  the  separate  lines  of  business  are  re- 
lated. For  example,  a  football  team  and  a  manufacturing  business 
are  totally  unrelated,  so  that  it  may  be  appropriate  to  allow  sepa- 
rate testing  in  such  circumstances. 

Sanction 

The  bill  modifies  the  sanction  applicable  to  a  plan  that  ceases  to 
be  qualified  based  on  a  failure  to  satisfy  either  the  minimum  par- 
ticipation rule  or  the  coverage  rules.  Under  the  bill,  if  a  plan  is  not 
qualified  and  one  of  the  reasons  is  the  failure  to  satisfy  the  mini- 
mum participation  rule  or  the  coverage  rules,  any  highly  compen- 
sated employee  is  to  include  in  income  such  employee's  vested  ac- 
crued benefit  (other  than  such  employee's  investment  in  the  con- 
tract). (This  modification  does  not  affect  the  application  of  the  gen- 
eral rules  of  sec.  402(b)(1)  regarding  issues  other  than  the  amount 
includible  in  the  year  of  disqualification,  such  as  the  application  of 
sec.  72  to  distributions  from  the  disqualified  plan.) 

In  addition,  if  a  plan  is  not  qualified  solely  because  it  does  not 
satisfy  either  the  minimum  participation  rule  or  the  coverage  rule 
or  both,  the  bill  provides  that  there  is  to  be  no  inclusion  in  income 
by  reason  of  such  failure  to  qualify  with  respect  to  any  employee 
who  was  not  a  highly  compensated  employee  at  any  time  during 
the  trust  year  in  which  the  plan  became  disqualified  or  during  any 
prior  year  for  which  service  was  creditable  to  such  employee  under 
the  plan  (or  a  predecessor  plan).  For  purposes  of  determining 
whether  an  employee  was  a  highly  compensated  employee  in  any 
year,  the  definition  of  highly  compensated  employee  applicable 
with  respect  to  such  year  for  purposes  of  the  coverage  rules  is  to 
apply. 

Except  for  these  changes,  the  sanctions  applicable  under  present 
law,  including  the  rules  regarding  the  disallowance  of  an  employ- 
er's deduction  for  contributions  to  a  disqualified  plan,  continue  to 
apply. 

These  modifications  of  the  sanctions  for  disqualification  are  in- 
tended to  fulfill  the  intent  of  the  Act  with  respect  to  (1)  ensuring 
that  the  disqualification  sanction  is  adequate  with  respect  to  highly 
compensated  employees,  and  (2)  reducing  the  sanction  with  respect 
to  nonhighly  compensated  employees  in  appropriate  circumstances. 

Applicability  of  affiliated  service  group  and  employee  leasing  rules 

In  order  to  prevent  avoidance  of  the  minimum  participation  rule, 
the  bill  provides  that  the  affiliated  service  group  rules  (sec.  414(m)) 
and  the  employee  leasing  rules  (sec.  414(n))  apply  for  purposes  of 
the  minimum  participation  rule.  The  bill  further  clarifies  that  the 
Secretary's  general  regulatory  authority  to  prevent  avoidance  of 
certain  requirements  (sec.  414(o))  applies  to  the  minimum  participa- 
tion rule. 
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Special  transition  rule 

Under  the  bill,  the  special  transition  rule  applicable  in  the  case 
of  certain  dispositions  or  acquisitions  of  a  business  (sec.  410(b)(6)(C)) 
is  to  apply  to  the  minimum  participation  rule.  This  is  intended  to 
prevent  the  minimum  participation  rule  from  disrupting  business 
transactions  by  allowing  a  grace  period  following  certain  transac- 
tions for  the  new  entities  to  comply  with  the  minimum  participa- 
tion rule. 

Reversion  tax  and  interest  rate 

With  respect  to  the  rule  under  present  law  regarding  the  exemp- 
tion from  the  reversion  tax  in  the  case  of  the  termination  or 
merger  of  certain  plans  not  satisfying  the  minimum  participation 
rule,  the  interest  rate  required  to  be  used  in  determining  the  ac- 
crued benefit  of  any  highly  compensated  employee  and  the  corre- 
sponding reversion  to  the  employer  will  in  many  cases  understate 
the  value  of  the  employee's  accrued  benefit  and  thus  represent  an 
inappropriate  reduction  in  the  employee's  accrued  benefit.  In  order 
to  avoid  this  result,  the  bill  modifies  the  rule  referred  to  above  in 
several  respects. 

First,  the  bill  clarifies  that  for  purposes  of  determining  the 
amount  to  be  distributed  from  a  plan  to  an  employee,  the  value  of 
an  employee's  accrued  benefit  is  not  to  be  affected  by  this  transi- 
tional rule  regarding  the  minimum  participation  rule.  Thus,  for 
this  purpose,  the  accrued  benefit  is  to  be  determined  under  the  in- 
terest rate  used  by  the  plan,  if  otherwise  permissible  under  the 
Code. 

Second,  the  bill  provides  a  rule  regarding  the  permissible  inter- 
est rate  to  be  used  for  certain  purposes.  The  interest  rate  rule  ap- 
plies in  the  case  of  a  termination,  asset  transfer,  or  asset  distribu- 
tion with  respect  to  a  plan  that  would  have  failed  to  satisfy  the  re- 
quirements of  the  minimum  participation  rule  had  the  effective 
date  of  such  rule  been  August  16,  1986. 

If  the  interest  rate  rule  applies  to  a  plan,  the  interest  rate  used 
in  determining  an  ' 'eligible  amount"  is  to  be  no  less  than  the  high- 
est of: 

(1)  the  rate  in  effect  under  the  plan  on  August  16,  1986,  or  if  on 
August  16,  1986,  the  rate  is  determined  under  a  formula  (or  other 
method),  the  rate  determined  under  such  formula  (or  other 
method); 

(2)  the  highest  rate  applicable  under  the  plan  at  any  time  after 
August  15,  1986,  and  before  the  termination,  transfer,  or  distribu- 
tion in  calculating  the  present  value  of  the  accrued  benefit  of  a 
nonhighly  compensated  employee  under  the  plan  (or  any  other 
plan  used  in  determining  whether  the  plan  meets  the  requirements 
of  sec.  401).  For  this  purpose,  if  at  any  time  during  this  period  the 
rate  is  determined  under  a  formula  (or  other  method),  the  rate  con- 
sidered to  be  used  during  any  such  period  is  the  rate  that  would  be 

I  determined  under  the  formula  (or  other  method)  if  such  formula 
(or  other  method)  were  in  effect  on  the  date  of  termination,  trans- 
fer, or  distribution;  or 

(3)  5  percent. 
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For  purposes  of  (1)  and  (2)  above,  the  rate  is  to  be  determined 
without  regard  to  any  amendment  adopted  after  August  16,  1986, 
even  if  such  amendment  is  effective  retroactively  to  apply  on 
August  16,  1986.  If  more  than  one  rate  (or  formula  or  method)  ap- 
plies under  a  plan,  such  as  different  rates  applying  to  benefits  of 
different  value,  the  rate  applicable  under  the  plan  for  purposes  of 
(1)  and  (2)  above  is  the  highest  of  the  different  rates. 

The  term  '  'eligible  amount' '  means  the  amount  that  with  respect 
to  a  highly  compensated  employee: 

(1)  may  be  rolled  over  under  the  applicable  rules  (sec.  402(a)(5)); 

(2)  is  eligible  for  income  averaging  (sec.  402(e)(1))  or  grandfa- 
thered capital  gains  treatment;  or 

(3)  may  be  transferred  to  another  plan  without  inclusion  in 
income. 

In  addition,  if  an  annuity  contract  purchased  after  August  16, 
1986,  is  distributed  to  a  highly  compensated  employee  by  a  plan  to 
which  the  interest  rate  rule  applies  in  connection  with  a  termina- 
tion of  or  distribution  from  such  plan,  the  annuity  contract  is  in- 
cluded in  the  employee's  income  to  the  extent  of  the  excess  of  the 
purchase  price  of  such  contract  over  the  present  value  of  such  con- 
tract using  the  lowest  interest  rate  permitted  in  determining  an  el- 
igible amount  under  the  rules  described  above.  However,  such 
excess  is  to  be  disregarded  for  purposes  of  the  early  withdrawal  tax 
(sec.  72(t))  and  the  excess  distribution  tax  (sec.  4980A). 

In  the  case  of  a  termination  of  or  distribution  from  a  plan  to 
which  the  interest  rate  rule  applies,  the  excess  (if  any)  of  (1)  the 
amount  distributed  to  a  highly  compensated  employee  by  reason  of 
the  termination  or  distribution  over  (2)  the  amount  determined  by 
using  the  lowest  interest  rate  permitted  in  determining  an  eligible 
amount,  also  is  disregarded  for  purposes  of  the  early  withdrawal 
tax  and  the  excess  distribution  tax. 

Former  employees 

The  committee  further  intends  that  for  purposes  of  the  minimum 
participation  rule,  former  employees  generally  are  to  be  tested  sep- 
arately under  rules  similar  to  those  applicable  for  purposes  of  the 
coverage  rules. 

3.  Vesting  standards  (sec.  1021  Hi)  of  the  bill  and  sec.  1113  of  the 
Reform  Act) 

Present  Law 

Under  present  law,  a  plan  (other  than  a  multiemployer  plan)  is 
not  qualified  unless  a  participant's  employer-provided  benefit  vests 
at  least  as  rapidly  as  under  1  of  2  alternative  schedules.  A  plan  sat- 
isfies the  first  schedule  if  a  participant  has  a  nonforfeitable  right  to 
100  percent  of  the  participant's  accrued  benefit  derived  from  em- 
ployer contributions  upon  completion  of  5  years  of  service.  A  plan 
satisfies  the  second  schedule  if  a  participant  has  a  nonforfeitable 
right  to  at  least  20  percent  of  the  participant's  accrued  benefit  de- 
rived from  employer  contributions  after  3  years  of  service,  40  per- 
cent at  the  end  of  4  years  of  service,  60  percent  at  the  end  of  5 
years  of  service,  80  percent  at  the  end  of  6  years  of  service,  and  100 
percent  at  the  end  of  7  years  of  service. 
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In  the  case  of  a  multiemployer  plan,  a  participant's  accrued  ben- 
efit derived  from  employer  contributions  is  required  to  be  100-per- 
cent vested  no  later  than  upon  the  participant's  completion  of  10 
years  of  service.  This  exception  applies  only  to  employees  covered 
by  the  plan  pursuant  to  a  collective  bargaining  agreement. 

Prior  to  the  Act,  special  vesting  rules  applied  to  class-year  plans. 
A  class-year  plan  was  a  profit-sharing,  money  purchase,  or  stock 
bonus  plan  that  provided  for  the  separate  vesting  of  employee 
rights  to  employer  contributions  on  a  year-by-year  basis.  The  mini- 
mum vesting  requirements  were  satisfied  under  prior  law  if  the 
plan  provided  that  a  participant's  rights  to  amounts  derived  from 
employer  contributions  with  respect  to  any  plan  year  were  nonfor- 
feitable not  later  than  the  close  of  the  fifth  plan  year  following  the 
plan  year  for  which  the  contribution  was  made. 

The  imposition  of  the  new  vesting  rules  described  above,  includ- 
ing the  repeal  of  class-year  vesting,  generally  apply  to  plan  years 
beginning  after  December  31,  1988,  with  respect  to  participants 
who  have  at  least  1  hour  of  service  after  the  effective  date. 

Explanation  of  Provision 

The  repeal  of  class-year  vesting  was  not  intended  to  adversely 
affect  the  vesting  status  of  any  participant.  To  fulfill  this  intent, 
the  bill  provides  a  special  rule  applicable  to  plans  that  after  Octo- 
ber 22,  1986,  used  class-year  vesting.  Whether  a  plan  falls  within 
this  category  is  to  be  determined  without  regard  to  any  amend- 
ment adopted  after  October  22,  1986,  eliminating  class-year  vesting. 

Plans  that  fall  within  the  above  category  are  to  apply  a  special 
rule  to  any  employee  that  has  an  hour  of  service  (1)  before  the 
adoption  of  any  amendment  eliminating  class-year  vesting,  and  (2) 
on  or  after  the  first  day  of  the  first  plan  year  for  which  the  repeal 
of  class-year  vesting  is  applicable  to  such  employee  with  respect  to 
the  plan.  Under  this  special  rule,  for  the  year  described  in  (2)  above 
and  any  subsequent  year,  the  employee's  nonforfeitable  right  to  the 
employee's  accrued  benefit  derived  from  employer  contributions  is 
to  be  determined  under  the  class-year  vesting  schedule  that  was 
eliminated  if  such  schedule  would  yield  a  larger  nonforfeitable 
right  than  the  new  vesting  schedule. 

4.  Application  of  nondiscrimination  rules  to  integrated  plans  (sec. 
10211(g)  of  the  bill,  sec.  1111  of  the  Reform  Act,  and  sees. 
401(a)(5)  and  (1)  of  the  Code) 

Present  Law 

Under  present  law,  a  plan  is  not  considered  discriminatory 
merely  because  contributions  or  benefits  of,  or  on  behalf  of,  the  em- 
ployees under  the  plan  favor  highly  compensated  employees 
through  permissible  integration  of  the  plan.  In  general,  in  the  case 
of  a  defined  contribution  plan,  whether  integration  is  permissible  is 
determined  by  comparing  contributions  with  respect  to  compensa- 
tion above  the  integration  level  with  contributions  with  respect  to 
compensation  up  to  the  integration  level.  In  the  case  of  a  defined 
benefit  excess  plan,  the  rules  apply  to  benefits,  rather  than  contri- 
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butions,  with  respect  to  compensation  above  and  below  the  integra- 
tion level. 

In  the  case  of  a  defined  benefit  excess  plan,  certain  special  tests 
apply  if  the  integration  level  is  above  covered  compensation.  For 
this  purpose,  the  term  "covered  compensation"  means,  with  respect 
to  an  employee,  the  average  of  the  taxable  wage  bases  in  effect  for 
each  year  during  the  35-year  period  ending  with  the  year  the  em- 
ployee attains  age  65,  assuming  no  increase  in  such  wage  base  for 
years  after  the  current  year  and  before  the  employee  actually  at- 
tains age  65. 

An  integrated  defined  benefit  plan  is  required  to  base  benefits  on 
average  annual  compensation. 

Explanation  of  Provision 

The  bill  clarifies  that  generally  it  is  only  employer-provided  con- 
tributions and  benefits  that  are  taken  into  account  in  determining 
whether  the  contributions  or  benefits  with  respect  to  compensation 
above  and  below  the  integration  level  satisfy  the  integration  rules. 

To  fulfill  Congressional  intent  to  conform  certain  qualified  plan 
rules  to  the  social  security  system,  the  bill  modifies  the  definition 
of  "covered  compensation,"  so  that  the  references  to  age  65  are  re- 
placed by  social  security  retirement  age  (sec.  415(b)(8)),  which  can 
be  between  age  65  and  age  67,  depending  on  the  date  of  birth  of  the 
employee. 

The  bill  also  clarifies  that  "average  annual  compensation" 
means  the  participant's  highest  average  annual  compensation  for 
any  period  of  at  least  3  consecutive  years  (or,  if  shorter,  the  partici- 
pant's full  period  of  service).  Thus,  defined  benefit  plans  providing 
benefits  based  on  career  average  compensation  are  not  prevented 
from  integrating. 

5.  Definitions  of  highly  compensated  employee  and  of  line  of  busi- 
ness (sec.  10211(j)  and  (k)  of  the  bill,  sees.  1114  and  1115  of  the 
Reform  Act,  and  sec.  414(q)  and  (r)  of  the  Code) 

Present  Law 
Highly  compensated  employee 

In  general 

In  general,  under  present  law,  an  employee,  including  a  self-em- 
ployed individual,  is  treated  as  highly  compensated  with  respect  to 
a  year  if,  at  any  time  during  the  year  or  the  preceding  year,  the 
employee  (1)  was  a  5-percent  owner  of  the  employer  (as  defined  in 
sec.  416(i));  (2)  received  more  than  $75,000  in  annual  compensation 
from  the  employer;  (3)  received  more  than  $50,000  in  annual  com- 
pensation from  the  employer  and  was  a  member  of  the  top-paid 
group  (generally,  the  top  20  percent  by  compensation)  during  the 
same  year,  or  (4)  was  an  officer  of  the  employer  (generally,  as  de- 
fined in  sec.  416(i)).  For  purposes  of  this  definition,  the  term  "com- 
pensation" means  compensation  as  defined  under  section  415(c)(3) 
plus  certain  elective  contributions. 
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Treatment  of  family  members 

Present  law  provides  a  special  rule  for  the  treatment  of  family 
members  of  certain  highly  compensated  employees.  Under  the  spe- 
cial rule,  if  an  employee  is  a  family  member  of  either  a  5-percent 
owner  or  1  of  the  top  10  highly  compensated  employees  by  compen- 
sation, then  any  compensation  paid  to  such  family  member  and 
any  contributions  or  benefits  under  the  plan  on  behalf  of  such 
family  member  are  aggregated  with  the  compensation  paid  and 
contributions  or  benefits  on  behalf  of  the  5-percent  owner  or  the 
highly  compensated  employee  in  the  top  10  employees  by  compen- 
sation. Therefore,  such  family  member  and  employee  are  treated  as 
a  single  highly  compensated  employee. 

An  individual  is  considered  a  family  member  if,  with  respect  to 
an  employee,  the  individual  is  a  spouse,  lineal  ascendant  or  de- 
scendant, or  spouse  of  a  lineal  ascendant  or  descendant  of  the  em- 
ployee. 

Even  if  a  family  member  is  excluded  for  purposes  of  determining 
the  number  of  employees  in  the  top-paid  group  (as  discussed  below), 
such  family  member  is  subject  to  the  aggregation  rule. 

Top-paid  group 

The  top-paid  group  of  employees  includes  all  employees  who  are 
in  the  top  20  percent  of  the  employer's  workforce  on  the  basis  of 
compensation  paid  during  the  year.  For  purposes  of  determining 
the  size  of  the  top-paid  group  (but  not  for  identifying  the  particular 
employees  in  the  top-paid  group),  the  following  employees  are  to  be 
excluded:  (1)  employees  who  have  not  completed  6  months  of  serv- 
ice; (2)  employees  who  normally  work  less  than  17-1/2  hours  per 
week;  (3)  employees  who  normally  work  not  more  than  6  months 
during  any  year;  (4)  except  to  the  extent  provided  in  regulations, 
employees  who  are  included  in  a  unit  of  employees  covered  by  a 
collective  bargaining  agreement;  (5)  employees  who  have  not  at- 
tained age  21;  and  (6)  employees  who  are  nonresident  aliens  and 
who  receive  no  United  States-source  earned  income.  An  example  of 
an  instance  in  which  it  is  appropriate  to  consider  employees  cov- 
ered by  a  collective  bargaining  agreement  is  the  case  in  which  the 
plan  being  tested  is  maintained  pursuant  to  a  collective  bargaining 
agreement. 

For  purposes  of  this  special  rule,  an  employer  may  elect  to  apply 
numbers  (1),  (2),  (3),  and  (5)  above  by  substituting  any  shorter 
period  of  service  or  lower  age  than  is  specified  in  (1),  (2),  (3),  or  (5), 
as  long  as  the  employer  applies  the  test  uniformly  for  purposes  of 
;  determining  its  top-paid  group  with  respect  to  all  its  qualified 
plans  and  employee  benefit  plans  and  for  purposes  of  the  line  of 
business  or  operating  unit  rules  described  below. 

Officers 

For  purposes  of  the  definition  of  highly  compensated  employee, 
no  more  than  50  employees  (or,  if  lesser,  the  greater  of  3  employees 
j  or  10  percent  of  the  employees)  are  to  be  treated  as  officers.  This 
same  limitation  applies  for  purposes  of  determining  key  employees 
under  section  416(i). 
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Line  of  business  or  operating  unit  rules 

Generally,  if  an  employer  is  treated  as  operating  separate  lines 
of  business  or  operating  units  for  a  year,  the  employer  may  apply 
the  new  coverage  rules  applicable  to  qualified  plans  and  the  new 
nondiscrimination  rules  applicable  to  statutory  employee  benefit 
plans  separately  to  each  separate  line  of  business  or  operating  unit 
for  that  year. 

Under  a  special  rule,  a  line  of  business  or  operating  unit  will  not 
be  treated  as  separate  unless  it  satisfies  certain  requirements,  one 
of  which  is  that  the  line  of  business  or  operating  unit  have  at  least 
50  employees. 

In  addition,  an  affiliated  service  group  (within  the  meaning  of 
sec.  414(m))  may  not  be  treated  as  consisting  of  separate  lines  of 
business  or  operating  units.  Because  generally  section  414(b)  and  (c) 
applies  before  section  414(m),  a  group  that  is  treated  as  aggregated 
under  section  414(b)  and  (c)  is  not  treated  as  an  affiliated  service 
group  even  if  such  group  also  could  have  been  aggregated  under 
section  414(m). 

Explanation  of  Provision 
Highly  compensated  employees 

Indexing 

The  bill  provides  that  the  $50,000  and  $75,000  amounts  are  to  be 
adjusted  at  the  same  time  and  in  the  same  manner  as  the  dollar 
limit  applicable  to  defined  benefit  plans  (sec.  415(d)).  Such  adjust- 
ments will  prevent  the  definition  of  "highly  compensated  employ- 
ee' '  from  becoming  inappropriate  by  virtue  of  inflation. 

Nonresident  aliens 

In  addition,  under  the  bill,  nonresident  aliens  who  receive  no 
United  States-source  earned  income  from  the  employer  are  to  be 
disregarded  for  all  purposes  in  determining  the  identity  of  the 
highly  compensated  employees  of  the  employer.  This  modification 
will  simplify  the  application  of  the  rules  and  will  prevent  employ- 
ees who  are  disregarded  for  purposes  of  the  nondiscrimination 
rules  from  affecting  the  identity  of  the  highly  compensated  employ- 
ees. 

Treatment  of  family  members 

The  bill  clarifies  the  applicability  of  the  special  rule  for  family 
members  of  certain  highly  compensated  employees.  The  rule  gener- 
ally is  to  be  used  in  applying  any  provision  that  refers  to  the  defi- 
nition of  highly  compensated  employee  (e.g.,  sees.  89,  401(a)(4), 
401(a)(5),  401(k),  401(1)  (through  sec.  401(a)(5)),  401(m),  403(b)(12)  (by 
reference  to  401(a)(4),  etc.),  408(k),  410(b)).  Thus,  the  special  rule 
does  not  apply  for  purposes  of,  for  example,  the  limits  on  contribu- 
tions or  benefits  (sec.  415)  or  the  $7,000  limit  on  elective  deferrals 
(sec.  402(g)). 

In  addition,  the  bill  provides  the  Secretary  with  regulatory  au- 
thority to  prevent  the  application  of  the  special  family  member 
rule  to  inappropriate,  clearly  unintended  situations.  This  regula- 
tory authority  is  only  to  be  used,  however,  in  a  manner  consistent 
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with  the  general  policy  underlying  the  family  member  rule,  i.e., 
that,  for  purposes  of  all  rules  relating  to  nondiscrimination  (or  de- 
ductibility), the  members  of  the  family  constitute  one  economic 
unit  and  thus  are  to  be  treated  as  one  employee. 

For  example,  assume  employees  A  and  B  are  married  and  both 
work  for  the  same  employer.  A's  compensation  is  $150,000  for  the 
1990  plan  year;  she  is  one  of  the  top  10  highly  compensated  em- 
ployees (by  compensation).  B's  compensation  is  $25,000.  Assume 
further  that  the  employer  maintains  a  money  purchase  pension 
plan  providing  contributions  of  10  percent  of  compensation.  The 
Secretary's  regulatory  authority  could  be  exercised  to  prevent  the 
plan  from  allocating  any  more  than  $15,000  to  A's  account  for  the 
1990  plan  year.  Thus,  the  Secretary  could  preclude  the  use  of  com- 
pensation paid  to  one  person  to  be  used  to  provide  allocations  or 
accruals  to  another  person. 

The  bill  also  clarifies  that  the  special  family  member  rule  applies 
for  purposes  of  the  $200,000  limit  on  the  amount  of  compensation 
that  may  be  taken  into  account  under  a  qualified  plan  (for  qualifi- 
cation or  deduction  purposes)  or  under  an  employee  benefit  plan 
(sees.  89,  401(a)(17),  and  404(1)).  (The  special  family  member  rule 
does  not  apply,  however,  for  purposes  of  the  $200,000  limit  that  ap- 
plies under  section  416(d),  but  which  was  repealed  generally  for 
years  beginning  after  December  31,  1988.)  However,  for  this  pur- 
pose, the  definition  of  a  family  member  is  modified  to  refer  only  to 
the  employee's  spouse  and  lineal  descendants  of  the  employee  who 
do  not  attain  age  19  by  the  close  of  the  year. 

For  example,  assume  that  employee  A  of  employer  X  receives 
compensation  (as  defined  under  sec.  414(s))  of  $275,000  and  is  the 
highly  compensated  employee  with  the  highest  compensation  from 
X.  A's  spouse  (B),  adult  child  (C),  and  17-year  old  child  (D)  also  are 
employees  of  X.  B,  C,  and  D  receive  $100,000,  $225,000,  and  $10,000 
of  compensation  (as  defined  under  sec.  414(s)),  respectively.  X  main- 
tains a  qualified  cash  or  deferred  arrangement  (sec.  401(k))  under 
which  A,  B,  C,  and  D  are  eligible.  A,  B,  and  C  each  defers  $7,000 
under  the  arrangement;  D  makes  no  deferral. 

For  purposes  of  applying  the  special  nondiscrimination  test  appli- 
cable to  the  arrangement  (sec.  401(k)(3)),  A,  B,  C,  and  D  are  treated 
as  1  employee.  The  compensation  of  this  "1  aggregated  employee" 
is  determined  as  follows:  A,  B,  and  D  are  combined  and  limited  to 
$200,000  (rather  than  the  $385,000  they  actually  receive).  The 
$200,000  limit  applies  separately  to  C  because,  under  the  special 
definition  of  a  family  member  for  purposes  of  the  $200,000  limit,  C 
is  not  a  family  member  of  A,  B,  or  D.  Thus,  the  compensation 
taken  into  account  for  the  aggregated  employee  is  $200,000  (for  A, 
B,  and  D)  plus  $200,000  (for  C)  for  a  total  of  $400,000.  The  total  de- 
ferrals for  this  aggregated  employee  are  $21,000.  Thus,  for  purposes 
of  applying  the  special  nondiscrimination  test  to  the  cash  or  de- 
ferred arrangement.  A,  B,  C,  and  D  are  treated  as  a  single  employ- 
ee with  a  deferral  percentage  of  $21,000/$400,000  or  5.25  percent. 
Since  the  family  aggregation  rule  does  not  apply  for  purposes  of 
the  $7,000  limit  on  elective  deferrals  (sec.  402(g)),  none  of  the 
family  members  is  considered  to  have  exceeded  such  limit. 

The  bill  further  clarifies  the  application  of  the  special  family 
member  rule  to  the  integration  rules  under  section  401(1).  Al- 
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though  the  special  family  member  rule  generally  applies  for  pur- 
poses of  section  401(1),  it  does  not  apply  in  determining  the  amount 
of  compensation  below  the  plan's  integration  level  except  that  the 
total  of  the  compensation  below  the  integration  level  is  subject  to 
the  $200,000  limit  (sec.  401(a)(17)).  Thus,  for  example,  assume  the 
same  facts  described  in  the  above  example,  except  that  instead  of 
maintaining  a  qualified  cash  or  deferred  arrangement,  X  maintains 
an  integrated,  nonelective  profit-sharing  plan  with  an  integration 
level  of  $43,800.  Again,  the  compensation  of  the  aggregated  employ- 
ee is  $400,000.  Of  that  $400,000,  a  total  of  $141,400  is  considered  to 
be  below  the  integration  level  (i.e.,  $43,800  each  attributable  to  A, 
B,  and  C,  and  $10,000  attributable  to  D). 

Compensation 

Although  the  definition  of  compensation  used  for  purposes  of  de- 
termining highly  compensated  employees  under  section  414(q)  gen- 
erally is  based  on  the  definition  used  under  section  415(c)(3),  the 
committee  intends  that  the  definitions  vary  in  certain  ways.  First, 
the  committee  does  not  intend  to  require  that,  for  purposes  of  sec- 
tion 414(q),  compensation  be  determined  on  the  basis  of  the  plan's 
limitation  year  under  section  415.  Second,  it  is  not  intended  that 
employers  be  permitted  to  use  an  employee's  accrued  compensation 
for  purposes  of  section  414(q). 

Officers 

The  employees  who  are  excluded  for  purposes  of  determining  the 
size  of  the  top-paid  group  are  to  be  excluded  for  purposes  of  deter- 
mining the  10-percent  limit  on  the  number  of  officers.  (As  with  re- 
spect to  the  top-paid  group,  the  excluded  employees  may  be  offi- 
cers; they  are  only  excluded  for  purposes  of  determining  the  limit 
on  the  number  of  officers.)  This  limit  is  to  apply  for  purposes  of  de- 
termining highly  compensated  employees  and  key  employees  (sec. 
416). 

Line  of  business  or  operating  unit  rules 

Under  the  bill,  the  Secretary  is  to  prescribe  rules  providing  cer- 
tain minimum  standards  regarding  the  age  and  service  require- 
ments that  are  to  apply  for  purposes  of  determining  which  employ- 
ees are  taken  into  account  in  determining  if  a  line  of  business  or 
operating  unit  may  be  treated  as  separate.  (The  standards  are  to  i| 
apply,  for  example,  for  purposes  of  determining  if  a  line  of  business 
or  operating  unit  has  50  employees.)  Under  this  authority,  the  Sec- 
retary could  provide  that,  for  such  purpose,  section  414(q)(8)  is  to  be 
applied  without  regard  to  the  last  sentence  thereof,  i.e.,  the  em- 
ployer may  not  elect  to  reduce  the  age  or  service  requirements 
specified  in  the  statute. 

The  primary  purpose  for  this  provision  of  the  bill  is  to  prevent 
the  use  of  nominal  age  or  service  requirements  to  avoid  the  effect 
of  the  requirement  that,  to  be  treated  as  separate,  a  line  of  busi- 
ness  or  operating  unit  is  required  to  have  50  employees. 
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6.  Definition  of  compensation  (sec.  10211(k)  of  the  bill,  sec.  1115 
of  the  Reform  Act,  and  sec.  414(s)  of  the  Code) 

Present  Law 

Under  present  law,  except  as  otherwise  provided,  "compensa- 
tion" is  defined  as  compensation  for  services  for  an  employer  that 
is  includible  in  gross  income  (sec.  414(s)).  The  Secretary  is  to  pre- 
scribe regulations  defining  compensation  for  a  self-employed  indi- 
vidual based  on  this  definition  applicable  to  common-law  employ- 
ees. 

The  employer  may  elect  whether  to  include  elective  deferrals 
(under  sees.  125,  402(a)(8),  402(h),  or  403(b))  as  part  of  compensation. 
In  addition,  the  Secretary  is  directed  to  provide  certain  alternative 
definitions  of  compensation  that  do  not  favor  highly  compensated 
employees. 

An  employee  who  at  any  time  during  the  plan  year  or  any  of  the 
4  preceding  plan  years  is  a  1-percent  owner  of  the  employer  and 
has  annual  compensation  from  the  employer  of  more  than  $150,000 
is  a  key  employee. 

Explanation  of  Provision 

The  bill  modifies  the  general  definition  of  compensation  so  that 
generally  it  is  the  same  one  used  (for  employees  or  self-employed 
individuals,  whichever  is  applicable)  for  purposes  of  the  limit  on 
contributions  under  a  defined  contribution  plan  (sec.  415(c)(3)).  (The 
bill  does  not  affect  the  employer's  right  to  elect  to  include  elective 
deferrals  or  the  Secretary's  authorization  to  provide  alternative 
definitions  of  compensation.)  This  provides  greater  uniformity,  and 
excludes  certain  items  (such  as  deductible  reimbursements  of 
moving  expenses)  that  were  not  intended  to  be  taken  into  account. 
It  is  not  the  intent  of  the  bill,  however,  to  restrict  future  regulatory 
modifications  of  the  definition  of  compensation  under  section 
415(c)(3). 

Although  the  general  definition  of  compensation  under  section 
414(s)  is  to  be  the  same  one  used  under  section  415(c)(3),  the  com- 
mittee intends  that  the  definitions  vary  in  certain  ways.  First,  the 
committee  does  not  intend  to  require  that,  for  purposes  of  section 
414(s),  the  general  definition  of  compensation  be  determined  on  the 
basis  of  the  plan's  limitation  year  under  section  415.  Second,  it  is 
not  intended  that  the  general  definition  of  compensation  under  sec- 
tion 414(s)  be  an  employee's  accrued  compensation.  Third,  the  gen- 
eral definition  of  compensation  for  purposes  of  section  414(s)  is  not 
to  include  amounts  received  while  an  employee  is  not  a  participant. 

The  bill  also  clarifies  that  the  definition  of  compensation  provid- 
ed in  section  414(s)  only  applies  to  provisions  that  specifically  refer 
to  it.  Thus,  for  example,  the  definition  does  not  apply  for  purposes 
of  the  limits  on  deductions  (sec.  404)  or  on  contributions  and  bene- 
fits (sec.  415). 

Under  the  bill,  for  purposes  of  determining  whether  an  employee 
is  a  key  employee  by  virtue  of  having  annual  compensation  over 
$150,000,  compensation  means  compensation  as  defined  in  section 
415(c)(3)  plus  elective  deferrals  under  sections  125,  402(a)(8),  402(h), 
and  403(b).  This  is  the  same  definition  used  for  purposes  of  deter- 
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mining  whether  an  employee  is  highly  compensated  (sec.  414(q)(7)), 
a  determination  that  is  similar  to  the  determination  of  who  is  a 
key  employee.  This  provision  of  the  bill  applies  to  years  beginning 
after  December  31,  1988. 


C.  Treatment  of  Distributions 

1.  Uniform  minimum  distribution  rules  (sec.  1021  lA(a)  of  the  bill, 
sec.  1121  of  the  Reform  Act,  and  sees.  402(a)(5),  402(e)(1)(B), 
and  408(d)(3)(A)  of  the  Code) 

Present  Law 

Under  present  law,  a  uniform  benefit  commencement  date  and 
required  distribution  rules  are  provided  for  benefits  under  all 
qualified  plans  (sees.  401(a)  and  403(a)),  IRAs  (sec.  408),  tax-shel- 
tered annuities  (sec.  403(b)),  and  eligible  deferred  compensation 
plans  of  State  and  local  governments  and  tax-exempt  employers 
(sec.  457  plans). 

The  Act  repealed  the  provisions  that  prohibited  rollover  distribu- 
tions by  or  on  behalf  of  5-percent  owners  to  another  qualified  plan. 
However,  the  Act  did  not  repeal  the  provision  that  prohibited  a  5- 
percent  owner  from  rolling  over  a  qualified  plan  distribution  into  a 
conduit  IRA  and  subsequently  rolling  the  distribution  over  into  an- 
other qualified  plan. 

Explanation  of  Provision 

The  bill  clarifies  that  a  distribution  from  a  qualified  plan  and 
corresponding  distribution  to  an  IRA  that  results  in  any  portion  of 
a  distribution  being  excluded  from  gross  income  under  the  rollover 
provisions  is  treated  as  a  rollover  distribution  for  purposes  of  the 
IRA  rollover  provisions. 

The  bill  deletes  the  IRA  rollover  restriction  under  which  certain 
distributions  from  IRAs  with  respect  to  5-percent  owners  are  not 
treated  as  rollover  distributions  for  purposes  of  the  IRA  rules.  This 
provision  is  effective  for  rollover  distributions  made  in  taxable 
years  beginning  after  December  31,  1986.  Thus,  the  bill  clarifies 
that,  as  is  the  case  with  other  taxpayers,  5-percent  owners  may  roll 
over  a  qualified  plan  distribution  into  an  IRA  and  subsequently 
roll  the  amount  distributed  from  the  IRA  into  another  qualified 
plan.  Different  rules  for  5-percent  owners  and  other  taxpayers  are 
no  longer  necessary  under  the  Act  because  all  distributions  from 
qualified  plans  are  generally  subject  to  the  early  withdrawal  tax 
formerly  applicable  only  to  distributions  to  5-percent  owners. 

Further,  the  bill  provides  that,  notwithstanding  any  other  provi- 
sion of  law,  a  plan  or  contract  is  permitted  (except  as  provided  in 
regulations  prescribed  by  the  Secretary)  to  incorporate  by  reference 
the  uniform  benefit  commencement  date  and  the  required  distribu- 
tion rules  for  qualified  plans  (sec.  401(a)(9)). 

It  is  further  intended  that  an  employee  who  has  not  retired  from 
an  employer  prior  to  1989,  but  has  attained  age  70|  prior  to  1989,  is 
considered  to   have   attained   age  70|   in   1989   for  purposes 
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of  applying  the  new  uniform  benefit  commencement  rule  to  a  plan 
maintained  by  the  employer. 

2.  Tax  treatment  of  distributions  (sec.  10211A(b)  of  the  bill,  sec. 
1122  of  the  Reform  Act,  and  sees.  72,  402,  and  414  of  the 
Code) 

The  Act  generally  (1)  phased  out  long-term  capital  gains  treat- 
ment over  6  years  (except  for  certain  grandfathered  individuals);  (2) 
eliminated  10-year  forward  averaging  (except  for  certain  grandfa- 
thered individuals)  and  allowed  5-year  forward  averaging  under 
more  limited  circumstances;  (3)  modified  the  prior-law  basis  recov- 
ery rules  for  amounts  distributed  prior  to  a  participant's  annuity 
starting  date;  (4)  repealed  the  special  3-year  basis  recovery  rule;  (5) 
modified  the  general  basis  recovery  rules  for  distributions  from  an 
annuity;  (6)  provided  basis  recovery  rules  for  distributions  from  an 
IRA  when  an  individual  has  made  nondeductible  IRA  distributions; 
(7)  repealed  the  constructive  receipt  rule  for  tax-sheltered  annu- 
ities; and  (8)  modified  the  rules  relating  to  rollovers  of  partial  dis- 
tributions. 

a.  Basis  recovery  rules 

Present  Law 

The  Act  modified  the  basis  recovery  rules  applicable  to  distribu- 
tions from  plans  to  which  after-tax  employee  distributions  have 
been  made  by  (1)  eliminating  the  3-year  basis  recovery  rule  for  dis- 
tributions on  or  after  the  annuity  starting  date,  and  (2)  requiring, 
with  respect  to  distributions  prior  to  the  annuity  starting  date, 
that  basis  be  recovered  on  a  pro-rata  basis. 

Further,  present  law  limits  the  total  amount  that  an  employee 
may  exclude  from  income  as  a  recovery  of  basis  to  the  total 
amount  of  the  employee's  basis.  If  benefits  cease  prior  to  the  date 
the  basis  has  been  fully  recovered,  the  amount  of  unrecovered  basis 
is  allowed  as  a  deduction  to  the  annuitant  for  his  or  her  last  tax- 
able year.  These  modifications  of  the  basis  recovery  rules  are  effec- 
tive with  respect  to  an  individual  whose  annuity  starting  date  is 
after  July  1,  1986. 

Under  the  Act,  employee  contributions  to  a  defined  contribution 
plan  (and  the  income  attributable  thereto)  may  be  treated  as  a  sep- 
arate contract  for  purposes  of  the  basis  recovery  rules. 

Under  present  law,  a  special  basis  recovery  rule  applies  with  re- 
spect to  a  plan  substantially  all  the  contributions  to  which  are  em- 
ployee contributions  (sec.  72(e)(7)).  Under  this  special  rule,  distribu- 
tions from  such  a  plan  are  treated  first  as  a  return  of  taxable 
amounts  under  the  plan. 

ri 

Explanation  of  Provision 

The  bill  provides  that,  if  employee  contributions  (and  the  income 
attributable  thereto)  under  a  defined  benefit  plan  are  credited  to  a 
separate  account  that  generally  is  treated  as  a  defined  contribution 
plan  (sec.  414(k)),  then  such  separate  account  is  also  treated  as  a 
defined  contribution  plan  for  purposes  of  the  basis  recovery  rules. 
The  bill  clarifies  that  this  separate  contract  treatment  applies 
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without  regard  to  whether  the  distribution  is  received  as  an  annu- 
ity. 

The  bill  repeals  the  special  basis  recovery  rules  that  apply  in  the 
case  of  a  plan  substantially  all  of  the  contributions  to  which  are 
employee  contributions. 

The  bill  provides  that  the  effective  date  of  the  provision  allowing 
a  deduction  in  the  last  taxable  year  of  the  annuitant  for  unrecov- 
ered  basis  is  effective  for  individuals  whose  annuity  starting  date  is 
after  July  1,  1986.  Thus,  in  the  case  of  an  individual  whose  annuity 
starting  date  is  after  July  1,  1986,  and  before  January  1,  1987,  the 
rule  limiting  the  amount  of  basis  recovered  does  not  apply,  but  the 
rule  providing  a  deduction  at  death  for  unrecovered  basis  does 
apply.  This  rule  is  provided  because  it  would  be  unfair  to  deny  indi- 
viduals who  lost  the  benefit  of  the  3-year  basis  recovery  rule  the 
benefit  of  the  deduction  for  unrecovered  basis  at  death. 

The  bill  provides  a  special  rule  with  respect  to  plans  maintained 
by  a  State  that,  on  May  5,  1986,  provided  for  withdrawals  by  the 
employee  of  employee  contributions  (other  than  as  an  annuity).  In 
the  case  of  such  plans,  the  modifications  in  the  basis  recovery  rules 
for  distributions  prior  to  the  annuity  starting  date  apply  only  to 
the  extent  that  the  amount  distributed  exceeds  the  employee's 
basis  as  of  December  31,  1986.  In  addition,  amounts  received  (other 
than  as  an  annuity)  before  or  with  the  first  annuity  payment  are 
treated  as  having  been  recovered  before  the  annuity  starting  date. 

b.  Rollovers 

Present  Law 

The  Act  modified  the  rules  relating  to  rollovers  of  partial  distri- 
butions. Under  the  Act,  partial  distributions  may  be  rolled  over 
only  if  the  distribution  would  satisfy  the  requirements  for  a  lump- 
sum distribution  and  if  the  distribution  is  made  on  account  of  the 
death  of  the  employee,  the  employee's  separation  from  service,  or  is 
made  after  the  employee  has  become  disabled.  The  rule  aggregat- 
ing plans  of  the  same  kind  applies  for  purposes  of  determining 
whether  the  amount  distributed  constitutes  50  percent  of  the  bal- 
ance to  the  credit  of  an  employee  (sec.  402(e)(4)(C)). 

The  Act  contained  a  special  rule  permitting  certain  amounts  de- 
posited in  certain  financially  distressed  financial  institutions  to  be 
rolled  over  notwithstanding  that  the  rollover  does  not  occur  within 
60  days  of  the  date  of  the  original  distribution.  Under  this  rule,  the 
60-day  period  does  not  include  periods  while  the  deposit  is  frozen. 
In  addition,  the  individual  has  a  minimum  of  10  days  after  the  re- 
i  lease  of  the  frozen  deposit  to  complete  the  rollover. 

The  Act  also  provided  that  distributions  from  an  ESOP  made 
pursuant  to  the  diversification  requirements  applicable  to  ESOPs 
(added  by  the  Act)  are  treated  as  partial  distributions  eligible  for 
rollover  treatment. 

Explanation  of  Provision 

1  The  bill  repeals  the  provisions  of  the  1986  Act  relating  to  roll- 
overs of  partial  distributions,  other  than  the  rule  permitting  distri- 
butions made  to  satisfy  the  diversification  requirements  to  be 
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rolled  over.  Thus,  under  the  bill,  as  under  the  law  prior  to  the  1986 
Act,  a  partial  distribution  may  be  rolled  over  only  if  (1)  the  distri- 
bution equals  at  least  50  percent  of  the  balance  to  the  credit  of  the 
employee  in  the  plan  (determined  immediately  before  such  distri- 
bution and  without  aggregating  plans  of  the  same  type),  (2)  the  dis- 
tribution is  not  one  of  a  series  of  periodic  payments,  and  (3)  the  em- 
ployee elects  rollover  treatment  (in  accordance  with  regulations). 
The  bill  reinstates  the  pre-1986  Act  requirements  because  the  pro- 
visions in  the  Act,  particularly  the  rule  aggregating  plans  of  the 
same  type,  unduly  restricted  the  situations  in  which  partial  distri- 
butions could  be  rolled  over.  In  addition,  the  bill  provides  that  a 
partial  distribution  may  be  rolled  over  only  if  the  distribution  is 
made  (1)  on  account  of  the  employee's  death,  (2)  on  account  of  the 
employee's  separation  from  service,  or  (3)  after  the  employee  has 
become  disabled  (within  the  meaning  of  sec.  72(m)(7)). 

The  committee  intends  that,  for  purposes  of  the  rule  denying 
rollover  treatment  in  the  case  of  a  distribution  that  is  part  of  a 
series  of  periodic  payments,  the  mere  fact  that  payments  to  an  em- 
ployee are  made  in  more  than  one  taxable  year  does  not  automati- 
cally mean  that  they  constitute  a  series  of  periodic  payments.  For 
example,  it  is  not  uncommon  for  an  employer  to  make  a  lump-sum 
distribution  to  an  employee  in  one  taxable  year  and  discover  a  cal- 
culation error  in  the  following  taxable  year  that  requires  another 
distribution  to  the  employee.  The  committee  intends,  under  these 
circumstances,  that  the  first  distribution  is  to  be  treated  as  a  lump- 
sum distribution  (as  under  present  law)  and  the  second  distribution 
is  to  be  treated  as  a  partial  distribution  eligible  for  rollover  treat- 
ment. The  partial  distribution  rollover  rules  were  originally  en- 
acted because  of  employer  errors  in  calculating  the  lump-sum  dis- 
tributions to  which  employees  are  entitled  and  the  committee  ex- 
pects the  Secretary's  interpretation  of  the  rules  to  be  consistent 
with  this  intent. 

The  bill  retains  the  rule  permitting  rollover  of  a  distribution 
made  to  satisfy  the  diversification  requirements  if  an  employee 
elects  such  treatment  (sec.  401(a)(28))  and  provides  that  if  amounts 
are  rolled  over  pursuant  to  these  rules  an  employee  is  not  prohibit- 
ed from  electing  income  averaging  for  a  subsequent  lump-sum  dis- 
tribution. 

The  bill  clarifies  that  the  special  rule  for  frozen  deposits  applies 
only  to  amounts  that  are  frozen  within  60  days  of  the  date  that  the 
amounts  are  distributed  from  the  plan. 

I 

c.  Net  unrealized  appreciation 

Present  Law 

Under  present  law,  to  the  extent  provided  by  the  Secretary,  a 
taxpayer  may  elect  to  waive  the  special  treatment  of  net  unreal- 
ized appreciation  in  employer  securities  with  respect  to  a  lump-sum 
distribution  prior  to  the  time  the  distribution  is  received. 

Explanation  of  Provision 

Under  the  bill,  the  election  to  waive  net  unrealized  appreciation 
treatment  with  respect  to  a  lump-sum  distribution  is  to  be  made  on 
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the  tax  return  on  which  the  distribution  is  required  to  be  included 
in  gross  income  if  the  special  treatment  is  waived.  This  change  is 
designed  to  give  taxpayers  more  time  to  determine  whether  or  not 
they  make  the  election.  An  election  to  waive  the  special  treatment 
of  net  unrealized  appreciation  does  not  preclude  an  election  for 
income  averaging. 

d.  Income  averaging  and  long-term  capital  gains  treatment 
Present  Law 

The  Act  generally  repealed  10-year  forward  averaging,  phased 
out  pre-1974  capital  gains  treatment  over  a  6-year  period,  and 
made  5-year  forward  averaging  (calculated  in  the  same  manner  as 
10-year  averaging  under  prior  law)  available  for  1  lump-sum  distri- 
bution with  respect  to  an  employee  on  or  after  the  taxpayer  attains 
age  59  V2. 

In  addition,  the  Act  provided  a  special  transition  rule  under 
which  an  individual  who  had  attained  age  50  by  January  1,  1986,  is 
entitled  to  make  1  election  to  use  5-year  averaging  (under  the  new 
tax  rates)  or  10-year  averaging  (under  the  prior-law  tax  rates)  with 
respect  to  a  single  lump-sum  distribution.  Similarly,  such  a  grand- 
fathered individual  could  elect  capital  gains  treatment  with  respect 
to  a  lump-sum  distribution  without  regard  to  the  6-year  phaseout 
of  capital  gains  treatment.  Under  this  special  capital  gains  elec- 
tion, the  portion  of  a  lump-sum  distribution  entitled  to  capital 
gains  treatment  is  taxed  at  a  rate  of  20  percent,  regardless  of  the 
maximum  effective  capital  gains  rate  under  prior  law. 

Under  prior  law,  the  amount  subject  to  tax  under  the  income 
averaging  rule  was  calculated  by  adding  in  the  zero  bracket 
amount.  This  addition  was  eliminated  by  the  Act  because  the  zero 
bracket  amount  is  eliminated  generally. 

Explanation  of  Provision 

The  bill  clarifies  that  a  5-year  averaging  election  may  be  made 
by  an  individual,  trust,  or  estate  for  a  lump-sum  distribution  re- 
ceived with  respect  to  an  employee  who  had  attained  age  59  In 
addition,  the  bill  provides  that  an  income  averaging  election  or 
election  of  long-term  capital  gains  treatment  under  the  special 
transition  rules  may  be  made  by  any  individual,  trust,  or  estate 
with  respect  to  an  employee  who  had  attained  age  50  by  January  1, 
1986. 

The  bill  also  clarifies  that,  for  purposes  of  5-year  income  averag- 
ing, the  phaseout  of  the  15-percent  bracket  applies. 

Further,  under  the  bill,  the  election  under  the  special  transition 
rule  of  10-year  averaging  (under  the  prior-law  tax  rates)  is  to  take 
into  account  the  prior-law  zero  bracket  amount.  This  change  is 
needed  to  preserve  the  prior-law  treatment  for  persons  who  elect 
the  grandfather  rule. 

The  bill  clarifies  that  a  capital  gains  election  made  under  either 
of  the  special  transition  rules  is  treated  as  an  income  averaging 
election  (within  the  meaning  of  sec.  402(e)(4)(B))  for  all  purposes 
under  the  Code  (including,  for  example,  sec.  4980A  relating  to  the 
15-percent  tax  on  excess  distributions). 


78-519  0  -  87  -  19 


1290 


3.  Additional  income  tax  on  early  withdrawals  (sec.  10211A(c)  of 
the  bill,  sec.  1123  of  the  Reform  Act,  and  sec.  72  of  the  Code) 

The  Act  (1)  modified  the  withdrawal  restrictions  applicable  to 
qualified  cash  or  deferred  arrangements,  tax-sheltered  annuities, 
and  tax-sheltered  custodial  accounts,  and  (2)  imposed  a  10-percent 
additional  income  tax  on  certain  early  withdrawals  from  qualified 
retirement  plans. 

A  qualified  retirement  plan  is  defined  to  include  (1)  a  qualified 
plan  (sec.  401(a)),  (2)  a  qualified  annuity  plan  (sec.  403(a)),  (3)  a  tax- 
sheltered  annuity  or  custodial  account  (sec.  403(b)),  or  (4)  an  indi- 
vidual retirement  arrangement  (IRA)  (sec.  408). 

a.  Early  retirement  exception 

Present  Law 

Under  the  Act,  the  additional  income  tax  on  early  withdrawals 
does  not  apply  to  distributions  that  are  made  to  an  employee  after 
separation  from  service  on  account  of  early  retirement  under  the 
plan  after  attainment  of  age  55.  This  exception  does  not  apply  to 
distributions  from  an  IRA. 

In  all  cases,  the  exception  applies  only  if  the  participant  has  at- 
tained age  55  on  or  before  separation  from  service.  Thus,  for  exam- 
ple, the  exception  does  not  apply  to  a  participant  who  separates 
from  service  at  age  52  and  begins  receiving  benefits  at  or  after  age 
55. 

Explanation  of  Provision 

The  bill  modifies  the  early  retirement  exception  to  apply  in  any 
case  in  which  an  employee  receives  a  distribution  on  account  of 
separation  from  service  after  attainment  of  age  55,  rather  than  re- 
quiring an  early  retirement  under  the  plan.  The  intent  of  this  pro- 
vision is  to  eliminate  what  is  considered  a  requirement  that  has 
little  substantive  effect,  but  could  require  plan  amendment. 

The  modified  early  retirement  exception  continues  to  apply  if  the 
employee  returns  to  work  for  the  same  employer  (or  for  a  different 
employer)  as  long  as  the  employee  did,  in  fact,  separate  from  serv- 
ice before  the  plan  distribution.  Of  course,  any  short-term  separa- 
tion is  to  be-  closely  scrutinized  to  determine  if  it  is  a  bona  fide,  in- 
definite separation  from  service  that  would  qualify  for  this  excep- 
tion to  the  early  withdrawal  tax. 

As  under  present  law,  this  exception  does  not  apply  to  IRA  dis- 
tributions. 

b.  Exception  for  distributions  from  ESOPs 

Present  Law 

Under  present  law,  certain  contributions  from  an  employee  stock 
ownership  plan  (ESOP)  are  exempt  from  the  additional  income  tax 
on  early  withdrawals.  Under  the  Act,  this  exception  applies  to  the 
extent  that,  on  average,  a  majority  of  assets  in  the  plan  have  been 
invested  in  employer  securities  for  the  5-plan  year  period  preceding 
the  plan  year  in  which  the  distribution  is  made  and  the  exception 
does  not  apply  to  any  distribution  attributable  to  assets  that  have 
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not  been  invested  in  employer  securities  at  all  times  during  such  5- 
plan  year  period. 

Explanation  of  Provision 

The  bill  modifies  the  ESOP  exception  to  the  additional  income 
tax  on  early  withdrawals  to  provide  that  the  exception  is  available 
to  the  extent  that  a  distribution  from  an  ESOP  is  attributable  to 
assets  that  have  been  invested,  at  all  times,  in  employer  securities 
(as  defined  in  sec.  409(1))  that  satisfy  the  requirements  of  sections 
409  and  401(a)(28)  for  the  5-plan  year  period  immediately  preceding 
the  plan  year  in  which  the  distribution  occurs.  Employer  securities 
that  are  transferred  to  an  ESOP  from  another  plan  are  also  eligi- 
ble for  the  exception  to  the  early  withdrawal  tax  as  long  as  the 
holding  period  requirement  is  satisfied  with  respect  to  such  em- 
ployer securities  taking  into  account  the  time  such  employer  secu- 
rities were  held  in  the  other  plan. 

For  example,  assume  that  employer  securities  that  were  trans- 
ferred from  a  profit-sharing  plan  are  held  in  an  ESOP  for  the  1- 
plan  year  period  immediately  preceding  the  plan  year  in  which  the 
distribution  is  made.  If  the  profit-sharing  plan  met  the  require- 
ments of  sections  401(a)(28)  and  409  with  respect  to  the  employer 
securities  for  the  4-plan  year  period  immediately  prior  to  the  trans- 
fer to  the  ESOP,  then  the  holding  period  requirement  is  satisfied. 
On  the  other  hand,  if  the  profit-sharing  plan  did  not  satisfy  sec- 
tions 401(a)(28)  and  409  with  respect  to  the  transferred  securities, 
the  holding  period  requirement  would  not  be  satisfied  and  the  ex- 
ception to  the  early  withdrawal  tax  does  not  apply  to  the  trans- 
ferred amounts.  The  bill  clarifies  that  the  employer  securities  are 
not  required  to  be  subject  to  the  requirements  of  sections  401(a)(28) 
and  409  prior  to  the  time  those  requirements  are  effective. 

These  changes  are  designed  to  ensure  that  the  ESOP  exception 
only  applies  with  respect  to  employer  securities  that  are  subject  to 
the  section  409  rules  applicable  to  ESOPs. 

Under  the  bill,  an  ESOP  includes  both  an  ESOP  described  in  sec- 
tion 4975(e)(7)  and  a  tax-credit  ESOP  (within  the  meaning  of  sec. 
409). 

c.  Exceptions  not  applicable  to  IRAs 
Present  Law 

Under  present  law,  certain  exceptions  to  the  additional  income 
tax  on  early  withdrawals  are  not  applicable  to  distributions  from 
IRAs.  These  exceptions  include  the  early  retirement,  medical  ex- 
pense, and  ESOP  exceptions.  The  exception  for  distributions  pursu- 
ant to  a  qualified  domestic  relations  order  applies  to  an  IRA  only 
to  the  extent  the  IRA  is  subject  to  the  rules  relating  to  qualified 
domestic  relations  orders. 

Explanation  of  Provision 

Because  the  rules  relating  to  qualified  domestic  relations  orders 
do  not  apply  to  IRAs,  the  bill  clarifies  that  the  exception  to  the 
early  withdrawal  tax  in  the  case  of  distributions  pursuant  to  a 
qualified  domestic  relations  order  does  not  apply  to  IRA  distribu- 
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tions.  This  is  consistent  with  the  pre-Reform  Act  law  applicable  to 
IRAs. 

d.  Deferred  annuity  contracts 

Present  Law 

Under  present  law,  early  withdrawals  from  a  deferred  annuity 
contract  generally  are  subject  to  a  10-percent  additional  income  tax 
in  the  same  manner  as  early  withdrawals  from  a  qualified  plan. 

Certain  exceptions  to  the  10-percent  early  withdrawal  tax  are 
provided.  An  exception  is  provided  for  a  distribution  that  is  part  of 
a  series  of  substantially  equal  periodic  payments  (not  less  frequent- 
ly than  annually)  made  over  the  life  or  life  expectancy  of  the  tax- 
payer or  the  lives  or  life  expectancies  of  the  taxpayer  and  the  tax- 
payer's beneficiary. 

If  distributions  to  an  individual  are  not  subject  to  the  tax  be- 
cause of  application  of  the  substantially  equal  payment  exception, 
the  tax  will  nevertheless  be  imposed  if  the  employee  changes  the 
distribution  method  prior  to  age  59J  to  a  method  that  does  not 
qualify  for  the  exception.  The  additional  tax  will  be  imposed  in  the 
first  taxable  year  in  which  the  modification  is  made  and  will  be 
equal  to  the  tax  (as  determined  under  regulations)  that  would  have 
been  imposed  had  the  exception  not  applied. 

In  addition,  the  recapture  tax  will  apply  if  an  employee  does  not 
receive  payments  under  a  method  that  qualifies  for  the  exception 
for  at  least  5  years,  even  if  the  method  of  distribution  is  modified 
after  the  employee  attains  age  59 J.  Thus,  for  example,  if  an  em- 
ployee begins  receiving  payments  in  substantially  equal  install- 
ments at  age  56,  and  alters  the  distribution  method  to  a  form  that 
does  not  qualify  for  the  exception  prior  to  attainment  of  age  61,  the 
additional  tax  will  be  imposed  on  amounts  distributed  prior  to  age 
59  J  as  if  the  exception  had  not  applied.  The  additional  tax  will  not  be 
imposed  on  amounts  distributed  after  attainment  of  age  59  \. 

The  modifications  to  the  additional  income  tax  on  early  with- 
drawals under  a  deferred  annuity  apply  to  all  distributions  made 
under  the  annuity  in  taxable  years  beginning  after  December  31, 
1986. 

Explanation  of  Provision 

The  bill  clarifies  that  the  substantially  equal  payment  exception 
and  the  recapture  tax  for  distributions  in  violation  of  the  substan- 
tially equal  payment  exception  are  not  limited  to  distributions  to 
employees  under  an  employer-maintained  pension  plan.  Rather, 
the  exception  and  recapture  tax  apply  to  all  distributions  under  a 
deferred  annuity  whether  or  not  received  by  an  individual  with  re- 
spect to  the  individual's  status  as  an  employee. 

Further,  the  bill  clarifies  that  the  additional  income  tax  applica- 
ble to  early  withdrawal  from  a  deferred  annuity  (sec.  72(q))  does 
not  apply  if  a  distribution  is  otherwise  subject  to  the  early  with- 
drawal rules  for  qualified  plans  (sec.  72(t)),  whether  or  not  an  ex- 
ception to  the  additional  income  tax  on  early  withdrawals  from  a 
qualified  plan  applies  under  section  72(t)(2). 
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The  bill  modifies  the  effective  date  of  the  provision  relating  to 
the  additional  income  tax  on  early  withdrawals  under  a  deferred 
annuity  so  that  the  changes  in  the  early  withdrawal  tax  does  not 
apply  to  any  distribution  under  an  annuity  contract  if  (1)  as  of 
March  1,  1986,  payments  were  being  made  under  such  contract 
pursuant  to  a  written  election  providing  a  specific  schedule  for  the 
distribution  of  the  taxpayer's  interest  in  such  contract,  and  (2)  such 
distribution  is  made  pursuant  to  such  written  election. 

e.  Substantially  equal  payment  exception 

Present  Law 

Under  present  law,  an  exception  to  the  10-percent  additional 
income  tax  on  early  withdrawals  from  a  qualified  plan  or  deferred 
annuity  is  provided  for  a  distribution  that  is  part  of  a  series  of  sub- 
stantially equal  periodic  payments  made  (not  less  frequently  than 
annually)  over  the  life  or  life  expectancy  of  the  taxpayer  or  the 
lives  or  life  expectancies  of  the  taxpayer  and  the  taxpayer's  benefi- 
ciary. 

Explanation  of  Provision 

The  bill  provides  that  the  substantially  equal  payment  exception 
is  available  only  if  the  beneficiary  whose  life  or  life  expectancy  is 
taken  into  account  in  determining  whether  the  exception  is  satis- 
fied is  a  designated  beneficiary  of  the  individual.  For  this  purpose, 
rules  similar  to  those  applicable  under  section  401(a)(9)  are  to 
apply. 

f.  Qualified  voluntary  employee  contributions 

Present  Law 

Under  prior  law,  an  employee  who  was  a  participant  in  a  quali- 
fied plan,  tax-sheltered  annuity  program,  or  government  plan  was 
allowed  a  deduction  for  qualified  voluntary  employee  contributions 
(QVECs)  made  by  or  on  behalf  of  the  employee  to  the  plan.  The  Act 
repealed  the  deduction  allowed  for  QVECs,  but  permitted  contribu- 
tions that  had  been  made  prior  to  repeal  to  continue  to  be  held 
under  the  plan. 

Under  present  law,  in  addition  to  the  additional  income  tax  on 
early  withdrawals  under  qualified  plans  (sec.  72(t)),  a  10-percent  ad- 
ditional income  tax  is  also  imposed  on  early  withdrawals  of  QVECs 
(sec.  72(o)). 

Explanation  of  Provision 

In  order  to  prevent  the  imposition  of  two  10-percent  early  with- 
drawal taxes  on  distributions  attributable  to  QVECs,  the  bill  re- 
peals the  10-percent  early  withdrawal  tax  applicable  only  to 
QVECs.  Thus  QVECs  are  treated  as  distributions  from  a  qualified 
plan  for  purposes  of  the  10-percent  additional  income  tax  on  early 
withdrawals  and  are  eligible  for  any  of  the  applicable  exceptions 
otherwise  available  for  distributions  from  qualified  plans. 
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g.  Tax-sheltered  annuities 

Present  Law 

The  Act  provided  that  the  withdrawal  restrictions  applicable  to 
tax-sheltered  custodial  accounts  generally  were  extended  to  elective 
deferrals  and  earnings  on  elective  deferrals  under  other  tax-shel- 
tered annuities.  Under  these  rules,  early  distributions  from  elective 
deferrals  and  earnings  on  elective  deferrals  under  a  tax-sheltered 
annuity  are  prohibited  unless  the  withdrawal  is  made  on  account 
of  death,  disability,  separation  from  service,  or  attainment  of  age 
59  V2.  In  addition,  withdrawals  on  account  of  hardship  from  a  tax- 
sheltered  annuity  or  custodial  account  are  permitted  only  to  the 
extent  of  the  contributions  made  pursuant  to  a  salary  reduction 
agreement  (but  not  earnings  on  those  contributions). 

Under  the  Act,  the  provisions  restricting  distributions  attributa- 
ble to  elective  deferrals  (and  earnings  thereon)  under  a  tax-shel- 
tered annuity  are  effective  for  taxable  years  beginning  after  De- 
cember 31,  1988. 

Explanation  of  Provision 

The  bill  provides  that  the  distribution  restrictions  added  by  the 
Act  with  respect  to  tax-sheltered  annuities  are  effective  for  years 
beginning  after  December  31,  1988,  but  only  with  respect  to  distri- 
butions from  such  tax-sheltered  annuities  that  are  attributable  to 
assets  that  were  not  held  as  of  the  close  of  the  last  year  beginning 
before  January  1,  1989.  Thus,  the  new  rules  apply  to  contributions 
made  in  years  beginning  after  December  31,  1988,  and  to  earnings 
on  those  contributions  and  on  amounts  held  as  of  the  last  year  be- 
ginning before  January  1,  1989. 

h.  Involuntary  cashouts  under  a  qualified  pian 

Present  Law 

Under  present  law,  a  pension  plan  may  immediately  distribute 
the  present  value  of  an  employee's  benefit  under  the  plan  if  the 
employee  separates  from  service  with  the  employer  and  the  present 
value  of  the  benefit  does  not  exceed  $3,500.  It  was  unclear  under 
the  Act  whether  the  10-percent  additional  income  tax  on  early 
withdrawals  under  a  qualified  plan  applies  in  the  case  of  such  in- 
voluntary cashouts  of  benefits. 

Explanation  of  Provision 

The  bill  clarifies  that  the  additional  income  tax  on  early  with- 
drawals under  a  qualified  plan  is  to  apply  in  the  case  of  an  invol- 
untary cashout  under  section  411(a)(ll)  or  417(e).  Of  course,  the 
early  withdrawal  tax  does  not  apply  if  the  amount  of  the  benefit 
paid  to  an  employee  is  rolled  over  to  another  qualified  plan  or  an 
IRA. 
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4.  Transition  rule  (sec.  10211A(d)  of  the  bill  and  sec.  1124  of  the 

Reform  Act) 

Present  Law 

Under  the  Act,  a  special  transition  rule  was  provided  in  the  case 
of  employees  who  separated  from  service  during  1986.  In  the  case 
of  such  an  employee,  if  the  employee  received  a  lump-sum  distribu- 
tion before  March  16,  1987,  on  account  of  the  separation  from  serv- 
ice, then  the  employee  could  treat  the  lump-sum  distribution  as  re- 
ceived in  1986  for  all  purposes.  Thus,  the  lump-sum  distribution  is 
includible  in  income  in  1986  and,  assuming  the  employee  is  other- 
wise eligible,  the  employee  can  elect  10-year  income  averaging  with 
respect  to  the  lump-sum  distribution. 

Explanation  of  Provision 

Under  the  bill,  the  special  transition  rule  is  amended  to  apply  in 
the  case  of  an  employee  who  dies,  separates  from  service,  or  be- 
comes disabled  at  any  time  before  1987,  including  years  prior  to 
1986.  In  the  case  of  such  an  employee,  if  an  individual,  trust,  or 
estate  receives  a  lump-sum  distribution  with  respect  to  the  employ- 
ee after  December  31,  1986,  and  before  March  16,  1987,  on  account 
of  the  employee's  death,  separation  from  service,  or  disability,  then 
the  individual,  trust,  or  estate  may  treat  the  distribution  as  if  it 
was  received  in  1986  for  all  purposes  under  the  Code.  This  restruc- 
turing of  the  rule  is  intended  to  make  it  clear  that  (1)  an  individ- 
ual, trust,  or  estate  may  elect  the  transition  rule  with  respect  to  a 
lump-sum  distribution  received  for  an  employee  who  otherwise 
would  qualify  for  the  transition  rule  and  (2)  a  separation  from  serv- 
ice on  account  of  death  or  disability  is  also  a  separation  from  serv- 
ice for  purposes  of  the  transition  rule. 

The  bill  also  clarifies  that,  for  purposes  of  the  transition  rule,  the 
5  years  of  participation  requirement  (sec.  402(e)(4)(H))  and  the  elec- 
tion requirement  (sec.  402(e)(4)(B))  applicable  to  lump-sum  distribu- 
tions do  not  apply. 

5.  Loans  from  qualified  plans  (sec.  10211A(h)  of  the  bill,  sec.  1134 

of  the  Reform  Act,  and  sec.  72(p)  of  the  Code) 

Present  Law 

Under  present  law,  an  individual  is  permitted  to  borrow  from  a 
qualified  plan  in  which  the  individual  participates  (and  to  use  his 
or  her  accrued  benefit  as  security  for  the  loan)  if  certain  require- 
ments are  satisfied. 

Subject  to  certain  exceptions,  a  loan  to  a  plan  participant  is 
treated  as  a  taxable  distribution  of  plan  benefits  under  present 
law. 

Present  law  provides  for  the  disallowance  of  the  deduction  for  in- 
terest paid  on  a  loan  from  a  qualified  plan  by  (1)  all  employees  on 
loans  secured  by  elective  deferrals  (or  the  income  attributable 
thereto)  under  a  qualified  cash  or  deferred  arrangement  or  tax- 
sheltered  annuity  or  custodial  account,  and  (2)  key  employees  with 
respect  to  loans  from  any  qualified  plan  or  tax-sheltered  annuity  or 
custodial  account. 


1296 


Explanation  of  Provision 

Present  law  does  not  expressly  prescribe  the  period  during  which 
the  interest  deduction  disallowance  rule  applies.  Therefore,  the  bill 
clarifies  the  period  during  which  the  interest  deduction  disallow- 
ance rule  applies  to  include  the  period  (1)  on  or  after  the  first  day 
on  which  the  individual  to  whom  a  loan  is  made  is  a  key  employee 
or  (2)  the  loan  is  secured  by  elective  deferrals  under  a  qualified 
cash  or  deferred  arrangement  or  tax-sheltered  annuity  or  custodial 
account. 


D.  Limits  on  Tax  Deferral  Under  Qualified  Plans 

1.  Overall  limits  on  contributions  and  benefits  under  qualified 
plans  (sec.  10211(d)  of  the  bill,  sec.  1106  of  the  Reform  Act, 
and  sees.  404  and  415  of  the  Code) 

The  Act  revised  the  overall  limits  on  contributions  and  benefits 
under  qualified  plans,  tax-sheltered  annuity  programs,  and  SEPs. 
In  addition,  the  Act  (1)  provides  special  rules  with  respect  to  plans 
of  governmental  employers  and  tax-exempt  employers,  (2)  permit- 
ted a  defined  benefit  pension  plan  to  maintain  a  qualified  cost-of- 
living  arrangement  under  which  employer  and  employee  contribu- 
tions may  be  applied  to  provide  cost-of-living  increases  to  the  pri- 
mary retirement  benefit  under  the  plan,  (3)  imposed  a  limit  on  the 
amount  of  compensation  that  may  be  taken  into  account  for  deduc- 
tion purposes,  and  (4)  modified  the  rules  relating  to  the  phasein  of 
the  limits  on  annual  benefits  under  a  defined  benefit  pension  plan. 

a.  Includible  compensation 

Present  Law 

Under  present  law,  not  more  than  $200,000  of  compensation  of 
an  employee  may  be  taken  into  account  under  a  qualified  plan. 
This  $200,000  limit  on  includible  compensation  applies  for  most 
purposes  under  the  Code,  including  the  provisions  relating  to  non- 
discrimination requirements  and  to  deductibility.  Consequently,  no 
more  than  $200,000  of  an  employee's  compensation  for  a  year  may 
be  taken  into  account  in  computing  deductions  for  plan  contribu- 
tions. 

This  $200,000  limit  is  to  be  adjusted,  beginning  in  1990,  for  post- 
1988  cost-of-living  increases  at  the  time  and  in  the  manner  provid- 
ed for  the  adjustment  of  the  limits  on  annual  benefits  under  a 
qualified  defined  benefit  pension  plan  (sec.  415(d)). 

Explanation  of  Provision 

Under  the  bill,  increases  in  the  $200,000  limit  on  includible  com- 
pensation may  not  be  taken  into  account  before  they  occur  in  de- 
termining the  deduction  limit  for  contributions  to  a  qualified  plan. 
Similarly,  such  increases  may  not  be  taken  into  account  before 
they  occur  in  calculating  the  full  funding  limitation  (as  determined 
under  sec.  412). 

Further,  the  bill  makes  it  clear  that  the  $200,000  cap  on  includ- 
ible compensation  does  not  apply,  under  present  law,  in  the  case  of 
an  employer's  deduction  for  benefits  provided  under  a  nonqualified 
deferred  compensation  plan. 
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b.  Eligibility  to  receive  maximum  benefits 

Present  Law 

Under  the  Act,  a  reduced  dollar  limit  applies  to  participants  who 
have  completed  fewer  than  10  years  of  participation  in  a  defined 
benefit  pension  plan  (sec.  415(b)(5)).  With  respect  to  such  partici- 
pants, the  dollar  limit  is  determined  by  multiplying  the  otherwise 
applicable  dollar  limit  by  a  fraction.  The  numerator  of  the  fraction 
is  the  number  of  years  (including  a  fractional  year)  of  participation 
in  the  plan  completed  by  the  employee.  The  denominator  of  the 
fraction  is  10. 

The  Act  provides  that,  to  the  extent  provided  in  regulations,  the 
reduction  based  on  years  of  participation  is  to  be  applied  separately 
with  respect  to  each  change  in  the  benefit  structure  of  a  plan  by  a 
plan  amendment  or  otherwise  as  if  such  change  is  a  new  plan. 
Such  regulations  are  to  take  into  account  whether  the  change  is  a 
benefit  improvement  or  reduction.  The  phasein  for  each  change  in 
benefit  structure  begins  on  the  date  a  plan  amendment  creating 
the  change  is  effective. 

A  separate  phase-in  rule  applies  to  the  100-percent  of  compensa- 
tion limit  (sec.  415(b)(1)(B))  and  to  the  $10,000  limit  on  de  minimis 
benefits  (sec.  415(b)(4)).  Under  this  rule,  those  limits  are  phased  in 
on  the  basis  of  years  of  service  rather  than  years  of  participation. 

Explanation  of  Provision 

The  bill  clarifies  that  the  rule  requiring  separate  phaseins  for 
each  change  in  benefit  structure  under  a  plan  does  not  apply  in  the 
case  of  the  phasein  of  the  100  percent  of  compensation  limit  or  the 
$10,000  limit  on  de  minimis  benefits. 

The  bill  further  provides  that,  for  purposes  of  the  combined  limit 
on  contributions  and  benefits  (sec.  415(e)),  the  dollar  limit  on  bene- 
fits under  a  defined  benefit  pension  plan  is  to  be  phased  in  over  10 
years  of  service,  rather  than  10  years  of  participation.  Correspond- 
ingly, the  rule  requiring  separate  phasein  for  each  change  in  bene- 
fit structure  does  not  apply  for  purposes  of  the  combined  limit. 

c.  Qualified  cost-of-living  arrangements 

Present  Law 

In  general 

The  Act  permitted  a  defined  benefit  pension  plan  to  maintain  a 
qualified  cost-of-living  arrangement  under  which  employer  and  em- 
ployee contributions  may  be  applied  to  provide  cost-of-living  in- 
creases to  the  primary  benefit  under  the  plan.  If  the  arrangement 
is  qualified,  then  an  employee  contribution  under  the  arrangement 
is  not  to  be  treated  as  an  annual  addition  in  applying  the  separate 
limit  on  annual  additions  under  defined  contribution  plans  (sec. 
415(c)),  but  is  to  be  treated  as  an  annual  addition  for  purposes  of 
applying  the  combined  plan  limit  (sec.  415(e)).  Further,  under  a 
qualified  arrangement,  the  benefit  attributable  to  an  employee's 
contribution  is  to  be  treated  as  a  benefit  derived  from  employer 
contributions  for  purposes  of  applying  the  limit  on  annual  benefits 


1299 


(sec.  415(b)).  Under  the  Act,  a  qualified  cost-of-living  arrangement 
is  required  to  comply  with  the  dollar  limits,  election  procedures, 
and  nondiscrimination  requirements  of  the  Act. 

Limit  requirement 

A  qualified  cost-of-living  arrangement  satisfies  the  limit  require- 
ment provided  by  the  Act  if  it  (1)  limits  cost-of-living  adjustments 
to  those  cost-of-living  increases  occurring  after  the  annuity  starting 
date,  and  (2)  bases  the  cost-of-living  adjustment  on  average  cost-of- 
living  increases  determined  by  reference  to  1  or  more  indices  pre- 
scribed by  the  Secretary,  except  that  the  plan  can  provide  a  mini- 
mum increase  for  each  year  of  3  percent  of  the  original  retirement 
benefit.  It  was  unclear,  under  the  Act,  whether  a  plan  could  pro- 
vide for  a  minimum  increase  for  each  year  of  3  percent  of  the  re- 
tirement benefit  as  adjusted  under  the  cost-of-living  arrangement 
in  prior  years. 

Election  requirement 

A  qualified  cost-of-living  arrangement  meets  the  election  require 
ments  if  it  provides  that  participation  in  the  qualified  cost-of-living 
arrangement  is  elective  and  permits  participants  to  make  an  elec- 
tion in  (1)  the  year  in  which  the  participant  attains  the  age  at 
which  retirement  benefits  are  first  available  under  the  defined  ben- 
efit pension  plan;  (2)  the  year  in  which  the  participant  separates 
from  service;  or  (3)  both  such  years. 

Explanation  of  Provision 

Limit  requirement 

The  bill  clarifies  that  a  plan  will  not  fail  to  satisfy  the  limit  re- 
quirement if  it  provides  for  a  minimum  increase  for  each  year  of  3 
percent  of  the  retirement  benefit  (determined  without  regard  to  the 
current  year's  increase).  Thus,  the  minimum  increase  may  be  3 
percent  of  the  retirement  benefit  as  adjusted  under  the  cost-of- 
living  arrangement  in  prior  years. 

Election  requirement 

Under  the  bill,  a  plan  may  permit  participants  to  make  an  elec- 
tion under  the  qualified  cost-of-living  arrangement  during  any 
year,  as  long  as  the  plan  permits  elections  to  be  made  at  least  in 
the  year  in  which  the  participant  (1)  attains  the  earliest  retirement 
age  under  the  defined  benefit  pension  plan  (determined  without 
regard  to  any  requirement  of  separation  from  service),  or  (2)  sepa- 
rates from  service. 

d.  Computation  of  combined  limit 
Present  Law 

Under  a  transition  rule  of  the  Act,  in  the  case  of  a  plan  that  sat- 
isfied the  requirements  of  the  overall  limits  on  contributions  and 
benefits  (sec.  415)  for  its  last  year  beginning  before  January  1,  1987, 
Treasury  regulations  are  to  provide  for  the  determination  of  an 
amount  that  is  to  be  subtracted  from  the  numerator  of  the  defined 
contribution  fraction  so  that  the  sum  of  the  defined  benefit  plan 
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fraction  and  the  defined  contribution  plan  fraction  (sec.  415(e)(1)) 
does  not  exceed  1.0  for  such  year.  This  amount  to  be  subtracted  is 
not  to  exceed  the  numerator  of  the  fraction. 

Explanation  of  Provision 

The  bill  clarifies  that  the  adjustment  to  the  sum  of  the  defined 
benefit  plan  fraction  and  the  defined  contribution  fraction  so  that 
such  sum  does  not  exceed  1.0  for  purposes  of  this  transition  rule  is 
determined  as  if  the  new  rules  were  in  effect  for  the  last  year  be- 
ginning before  January  1,  1987. 

2.  Deduction  limits  for  qualified  plans  (sec.  10211A  of  the  bill,  sec. 
1131  of  the  Reform  Act,  and  sec.  4972  of  the  Code) 

Present  Law 

In  general 

Under  present  law,  a  10-percent  nondeductible  excise  tax  is  im- 
posed on  nondeductible  contributions  to  a  qualified  plan  (sees. 
401(a)  and  403(a))  or  simplified  employee  pension  (SEP)  (sec.  408(k)). 

Amount  of  nondeductible  contributions 

The  contributions  to  a  plan  that  are  subject  to  the  excise  tax  on 
nondeductible  contributions  are  (1)  the  amounts  contributed  to  a 
qualified  employer  plan  by  the  employer  for  the  taxable  year  in 
excess  of  the  amount  allowable  as  a  deduction  for  the  taxable  year, 
plus  (2)  the  unapplied  amounts  in  the  preceding  taxable  year.  The 
unapplied  amounts  in  the  preceding  taxable  year  are  the  amounts 
subject  to  the  excise  tax  in  the  preceding  year  reduced  by  the  sum 
of  (1)  the  portion  of  the  amounts  that  are  returned  to  the  employer 
during  the  taxable  year,  and  (2)  the  portion  of  such  unapplied 
amounts  that  are  deductible  during  the  current  taxable  year. 

Time  for  determination  of  nondeductible  contributions 

Nondeductible  contributions  for  a  year  are  determined  as  of  the 
close  of  the  employer's  taxable  year.  A  contribution  made  on  ac- 
count of  a  year  that  is  made  after  the  close  of  the  year  is  to  be 
taken  into  account  in  determining  the  level  of  excess  contributions 
for  the  year  with  respect  to  which  the  contribution  is  made. 

Nondeductible  contributions  to  underfunded  plans 

Under  the  Act,  the  excise  tax  on  nondeductible  contributions  ap- 
plies to  nondeductible  contributions  to  underfunded  plans. 

Definition  of  employer 

The  excise  tax  on  nondeductible  contributions  is  imposed  on  the 
employer.  Under  present  law,  in  the  case  of  a  plan  that  provides 
contributions  or  benefits  for  employees  some  or  all  of  whom  are 
self-employed  individuals  (sec.  401(c)(1)),  an  individual  who  owns 
the  entire  interest  in  an  unincorporated  trade  or  business  is  treat- 
ed as  the  employer.  Also,  under  present  law,  a  partnership  is  to  be 
treated  as  the  employer  of  each  partner  who  is  considered  to  be  an 
employee  (sec.  401(c)(1)). 
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Under  the  Act,  an  employer  to  whom  the  excise  tax  on  nonde- 
ductible contributions  applies  includes  an  employer  that  is  a  tax- 
exempt  organization. 

Combinations  of  pension  and  other  plans 

Under  present  law,  if  an  employer  contributes  to  1  or  more  quali- 
fied defined  contribution  plans  (i.e.,  1  or  more  qualified  money  pur- 
chase pension  plans,  profit-sharing  plans,  or  stock  bonus  plans)  and 
1  or  more  qualified  defined  benefit  pension  plans  for  a  taxable 
year,  then  the  amount  deductible  in  that  taxable  year  (under  sec. 
404(a)(7))  is  not  to  exceed  the  greater  of  (1)  25  percent  of  the  com- 
pensation otherwise  paid  or  accrued  during  the  taxable  year  to  the 
employees  who  benefit  under  the  plans,  or  (2)  the  amount  of  contri- 
butions made  to  or  under  the  defined  benefit  pension  plan  or  plans 
to  the  extent  necessary  to  meet  the  minimum  funding  standard  for 
that  plan  (sec.  412). 

Present  law  coordinates  the  deduction  limits  for  employer  contri- 
butions to  a  simplified  employee  pension  (SEP)  with  the  deduction 
limit  applicable  to  profit-sharing  or  stock  bonus  plans. 

Explanation  of  Provision 
Amount  of  nondeductible  contributions 

Under  the  bill,  the  definition  of  nondeductible  contributions  in- 
cludes, for  purposes  of  the  excise  tax,  contributions  allocable  to  the 
purchase  of  life,  accident,  health,  or  other  insurance  on  behalf  of  a 
self-employed  individual,  but  only  to  the  extent  that  the  contribu- 
tions would  be  nondeductible  without  regard  to  the  special  rule 
limiting  deductions  for  such  contributions  (sec.  404(e)). 

The  bill  clarifies  that  the  amount  allowable  as  a  deduction  (with- 
out regard  to  sec.  404(e))  for  any  taxable  year  is  treated  as  coming 
first  from  carryforwards  to  the  taxable  year  from  preceding  taxable 
years  (in  order  of  time)  and  then  from  employer  contributions 
made  during  the  taxable  year. 

Further,  under  the  bill,  the  unapplied  amounts  in  the  preceding 
taxable  year  do  not  include  nondeductible  contributions  made  for 
years  prior  to  the  effective  date  of  the  excise  tax  on  nondeductible 
contributions.  However,  carryforwards  from  pre-effective  date 
years  are  applied  first  against  the  deduction  limit  (without  regard 
to  sec.  404(e))  in  determining  whether  contributions  after  the  effec- 
tive date  are  subject  to  the  excise  tax. 

Time  for  determination  of  nondeductible  contributions 

Because  the  determination  of  nondeductible  contributions  as  of 
the  end  of  a  taxable  year  includes  contributions  made  after  the 
close  of  the  taxable  year  with  respect  to  the  year,  the  bill  provides 
that  contributions  that  are  returned  (together  with  the  income  allo- 
cable thereto)  to  an  employer  (to  the  extent  permitted  under  sec. 
401(a)(2))  by  the  due  date  of  plan  contributions  for  the  year  (sec. 
404(a)(6))  are  not  treated  as  nondeductible  contributions  subject  to 
the  excise  tax. 
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Nondeductible  contributions  to  underfunded  plans 

Under  the  bill,  the  excise  tax  on  nondeductible  contributions 
does  not  apply  in  the  case  of  a  plan  that  is  underfunded  and  to 
which  Title  IV  of  ERISA  applies.  A  plan  is  underfunded  if,  as  of 
the  close  of  the  plan  year  with  or  within  which  the  taxable  year 
begins,  (1)  the  liabilities  of  the  plan  (determined  as  if  the  plan  were 
terminated  on  that  date)  exceed  (2)  the  assets  of  the  plan.  In  the 
case  of  such  an  underfunded  plan,  contributions  for  a  plan  year  up 
to  the  excess  calculated  under  the  preceding  sentence  are  not  sub- 
ject to  the  excise  tax  even  if  such  contributions  are  not  deductible 
by  the  employer. 

Definition  of  employer 

The  bill  provides  that  the  excise  tax  on  nondeductible  contribu- 
tions does  not  apply  in  the  case  of  an  employer  that  has  been 
exempt  from  income  tax  at  all  times.  Under  rules  to  be  prescribed 
by  the  Secretary,  this  exception  does  not  apply  to  the  extent  that 
the  employer  has  been  subject  to  unrelated  business  income  tax  or 
has  otherwise  derived  a  tax  benefit  from  the  qualified  plan. 

The  original  rationale  for  the  excise  tax  was  that,  by  making 
nondeductible  contributions  to  qualified  plans,  often  the  benefit  of 
tax-free  growth  on  the  amounts  contributed  outweighed  the  delay 
in  the  employer's  deduction  for  plan  contributions.  Such  an  incen- 
tive to  make  nondeductible  contributions  increased  the  likelihood 
that  employers  would  use  qualified  plans  as  a  tax-favored  savings 
vehicle,  particularly  in  the  case  of  small  plans  that  primarily  bene- 
fit the  owners  of  the  employer.  The  excise  tax  on  reversions  may 
not  offset  the  value  of  the  deferral  of  tax  on  earnings  on  nonde- 
ductible contributions  to  qualified  plans. 

Such  a  rationale  does  not  apply  in  the  case  of  contributions  to 
plans  maintained  by  governments  or  tax-exempt  organizations.  In 
the  case  of  such  plans,  the  employer  generally  has  no  incentive  to 
make  plan  contributions  solely  to  receive  the  benefit  of  tax-free 
growth  because  the  employer  could  hold  the  funds  directly  without 
incurring  current  income  tax.  Thus,  an  incentive  to  use  a  qualified 
plan  as  a  tax-favored  savings  vehicle  generally  does  not  exist  in  the 
case  of  a  qualified  plan  maintained  by  a  government  or  tax-exempt 
employer. 

Combinations  of  pension  and  other  plans 

The  bill  clarifies  that  the  limit  on  an  employer's  deduction  for 
contributions  to  a  combination  of  qualified  plans  (sec.  404(a)(7))  also 
applies  in  the  case  of  (1)  a  combination  of  a  profit-sharing  or  stock 
bonus  plan  and  a  money  purchase  pension  plan  or  an  annuity  plan 
(sec.  404(a)(2)),  and  (2)  a  money  purchase  pension  plan  and  an  annu- 
ity plan.  In  addition,  for  purposes  of  section  404(a)(7),  the  bill  treats 
a  simplified  employee  pension  (SEP)  as  a  separate  profit-sharing  or 
stock  bonus  plan.  Thus,  a  combination  of  a  SEP  and  any  other 
qualified  plan  is  subject  to  section  404(a)(7). 
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Effective  Date 

The  bill  provides  a  delayed  effective  date  for  the  changes  in  the 
deduction  rules  for  plans  maintained  pursuant  to  a  collective  bar- 
gaining agreement  (see  the  discussion  in  Part  E,  below). 

3.  Excise  tax  on  reversion  of  qualified  plan  assets  to  employer 
(sec.  10211A(f)  of  the  bill,  sec.  1132  of  the  Reform  Act,  and 
sec.  4980  of  the  Code) 

Present  Law 

In  general 

Under  present  law,  a  10-percent  excise  tax  is  imposed  on  a  rever- 
sion from  a  qualified  plan.  The  excise  tax  is  imposed  on  the  em- 
ployer maintaining  the  plan. 

Present  law  defines  a  reversion  as  the  amount  of  cash  and  the 
fair  market  value  of  other  property  received  (directly  or  indirectly) 
by  an  employer  from  a  qualified  plan.  No  inference  is  to  be  drawn 
from  the  definition  of  a  reversion  as  to  the  income  tax  conse- 
quences and  the  effect  on  a  plan's  qualified  status  of  a  transfer  of 
assets  from  a  qualified  plan  that  has  not  been  terminated  to  an- 
other qualified  plan. 

Special  rule  for  assets  transferred  to  ESOPs 

Present  law  provides  an  exception  to  the  excise  tax  on  reversions 
in  the  case  of  asset  reversions  that  are  transferred  from  a  defined 
benefit  pension  plan  to  an  employee  stock  ownership  plan  (ESOP). 
The  amount  transferred  is  not  includible  in  the  income  of  the  em- 
ployer, nor  is  the  amount  transferred  deductible  by  the  employer 
as  a  plan  contribution.  No  inference  is  to  be  drawn  from  this  excep- 
tion as  to  the  circumstances  in  which  asset  transfers  will  or  will 
not  satisfy  the  exclusive  benefit  rule  and  any  other  applicable  qual- 
ification requirements  (e.g.,  sec.  401(a)(2)  and  414(1)). 

Under  present  law,  the  amount  transferred  to  the  ESOP  is  re- 
quired to  be  used,  within  90  days  after  the  transfer,  to  acquire  em- 
ployer securities  (as  defined  in  sec.  409(1))  or  to  repay  a  loan  the 
proceeds  of  which  are  or  were  used  to  acquire  employer  securities. 

Employer  securities  acquired  with  the  amounts  transferred  are 
to  be  allocated  immediately  under  the  plan  to  ESOP  participants, 
subject  to  the  limits  under  section  415.  As  provided  under  the  plan, 
the  amount  transferred  but  not  allocated  in  the  year  of  transfer  (by 
reasons  of  the  limitation  of  sec.  415)  may  be  held  in  a  suspense  ac- 
count pending  allocation  (provided  allocations  of  the  amounts  in 
the  suspense  account  are  made  no  more  slowly  than  ratably  over  a 
7-year  period). 

The  employer  securities  acquired  with  the  transferred  assets  are 
to  be  held  under  the  plan  until  distributed  to  plan  participants. 

The  special  exception  for  transfers  to  an  ESOP  does  not  apply  to 
transfers  occurring  on  or  after  January  1,  1989,  unless  the  transfer 
occurs  on  account  of  a  plan  termination  before  January  1,  1989. 
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Explanation  of  Provision 

The  bill  clarifies  that  the  exception  to  the  excise  tax  on  rever- 
sions in  the  case  of  transfers  of  assets  to  an  ESOP  applies  to  trans- 
fers to  tax-credit  ESOPs  (sec.  409)  as  well  as  ESOPs  described  in 
section  4975(e)(7).  Absent  this  clarification,  a  tax-credit  ESOP 
would  be  required,  in  order  to  qualify  for  the  ESOP  exception,  to 
add  plan  language  applicable  to  leveraged  ESOPs  even  if  the  ESOP 
did  not  have  any  outstanding  loans. 

The  bill  provides  an  exception  to  the  rule  that  the  employer  se- 
curities acquired  with  transferred  assets  are  to  be  held  under  the 
plan  until  distributed  to  plan  participants.  Under  this  exception, 
the  transferred  amounts  are  not  required  to  be  held  in  employer 
securities  if  a  plan  participant  elects  to  diversify  a  portion  of  the 
participant's  account  balance  (under  the  rules  of  sec.  401(a)(28)) 
that  includes  such  employer  securities  and  diversification  cannot 
be  satisfied  out  of  nontransferred  assets. 

In  addition,  the  bill  provides  that,  with  respect  to  the  allocation 
of  employer  securities  acquired  with  transferred  amounts  (and 
amounts  attributable  thereto),  the  minimum  amount  required  to  be 
allocated  to  participants'  accounts  in  the  ESOP  in  the  year  in 
which  the  transfer  occurs  is  not  to  be  less  than  the  lesser  of  (1)  the 
maximum  amount  that  could  be  allocated  without  violating  the  re- 
quirements of  section  415,  or  (2)  1/8  of  the  shares  acquired  with  the 
amounts  transferred  (and  amounts  attributable  to  such  amounts). 
Thus,  the  requirement  in  the  Reform  Act  that  stock  acquired  with 
amounts  transferred  to  an  ESOP  is  required  to  be  allocated  in  the 
year  of  transfer  up  to  the  maximum  amount  permitted  to  be  allo- 
cated under  the  limits  on  contributions  (sec.  415)  is  repealed. 

If  employer  securities  are  held  in  a  suspense  account  pending  al- 
location under  the  foregoing  rule,  the  bill  clarifies  that  dividends 
on  such  securities  are  to  be  (1)  allocated  to  the  accounts  of  partici- 
pants and  beneficiaries,  in  proportion  to  their  account  balances,  (2) 
paid  to  participants  and  beneficiaries  in  proportion  to  their  account 
balances,  or  (3)  used  to  repay  any  loans  the  proceeds  of  which  were 
used  to  purchase  employer  securities. 

The  bill  clarifies  the  exception  for  transfers  to  ESOPs  to  the  gen- 
eral rule  that  the  employer  is  required  to  include  the  amount  of 
any  reversion  in  income.  Under  the  bill,  the  exception  to  the 
income  inclusion  requirement  applies  to  any  reversion  occurring 
after  March  31,  1985,  if  the  reversion  is  transferred  to  an  ESOP, 
subject  to  the  January  1,  1989,  termination  of  the  ESOP  exception. 

Finally,  the  bill  clarifies,  by  statute,  that  an  employer  is  not  enti- 
tled to  any  deduction  or  credit  for  any  amount  transferred  to  an 
ESOP  to  the  extent  that  the  special  exception  to  the  reversion  tax 
applies  to  the  transfer.  This  rule  is  added  to  prevent  an  employer 
from  gaining  a  double  tax  benefit  (i.e.,  granting  a  deduction  or  ! 
credit  for  previously  deductible  contributions)  by  transferring 
assets  to  an  ESOP. 

i 
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4.  Excise  tax  on  excess  distributions  from  qualified  retirement 
plans  (sec.  10211A(g)  of  the  bill,  sec.  1133  of  the  Reform  Act, 
and  sec.  4981A  of  the  Code) 

Under  the  Act,  an  excise  tax  is  imposed  on  excess  distributions 
from  qualified  retirement  plans,  tax-sheltered  annuities,  and  IRAs. 
To  the  extent  that  aggregate  annual  distributions  paid  to  a  partici- 
pant from  such  tax-favored  retirement  arrangements  are  excess 
distributions,  the  Act  generally  imposes  an  excise  tax  equal  to  15 
percent  of  the  excess.  The  excise  tax  will  be  reduced  by  the  amount 
of  tax  on  the  distribution  under  the  provision  applying  a  10-percent 
additional  income  tax  on  early  withdrawals  (sec.  72(t)). 

a.  Definition  of  excess  distributions 

Present  Law 

Under  the  Act,  excess  distributions  are  defined  as  the  aggregate 
amount  of  retirement  distributions  made  with  respect  to  any  indi- 
vidual during  any  calendar  year,  to  the  extent  such  amounts 
exceed  $112,500  (adjusted  at  the  same  time  and  in  the  same 
manner  as  the  dollar  limitation  on  annual  benefits  under  a  defined 
benefit  pension  plan). 

The  Act  provided  a  special  elective  grandfather  rule  with  respect 
to  benefits  accrued  as  of  August  1,  1986.  If  this  grandfather  rule  is 
not  elected,  then  the  definition  of  excess  distributions  is  the  greater 
of  (1)  $112,500  (adjusted  at  the  same  time  and  in  the  same  manner 
as  the  dollar  limitation  on  annual  benefits  under  a  defined  benefit 
pension  plan)  or  (2)  $150,000. 

Explanation  of  Provision 

The  operation  of  the  grandfather  provision  of  the  Act  in  effect 
overrode  the  general  definition  of  excess  distributions  in  the  Act. 
Thus,  the  general  definition  of  excess  distributions  is  the  aggregate 
amount  of  retirement  distributions  made  with  respect  to  any  indi- 
vidual during  any  calendar  year,  to  the  extent  such  amounts 
exceed  the  greater  of  (1)  $112,500  (adjusted  at  the  same  time  and  in 
the  same  manner  as  the  dollar  limitation  on  annual  benefits  under 
a  defined  benefit  pension  plan),  or  (2)  $150,000.  The  bill  restruc- 
tures the  provision  to  make  the  general  rule  clear. 

b.  Distributions  subject  to  the  tax 

Present  Law 

In  determining  the  amount  of  retirement  distributions  that  are 
subject  to  the  excise  tax,  aggregate  annual  distributions  made  with 
respect  to  an  individual  from  all  pension,  profit-sharing,  stock 
bonus,  and  annuity  plans,  IRAs,  and  tax-sheltered  annuities  gener- 
ally are  taken  into  account,  regardless  of  the  form  of  the  distribu- 
tion or  the  number  of  recipients. 

Under  the  Act,  however,  certain  amounts  are  excluded  in  deter- 
mining such  aggregate  annual  distributions.  Excludable  distribu- 
tions include  (1)  amounts  representing  a  return  of  an  employee's 
after-tax  contributions  (but  not  earnings  thereon)  or  other  amounts 
that  are  treated  as  part  of  the  employee's  investment  in  the  con- 
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tract,  (2)  amounts  excluded  from  the  recipient's  income  because 
they  are  rolled  over  into  another  plan  or  an  IRA,  and  (3)  amounts 
excluded  from  the  participant's  income  because  they  are  payable  to 
a  former  spouse  pursuant  to  a  qualified  domestic  relations  order 
(sec.  414(p))  and  includible  in  the  spouse's  income. 

Explanation  of  Provision 

The  bill  clarifies  that  the  exception  to  the  amounts  taken  into  ac- 
count in  determining  aggregate  annual  distributions  under  a  plan 
for  investment  in  the  contract  is  not  limited  to  an  employee's  in- 
vestment in  the  contract  under  a  qualified  plan,  but  also  includes 
an  individual's  investment  in  the  contract  under  an  IRA.  The  Act 
was  not  intended  to  limit  the  exception  for  investment  in  the  con- 
tract to  amounts  received  by  employees  in  their  capacity  as  such. 

In  addition,  the  bill  provides  that,  in  the  case  of  an  annuity  con- 
tract that  is  distributed  to  an  individual  and  not  included  in  the 
individual's  income  when  the  contract  is  distributed,  the  distribu- 
tion of  the  contract  is  disregarded  in  applying  this  excise  tax. 
Rather,  payments  made  under  or  received  for  such  an  annuity  con- 
tract are  treated  as  retirement  distributions  subject  to  the  excise 
tax  to  the  extent  they  are  excess  distributions. 

In  order  to  identify  only  those  qualified  plan  distributions  that 
represent  a  payment  of  a  benefit  under  the  plan,  the  bill  provides 
that  certain  amounts  returned  to  an  employee  under  a  qualified 
cash  or  deferred  arrangement  or  a  plan  subject  to  the  special  non- 
discrimination requirements  for  employee  contributions  and  em- 
ployer matching  contributions  are  not  treated  as  part  of  the  aggre- 
gate annual  distributions  under  a  plan.  Thus,  under  the  bill,  aggre- 
gate annual  distributions  do  not  include  a  distribution,  with  re- 
spect to  an  individual,  of  excess  deferrals  (as  defined  in  sec.  402(g)), 
excess  contributions  (as  defined  in  sec.  401(k)(8)),  excess  aggregate 
contributions  (as  defined  in  sec.  401(m)(6)),  or  certain  amounts  with- 
drawn from  an  IRA  before  the  due  date  of  the  return  (sec. 
408(d)(4)). 

Under  the  bill,  the  operation  of  community  property  laws  is  dis- 
regarded in  determining  the  amount  of  aggregate  annual  distribu- 
tions subject  to  the  excise  tax.  Thus,  just  as  a  nonemployee  spouse's 
interest  in  an  employee  spouse's  pension  benefit  is  not  taken  into 
account  in  determining  the  taxable  income  of  an  employee  upon 
distribution  from  or  under  a  qualified  plan,  a  nonemployee  spouse's 
interest  in  such  distributions  is  also  disregarded  in  determining  ag- 
gregate annual  retirement  distributions  subject  to  the  excise  tax. 

c.  Grandfather  rule 

Present  Law 

Under  the  Act,  certain  individuals  may  elect  to  be  covered  by  a 
special  grandfather  rule  that  exempts  from  the  excise  tax  benefits 
accrued  as  of  August  1,  1986  (including  benefits  accrued  under  any 
arrangements  distributions  from  which  are  subject  to  the  tax). 
Under  the  grandfather,  in  the  case  of  a  defined  contribution  plan 
or  IRA,  the  accrued  benefit  of  a  participant  as  of  August  1,  1986,  is 
the  participant's  accrued  benefit  on  that  date.  In  the  case  of  a  de- 


1307 


fined  benefit  pension  plan,  the  accrued  benefit  as  of  August  1,  1986, 
is  the  present  value  of  the  participant's  benefit  under  the  plan,  de- 
termined as  if  the  participant  separated  from  service  on  that  date. 
Benefits  accrued  as  of  August  1,  1986,  to  which  the  participant  does 
not  have  a  nonforfeitable  right  are  included  in  the  definition  of  ac- 
crued benefits  for  purposes  of  the  grandfather  rule. 

If  the  grandfather  rule  is  elected,  then,  for  all  purposes,  the 
threshold  for  retirement  distributions  that  are  excess  distributions 
is  $112,500  (indexed),  rather  than  the  greater  of  $112,500  (indexed) 
or  $150,000. 

The  election  to  use  the  grandfather  rule  is  to  be  made  on  a 
return  for  a  year  beginning  no  later  than  January  1,  1988,  and  is 
to  be  made  in  such  form  and  contain  such  information  as  the  Sec- 
retary may  prescribe.  The  election,  once  made,  applies  generally  to 
all  retirement  distributions  made  with  respect  to  an  individual,  in- 
cluding amounts  subject  to  the  special  estate-level  tax  after  the  in- 
dividual's death.  In  addition,  if  an  individual  dies  before  the  end  of 
the  election  period,  the  executor  of  the  individual's  estate  may 
make  the  grandfather  election. 

The  grandfather  rule  may  only  be  elected  with  respect  to  an  indi- 
vidual if,  as  of  August  1,  1986,  the  present  value  of  the  individual's 
interests  subject  to  the  excess  distribution  tax  (if  such  tax  were  in 
effect  on  that  date)  exceeds  $562,500. 

Explanation  of  Provision 

Under  the  bill,  for  purposes  of  the  grandfather  rule,  benefits  ac- 
crued as  of  August  1,  1986,  do  not  include  amounts  that,  as  of 
August  1,  1986,  would  not  be  distributions  subject  to  the  excise  tax 
(if  the  tax  were  in  effect  on  August  1,  1986)  if  distributed  on  that 
date.  Thus,  under  the  bill,  an  individual's  accrued  benefit,  for  pur- 
poses of  the  grandfather,  does  not  include  any  portion  of  the  ac- 
crued benefit  that,  as  of  August  1,  1986,  (1)  is  payable  to  an  alter- 
nate payee  pursuant  to  a  qualified  domestic  relations  order  (sec. 
414(p))  if  includible  in  the  income  of  the  alternate  payee,  or  (2)  is 
attributable  to  the  individual's  investment  in  the  contract. 

The  bill  clarifies  that  the  grandfather  rule  is  available  if 
amounts  are  received  with  respect  to  an  individual  under  (1)  the 
general  rule  applicable  to  lifetime  distributions,  (2)  the  special  rule 
for  lump-sum  distributions,  or  (3)  the  special  estate  tax  rule  dis- 
cussed below.  Further,  the  bill  provides  that  an  election  may  be 
made  with  respect  to  the  grandfather  treatment  either  on  an 
income  or  estate  tax  return  of  the  individual. 

In  addition,  the  bill  provides  a  special  rule  under  which  the 
grandfather  treatment  is  also  available  for  the  income  that  is  allo- 
cable to  the  individual's  accrued  benefit  as  of  August  1,  1986,  even 
if  that  income  is  earned  after  August  1,  1986.  This  additional 
grandfather  treatment  for  income  on  the  August  1,  1986,  accrued 
benefit  is  not  available  if  (1)  except  as  provided  by  the  Secretary, 
contributions  or  accruals  are  provided  with  respect  to  the  individ- 
ual after  August  1,  1986,  under  a  plan  (or  successor  plan)  under 
which  the  individual  had  an  accrued  benefit  on  August  1,  1986,  or 
(2)  the  individual  elects  not  to  have  the  special  rule  apply.  For  this 
purpose,  a  successor  plan  is  any  plan  (including  any  arrangement 
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distributions  from  which  are  subject  to  the  excess  distribution  tax) 
to  which  any  amount  is  transferred  (directly  or  indirectly)  or  rolled 
over  from  a  plan  in  which  the  individual  had  an  accrued  benefit  on 
August  1,  1986.  In  the  case  of  an  individual  with  respect  to  whom 
no  contributions  or  accruals  are  made  after  August  1,  1986,  under 
any  plan,  the  effect  of  this  special  rule  is  that  no  portion  of  the  in- 
dividual's accrued  benefit  is  subject  to  the  excise  tax  on  excess  dis- 
tributions. 

The  committee  intends  that  the  Secretary  will  provide,  in  the 
case  of  an  individual  with  respect  to  whom  contributions  or  accru- 
als are  made  after  August  1,  1986,  under  a  plan  (or  successor  plan) 
under  which  the  individual  had  an  accrued  benefit  on  August  1, 
1986,  special  rules  for  segregating  the  post-August  1,  1986,  accruals 
and  income  allocable  to  such  accruals  or  rules  for  calculating  the 
portion  of  income  allocable  to  the  August  1,  1986,  accrued  benefit. 
If  any  segregation  requirement  is  satisfied,  the  committee  intends 
that  the  grandfather  treatment  is  to  apply  to  income  on  the  August 
1,  1986,  accrued  benefit.  The  committee  also  intends  that  the  Secre- 
tary may  require  any  recordkeeping  and  reporting  that  is  neces- 
sary to  ensure  that  the  special  rule  does  not  result  in  the  avoidance 
of  the  excise  tax  on  excess  distributions.  The  committee  expects  the 
Secretary  to  issue  guidance  to  taxpayers  in  a  timely  manner  so 
that  they  will  be  aware  of  any  recordkeeping,  reporting,  and  segre- 
gation requirements  necessary  to  preserve  the  grandfather  treat- 
ment for  the  income  on  the  August  1,  1986,  accrued  benefit. 

If  the  special  rule  does  not  apply  to  an  individual,  then  the  indi- 
vidual's August  1,  1986,  accrued  benefit  (as  adjusted  for  prior  distri- 
butions and  increases  attributable  to  indexing)  is  to  be  indexed  for 
inflation  by  the  Federal  mid-term  rate  (determined  under  sec. 
1274(d)  for  the  first  month  of  the  taxable  year).  Thus,  an  individual 
might  elect  not  to  have  the  special  rule  apply  if  the  individual  ex- 
pected this  rate  factor  to  exceed  the  actual  rate  of  return  on  the 
individual's  benefit. 

For  purposes  of  determining  the  income  on  the  August  1,  1986, 
accrued  benefit  or  the  base  for  indexing  such  benefit,  an  individ- 
ual's investment  in  the  contract  is  taken  into  account.  However, 
such  investment  in  the  contract  is  not  otherwise  treated  as  part  of 
the  grandfathered  amount  because  the  investment  in  the  contract 
would  not  have  been  subject  to  the  excess  distribution  tax  if  it  had 
been  in  effect  on  August  1,  1986. 

d.  Post-death  distributions 

Present  Law 

The  Act  provided  special  rules  to  calculate  the  extent  to  which, 
retirement  distributions  made  with  respect  to  an  individual  after 
the  individual's  death  are  excess  distributions  subject  to  the  excise 
tax.  In  lieu  of  subjecting  the  post-death  distributions  (including  dis- 
tributions of  death  benefits)  to  the  annual  tax  on  excess  distribu- 
tions, the  Act  added  an  additional  estate  tax  equal  to  15  percent  of 
the  individual's  excess  retirement  accumulation.  After  the  estate 
tax  is  imposed,  post-death  distributions  are  disregarded  entirely  in 
applying  the  excise  tax  on  excess  distributions.  Thus,  beneficiaries 
who  are  receiving  distributions  (other  than  certain  former  spouses 
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receiving  benefits  pursuant  to  a  qualified  domestic  relations  order) 
are  not  required  to  aggregate  those  amounts  with  any  other  retire- 
ment distributions  received  on  their  behalf. 

The  excess  retirement  accumulation  is  defined  as  the  excess  (if 
any)  of  the  value  of  the  decedent's  interests  in  all  qualified  retire- 
ment plans,  annuity  plans,  tax-sheltered  annuities,  and  IRAs,  over 
the  present  value  of  annual  payments  equal  to  the  annual  excess 
distribution  ceiling  for  a  period  equal  to  the  life  expectancy  of  the 
individual  immediately  before  death. 

In  calculating  the  amount  of  the  excess  retirement  accumulation, 
the  value  of  the  decedent's  interest  in  all  qualified  plans,  tax-shel- 
tered annuities,  and  IRAs  will  be  taken  into  account  regardless  of 
the  number  of  beneficiaries. 

Explanation  of  Provision 

The  bill  clarifies  that,  as  under  the  general  rule,  the  amount  of 
the  excess  retirement  accumulation  with  respect  to  an  individual 
for  purposes  of  the  special  estate  tax  is  determined  without  regard 
to  community  property  laws.  This  rule  is  provided  so  that  the 
treatment  of  post-death  distributions  is  consistent  with  the  treat- 
ment of  distributions  made  with  respect  to  an  individual  prior  to 
death. 

In  addition,  under  the  bill,  benefits  that  represent  the  decedent's 
investment  in  the  contract  or  amounts  payable  to  an  alternate 
payee  and  includible  in  the  alternate  payee's  income  are  disregard- 
ed in  determining  the  excess  retirement  accumulation  (other  than 
a  spousal  beneficiary  who  makes  the  special  election  described 
below). 

The  bill  redefines  the  excess  retirement  accumulation  to  be  the 
excess  (if  any)  of  the  present  value  of  the  decedent's  interests  in  all 
qualified  retirement  plans,  annuity  plans,  tax-sheltered  annuities, 
and  IRAs,  over  the  present  value  (as  determined  under  rules  pre- 
scribed by  the  Secretary  as  of  the  applicable  valuation  date)  of  a 
single  life  annuity  with  annual  payments  equal  to  the  annual 
excess  distribution  limit  (as  in  effect  for  the  year  in  which  death 
occurs  and  as  if  the  individual  had  not  died).  The  bill  provides  that 
a  decedent's  interest  in  a  plan  or  arrangement  subject  to  the  excess 
distribution  tax  generally  does  not  include  the  decedent's  interest 
as  a  beneficiary  in  a  plan  or  arrangement  for  purposes  of  determin- 
ing the  excess  retirement  accumulation. 

Under  the  bill,  the  excess  retirement  accumulation  with  respect 
to  an  individual  does  not  include  amounts  that  are  death  benefits 
j  payable  with  respect  to  such  individual.  Therefore,  the  bill  provides 
that  the  excess  retirement  accumulation  does  not  include  the  value 
of  any  death  benefits  payable  by  the  plan  immediately  after  death 
with  respect  to  a  decedent  to  the  extent  that  the  sum  of  such  death 
benefits  plus  other  benefits  payable  with  respect  to  the  decedent 
exceeds  the  total  value  of  benefits  payable  with  respect  to  the  dece- 
dent immediately  prior  to  death. 

The  bill  clarifies  that,  with  respect  to  this  special  estate-level  tax, 
the  tax  may  not  be  offset  by  any  credits  against  the  estate  tax 
1  (such  as  the  unified  credit). 
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Further,  the  bill  provides  an  exception  to  the  general  rule  that 
the  special  estate-level  tax  applies  to  all  excess  retirement  accumu- 
lations with  respect  to  an  individual  and  that,  after  the  estate-level 
tax  is  imposed,  a  beneficiary  receiving  distributions  with  respect  to 
the  individual  is  not  required  to  aggregate  the  amounts  received 
with  any  other  retirement  distributions  received  by  the  beneficiary 
on  the  beneficiary's  own  behalf.  Under  this  exception,  if  the  spouse 
of  an  individual  is  the  beneficiary  of  all  retirement  accumulations 
with  respect  to  the  individual,  the  spouse  may  elect,  on  a  form  at- 
tached to  the  estate  tax  return,  (1)  not  to  have  the  special  estate- 
level  tax  apply  and  (2)  for  purposes  of  the  general  rule,  to  have  the 
distributions  received  with  respect  to  the  individual  aggregated 
with  any  distributions  that  the  spouse  receives  on  the  spouse's  own 
behalf.  Thus,  the  amounts  received  with  respect  to  the  individual 
would  be  subject  to  the  general  excise  tax  on  excess  distributions  to 
the  extent  that  the  amounts,  when  aggregated  with  the  spouse's 
own  benefits  from  or  under  qualified  plans,  tax-sheltered  annuities, 
and  IRAs,  exceed  the  threshold  for  the  excise  tax.  Because  the 
spouse  is  treated  as  a  participant,  rather  than  as  a  beneficiary,  if 
the  election  is  made,  the  special  rule  that  disregards  a  decedent's 
interests  as  a  beneficiary  in  a  qualified  plan  does  not  apply  in  de- 
termining the  spouse's  excess  retirement  accumulation. 

For  purposes  of  this  exception  to  the  estate-level  tax,  if  1  or  more 
persons  other  than  the  spouse  are  beneficiaries  of  a  de  minimis 
portion  of  the  interests  with  respect  to  the  individual  that  other- 
wise would  be  subject  to  the  estate-level  tax,  then  the  spouse  is  not 
treated  as  failing  to  receive  all  excess  retirement  accumulations 
with  respect  to  the  individual.  Further,  such  de  minimis  amounts 
are  not  subject  to  the  excise  tax  on  excess  distributions  with  re- 
spect to  the  decedent  nor  to  the  special  estate-level  tax  if  the 
spouse  makes  the  election  described  above.  For  purposes  of  this 
rule,  an  amount  will  not  be  considered  de  minimis  if  it  exceeds  1 
percent  of  the  decedent's  retirement  accumulation. 

The  bill  clarifies  that  the  special  estate  tax  on  a  decedent's 
excess  retirement  accumulation  is  not  deductible  against  income  in 
respect  of  the  decedent  (sec.  691).  Rather,  the  bill  provides  that  a 
deduction  is  allowed  from  the  gross  estate  of  the  decedent  for  the 
special  estate  tax. 

Under  the  bill,  an  executor  of  a  decedent's  estate  is  required  to 
file  an  estate  tax  return  if  the  special  tax  on  excess  retirement  ac- 
cumulations applies  and  without  regard  to  whether  a  return  would 
otherwise  be  required  to  be  filed. 

e.  Effective  date 

Present  Law 

Under  the  Act,  the  provisions  generally  apply  to  distributions 
made  after  December  31,  1986.  The  special  estate-level  tax  applies 
with  respect  to  the  estate  of  a  decedent  dying  after  December  31, 
1986. 

Explanation  of  Provision 

The  bill  clarifies  that  the  provisions  do  not  apply  to  distributions 
with  respect  to  a  decedent  who  dies  before  January  1,  1987. 


E.  Miscellaneous  Pension  and  Deferred  Compensation  Provisions 

1.  Discretionary  contribution  plans  (sec.  1021  lA(j)  of  the  bill,  sec. 

1136  of  the  Reform  Act,  and  sees.  401(a)(27),  404,  and  818  of 
the  Code) 

Present  Law 

Under  present  law,  employer  contributions  to  a  profit-sharing 
plan  are  not  limited  to  the  employer's  current  or  accumulated  prof- 
its. Contributions  to  a  money  purchase  pension  plan  are  required 
to  be  fixed  without  reference  to  profits. 

Explanation  of  Provision 

Under  the  bill,  in  the  case  of  a  plan  that  is  intended  to  be  a 
money  purchase  pension  plan  or  a  profit-sharing  plan,  a  trust 
forming  part  of  such  plan  will  not  be  qualified  unless  the  plan  des- 
ignates such  intent  at  such  time  and  in  such  manner  as  the  Secre- 
tary may  prescribe.  Of  course,  a  plan  amendment  is  not  required  to 
comply  with  this  rule  until  such  time  as  plan  amendments  general- 
ly are  required  under  the  Act  (sec.  1140).  Prior  to  such  time,  the 
Secretary  may  require  designation  in  a  different  manner. 

2.  Time  required  for  plan  amendments  (sec.  1021 1A(1)  of  the  bill 

and  sec.  1140  of  the  Reform  Act) 

Present  Law 

The  Act  generally  allowed  plans  that  operated  in  compliance 
with  the  new  requirements  of  Title  XI  of  the  Act  to  delay  the  cor- 
responding plan  amendments  to  a  specified  time. 

Explanation  of  Provision 

The  bill  provides  the  same  delayed  amendment  rules  (other  than 
those  relating  to  a  model  amendment  to  be  prescribed  by  the  Inter- 
nal Revenue  Service)  with  respect  to  the  plan  amendments  re- 
quired by  Title  XVIII  of  the  Act  (the  technical  corrections  title)  or 
by  the  bill  itself.  This  furthers  the  intent  of  Congress  to  ease  the 
administrative  burdens  on  plans  by  delaying  the  date  required  for 
certain  amendments  so  that,  in  general,  all  required  amendments 
can  be  made  in  a  single  year. 

In  addition,  the  bill  provides  that  a  collective  bargaining  agree- 
ment is  not  to  be  treated  as  terminated  merely  because  a  plan  is 
amended  pursuant  to  the  agreement  to  meet  the  requirements  of 
Title  XI  or  Title  XVIII  of  the  Act.  The  bill  does  not  intend  to  create 
an  inference  that  such  an  amendment  otherwise  would  be  consid- 
ered a  termination,  or  that  an  amendment  made  solely  to  conform 
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a  plan  to  a  requirement  added  by  another  Act  is  considered  a  ter- 
mination. 

3.  Federal  Thrift  Savings  Plan  (sec.  10211A(n)  of  the  bill,  sec.  1147 

of  the  Reform  Act,  and  sees.  3121(v)  and  7701(j)  of  the  Code) 

Present  Law 

Beginning  in  1987,  an  employee  generally  is  permitted  to  contrib- 
ute up  to  10  percent  of  the  employee's  rate  of  basic  pay  to  the 
Thrift  Savings  Plan  maintained  by  the  Federal  Government.  If  spe- 
cial nondiscrimination  requirements  are  satisfied  and  the  limita- 
tion on  elective  deferrals  is  not  exceeded,  contributions  to  the  plan 
are  not  treated  as  made  available  merely  because  the  employee 
had  an  election  to  receive  the  amounts  in  cash.  Therefore,  the 
amounts  deferred  are  not  includible  in  an  employee's  income  until 
distributed. 

Explanation  of  Provision 

The  bill  clarifies  that  the  Thrift  Savings  Plan  is  required  to  meet 
the  rules  of  section  401(k)(4)(B)  under  which  the  Plan  may  not  be 
maintained  by  any  State  or  local  government  or  any  tax-exempt  or- 
ganization. 

In  addition,  under  the  bill,  the  Thrift  Savings  Fund  may  elect  to 
have  the  nondiscrimination  requirements  applied  separately  to  con- 
tributions to  the  Fund  with  respect  to  employees  who  are  covered 
by  the  Civil  Service  Retirement  and  Disability  System  (CSRS)  and 
thus  are  treated  differently  under  the  Thrift  Savings  Plan  (e.g., 
with  respect  to  matching  contributions).  Separate  treatment  under 
the  nondiscrimination  rules  is  analogous  to  the  rules  applicable  to 
qualified  plans  maintained  by  employers  other  than  the  Federal 
Government. 

4.  Effective  dates  for  collectively  bargained  plans  (sees.  10211(c), 
(g),  (h),  and  (n),  and  10211A(e)  of  the  bill,  and  sees.  1105,  1111, 
1112,  1120,  and  1131  of  the  Reform  Act) 

Present  Law 

Under  the  Act,  the  effective  dates  of  certain  provisions  are  de- 
layed with  respect  to  plans  maintained  pursuant  to  1  or  more  col- 
lective bargaining  agreements  between  employee  representatives 
and  1  or  more  employers  ratified  before  March  1,  1986  ("collective- 
ly bargained  plans").  In  some  cases,  the  delayed  effective  date  ap- 
plies to  the  entire  plan  and,  in  other  cases,  the  delay  only  applies 
to,  for  example,  individuals  covered  by  1  or  more  of  the  collective 
bargaining  agreements. 

The  provisions  subject  to  the  delayed  effective  date  generally  do 
not  apply  to  years  beginning  before  the  earlier  of— 

(1)  the  later  of  (a)  January  1,  1989  (or,  in  certain  cases,  January 
1,  1987)  or  (b)  the  date  on  which  the  last  of  the  collective  bargain- 
ing agreements  terminates  (determined  without  regard  to  any  ex- 
tension thereof  after  February  28,  1986),  or 

(2)  January  1,  1991  (or,  in  certain  cases,  January  1,  1989). 
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Explanation  of  Provision 

The  bill  generally  provides  that  the  delayed  effective  date  with 
respect  to  collectively  bargained  plans  applies  to  the  entire  plan  in 
the  case  of  the  amendments  made  by  sections  1111  (relating  to  the 
application  of  nondiscrimination  rules  to  integrated  plans)  and 
1112  (relating  to  the  minimum  coverage  and  participation  require- 
ments for  qualified  plans)  of  the  Act.  As  under  present  law,  this 
delayed  effective  date  does  not  apply  to  any  noncollectively  bar- 
gained plans  even  if  such  plans  have  terms  identical  to  those  of  a 
collectively  bargained  plan. 

Also,  the  bill  modifies  the  delayed  effective  date  with  respect  to 
the  amendments  made  by  section  1105,  relating  to  the  $7,000  limit 
on  elective  deferrals.  Under  present  law,  the  $7,000  limit  does  not 
apply  to  contributions  under  a  collectively  bargained  plan  made 
pursuant  to  1  or  more  of  the  collective  bargaining  agreements  re- 
lating to  the  plan  for  taxable  years  beginning  before  the  earlier 
of— 

(1)  the  date  on  which  the  last  of  such  collective  bargaining  agree- 
ments terminates  (determined  without  regard  to  any  extension 
thereof  after  February  28,  1986),  or 

(2)  January  1,  1991. 

Under  the  bill,  clause  "(1)"  above  is  modified  to  refer  to  the  date 
on  which  the  collective  bargaining  agreement  pursuant  to  which 
the  contribution  is  being  made  terminates.  This  change  is  appropri- 
ate because  the  $7,000  limit  is  applied  at  the  individual  taxpayer 
level.  Thus,  the  later  termination  of  a  collective  bargaining  agree- 
ment to  which  an  individual  is  not  subject  should  not  affect  that 
individual's  tax  treatment. 

The  bill  also  provides  a  delayed  effective  date  for  collectively  bar- 
gained plans  with  respect  to  2  additional  sections  of  the  Act.  First, 
the  amendments  made  by  section  1120,  applying  nondiscrimination 
rules  to  tax-sheltered  annuity  programs  (sec.  403(b)),  are  not  to 
apply  to  collectively  bargained  plans  in  plan  years  beginning  before 
the  earlier  of— 

(1)  the  later  of  (a)  January  1,  1989,  or  (b)  the  date  on  which  the 
last  of  the  collective  bargaining  agreements  terminates  (without 
regard  to  any  extension  thereof  after  February  28,  1986),  or 

(2)  January  1,  1991. 

This  delayed  effective  date  applies  to  the  entire  program. 

In  addition,  the  amendments  made  by  section  1131,  relating  to 
the  limits  on  deductions  for  contributions  under  a  qualified  plan 
and  to  the  excise  tax  on  nondeductible  contributions  under  a  quali- 
fied plan,  are  not  to  apply  to  contributions  under  a  collectively  bar- 
gained plan  made  pursuant  to  any  of  the  collective  bargaining 
agreements  relating  to  the  plan  for  taxable  years  beginning  before 
the  earlier  of— 

(1)  January  1,  1989,  or 

(2)  the  date  on  which  the  last  of  the  collective  bargaining  agree- 
ments terminates  (determined  without  regard  to  any  extension 
thereof  after  February  28,  1986). 
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5.  Deferred  annuity  contracts  (sec.  10211A(i)  of  the  bill,  sec.  1135 
of  the  Reform  Act,  and  sec.  72(u)  of  the  Code) 

Present  Law 

Under  present  law,  if  any  annuity  contract  is  held  by  a  person 
who  is  not  a  natural  person  (such  as  a  corporation),  then  the  con- 
tract is  not  treated  as  an  annuity  contract  for  Federal  income  tax 
purposes  and  the  income  on  the  contract  for  any  taxable  year  is 
treated  as  ordinary  income  received  or  accrued  by  the  owner  of  the 
contract  during  the  taxable  year. 

This  rule  does  not  apply  to  certain  annuity  contracts,  including 
an  immediate  annuity  contract,  which  is  an  annuity  (1)  that  is  pur- 
chased with  a  single  premium  or  consideration,  and  (2)  the  annuity 
starting  date  of  which  commences  no  later  than  1  year  from  the 
date  of  purchase  of  the  annuity. 

Explanation  of  Provision 

The  bill  modifies  the  definition  of  an  immediate  annuity  contract 
to  prevent  the  structuring  of  a  contract  so  that  it  appears  to  be  an 
immediate  annuity  contract,  but  that  is  in  substance  a  deferred  an- 
nuity. Accordingly,  the  bill  provides  that  an  annuity  is  an  immedi- 
ate annuity  only  if  the  annuity  provides  for  a  series  of  substantial- 
ly equal  periodic  payments  (to  be  made  not  less  frequently  than  an- 
nually) during  the  annuity  period.  An  annuity  will  not  be  treated 
as  failing  to  satisfy  this  requirement  if  it  is  an  annuity  payable 
over  the  joint  lives  of  two  or  more  individuals  and  the  amounts 
paid  to  a  survivor  after  the  death  of  the  first  annuitant  are  less 
than  the  amounts  paid  during  the  joint  lives  of  the  annuitants. 


F.  Employee  Benefit  Provisions 


1.  Nondiscrimination  rules  for  statutory  employee  benefit  plans 
(sec.  10211B(a)  of  the  bill,  sec.  1151  of  the  Reform  Act,  sec.  209 
of  the  Social  Security  Act,  and  sees.  89,  125,  129,  414,  3121,  3231, 
3306,  3401,  and  6652  of  the  Code) 

In  general 

Under  present  law,  new  nondiscrimination  rules  apply  to  statuto- 
ry employee  benefit  plans  (sec.  89).  The  term  "statutory  employee 
benefit  plans"  includes  accident  or  health  plans  and  group-term 
life  insurance  plans.  At  the  election  of  the  employer,  the  term  also 
includes  qualified  group  legal  services  plans,  educational  assistance 
programs,  and  dependent  care  assistance  programs. 

Under  the  new  nondiscrimination  rules,  a  plan  generally  is  re- 
quired to  satisfy  3  eligibility  tests — a  50-percent  test,  a  90-percent/ 
50-percent  test,  and  a  nondiscriminatory  provision  test — and  a  ben- 
efits test.  Alternatively,  a  plan  may  satisfy  an  80-percent  coverage 
test,  provided  it  also  satisfies  the  nondiscriminatory  provision  test. 

Nondiscrimination  tests 

50-percent  test 

Under  the  50-percent  test,  nonhighly  compensated  employees 
must  constitute  at  least  50  percent  of  the  group  of  employees  eligi- 
ble to  participate  in  the  plan.  This  requirement  will  be  deemed  sat- 
isfied if  the  percentage  of  highly  compensated  employees  who  are 
eligible  to  participate  is  not  greater  than  the  percentage  of  non- 
highly  compensated  employees  who  are  eligible. 

90-percent/ '50-percent  test 

A  plan  does  not  satisfy  the  90-percent/ 50-percent  test  unless  at 
least  90  percent  of  the  employer's  nonhighly  compensated  employ- 
ees are  eligible  for  a  benefit  that  is  at  least  50  percent  as  valuable 
as  the  benefit  available  to  the  highly  compensated  employee  to 
whom  the  most  valuable  benefit  is  available.  For  purposes  of  this 
test,  all  plans  of  the  same  type  (i.e.,  all  benefits  excludable  under 
the  same  Code  section)  are  aggregated. 

For  purposes  of  this  90-percent/ 50-percent  test,  available  salary 
j  reduction  is  not  taken  into  account. 

Nondiscriminatory  provision  test 

The  third  eligibility  test  provides  that  a  plan  may  not  contain 
any  provision  relating  to  eligibility  to  participate  that  by  its  terms 
S  or  otherwise  discriminates  in  favor  of  highly  compensated  employ- 
I  ees.  This  third  test  is  intended  to  disqualify  arrangements  only  on 
the  basis  of  discrimination  that  is  not  quantifiable. 
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Benefits  test 

A  plan  does  not  satisfy  the  benefits  test  unless  the  average  em- 
ployer-provided benefit  received  by  nonhighly  compensated  employ- 
ees under  all  plans  of  the  employer  of  the  same  type  (i.e.,  plans 
providing  benefits  excludable  under  the  same  Code  section)  is  at 
least  75  percent  of  the  average  employer-provided  benefit  received 
by  highly  compensated  employees  under  all  plans  of  the  employer 
of  the  same  type. 

Alternative  test 

Present  law  also  provides  an  alternative  test  that  may  be  applied 
in  lieu  of  the  eligibility  and  benefits  tests  described  above.  If  a  plan 
benefits  at  least  80  percent  of  an  employer's  nonhighly  compensat- 
ed employees,  such  plan  is  considered  to  satisfy  the  new  nondis- 
crimination rules.  This  alternative  test  will  not  apply  unless  the 
plan  satisfies  the  nondiscriminatory  provision  test  described  above. 

This  alternative  test  applies  only  to  accident  or  health  plans  and 
group-term  life  insurance  plans.  For  purposes  of  this  alternative 
test,  an  individual  will  only  be  considered  to  benefit  under  a  plan  if 
such  individual  receives  coverage  under  the  plan;  eligibility  to  re- 
ceive coverage  is  not  considered  benefiting  under  the  plan. 

Valuation 

The  Secretary  is  to  prescribe  rules  regarding  valuation  of  differ- 
ent benefits.  With  respect  to  health  coverage,  the  Secretary  is  to 
establish  tables  prescribing  the  relative  values  of  different  types  of 
health  coverage. 

Definitions 

For  purposes  of  applying  the  new  nondiscrimination  rules, 
present  law  provides  generally  applicable  definitions  of  the  follow- 
ing: (1)  highly  compensated  employee  (sec.  414(q));  (2)  employer  (in- 
cluding the  employee  leasing  rules  (sec.  414  (b),  (c),  (m),  (n),  (o),  and 
(t)));  (3)  line  of  business  or  operating  unit  (as  present  law  permits 
the  new  nondiscrimination  rules  to  be  applied  separately  to  sepa- 
rate lines  of  business  or  operating  units  (sec.  414(r)));  and  (4)  em- 
ployees  who  are  excluded  from  consideration.  These  definitions, 
other  than  the  line  of  business  or  operating  unit  rule,  apply  gener- : 
ally  to  all  employee  benefit  plans,  not  only  to  statutory  employee 
benefit  plans. 

Qualification  and  reporting  requirements 

Employee  benefit  plans  generally  are  subject  to  new  qualification 
and  reporting  requirements  (sec.  89(k)  and  (1)). 

a.  Employers  with  no  nonhighly  compensated  employees 
Present  Law 

Under  present  law,  the  nondiscrimination  rules  applicable  to 
statutory  employee  benefit  plans  are  applied  by  reference  to  the 
eligibility  of  nonhighly  compensated  employees  to  participate  in  a 
plan  or  to  the  amount  of  benefits  provided  to  nonhighly  compensat- 
ed employees  under  a  plan.  It  is  unclear  under  present  law  how 
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these  nondiscrimination  rules  apply  in  the  case  of  an  employer 
who  has  no  nonhighly  compensated  employees. 

Explanation  of  Provision 

The  bill  clarifies  that  the  nondiscrimination  rules  do  not  apply  to 
an  employer  in  a  year  in  which  such  employer  has  no  nonhighly 
compensated  employees.  As  is  so  with  respect  to  the  nondiscrimina- 
tion rules  generally,  this  rule  is  to  apply  separately  with  respect  to 
former  employees  under  rules  prescribed  by  the  Secretary. 

b.  Plan  aggregation — accident  or  health  plans 

Present  Law 

Under  present  law,  each  different  option  generally  is  a  separate 
plan  for  testing  purposes.  However,  for  purposes  of  the  50-percent 
eligibility  test  and  the  alternative  80-percent  test,  comparable  acci- 
dent or  health  plans  may  be  aggregated  (sec.  89(g)(1)). 

Explanation  of  Provision 

The  bill  provides  that,  under  rules  prescribed  by  the  Secretary,  if 
an  employee  is  eligible  for  (in  the  case  of  the  50-percent  test)  or  re- 
ceives coverage  under  more  than  1  accident  or  health  plan,  then, 
for  purposes  of  the  50-percent  test  and  the  alternative  80-percent 
test,  such  plans  are  required  to  be  considered  1  plan  with  respect  to 
such  employee. 

For  example,  assume  that  an  employer  maintains  2  plans:  1  ben- 
efiting all  employees  with  a  value  of  $950  and  a  second  benefiting 
only  highly  compensated  employees  with  a  value  of  $1,000.  The 
highly  compensated  employees  receiving  benefits  from  both  plans 
are  to  be  treated  for  purposes  of  the  50-percent  test  and  the  alter- 
native 80-percent  test  as  receiving  $1,950  of  benefits  from  1  plan 
while  the  nonhighly  compensated  employees  are  to  be  treated  as 
receiving  $950  of  benefits  from  a  separate  plan.  Under  the  compa- 
rability rules  (sec.  89(g)(1)),  these  plans  would  not  be  comparable  so 
that  the  plan  covering  the  highly  compensated  employees  would 
satisfy  neither  the  50-percent  test  nor  the  alternative  80-percent 
test. 

This  rule,  requiring  certain  plans  to  be  treated  as  1  plan  with  re- 
!  spect  to  certain  employees,  supersedes  the  rule  of  present  law  al- 
lowing employers  to  structure  options  in  different  ways  as  long  as 
I  all  coverage  within  a  plan  is  identical. 

c.  Plan  definition — group-term  life  insurance 

Present  Law 

Under  present  law,  each  different  option  generally  is  a  separate 
n  plan  for  testing  purposes.  This  means,  for  example,  that  if  2  types 
j  of  insurance  coverage  vary  in  any  way  (including  the  amount  of  re- 
\  quired  employer  contributions),  they  will  be  considered  separate 
|  plans. 
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Explanation  of  Provision 

The  committee  intends  that  there  be  an  additional  exception  to 
the  general  rule  that  if  2  types  of  insurance  coverage  vary  in  any 
way,  they  will  be  considered  separate  plans.  Pursuant  to  this  excep- 
tion, under  rules  prescribed  by  the  Secretary,  if  with  respect  to 
group-term  life  insurance  coverage,  the  required  employee  contri- 
butions vary  according  to  the  age  of  the  employee,  this  variation 
will  not  preclude  treatment  of  the  coverage  as  a  single  plan.  Thus, 
for  example,  if  an  employer  offers  every  employee  group-term  life 
insurance  coverage  equal  to  one  times  compensation,  provided  that 
the  employee  contribute  one  quarter  of  the  cost  of  such  coverage, 
this  will  constitute  a  single  plan  even  if  the  cost  of  each  employee's 
coverage  is  determined  on  the  basis  of  such  employee's  age. 
(Present  law  allows  group-term  life  insurance  that  varies  in  propor- 
tion to  compensation  to  be  considered  a  single  plan.) 

If  an  employer  uses  the  special  rule  described  above,  and  employ- 
ee-purchased coverage  is  not  treated  as  employer-provided,  then 
the  amount  of  employer-provided  group-term  life  insurance  cover- 
age with  respect  to  any  employee  is  the  amount  that  bears  the 
same  relationship  to  the  total  coverage  for  such  employee  as  the 
employer's  contribution  (determined  on  an  age-rated  basis)  bears  to 
the  age-rated  cost  of  such  employee's  total  coverage.  For  example, 
if  an  employee  contributes  one  quarter  of  the  age-rated  cost  of 
$100,000  of  coverage,  and  employee-purchased  coverage  is  not  treat- 
ed as  employer-provided,  the  employer-provided  group-term  life  in- 
surance coverage  with  respect  to  such  employee  is  $75,000. 

If  the  employer  does  not  use  the  special  rule  described  above, 
and  employee-purchased  coverage  is  not  treated  as  employer-pro- 
vided, the  amount  of  employer-provided  group-term  life  insurance 
coverage  with  respect  to  any  employee  is  determined  in  the  same 
manner  except  that  the  total  cost  of  any  employee's  coverage  and 
the  employer's  contributions  with  respect  to  such  coverage  are  to 
be  determined  without  regard  to  the  employee's  age. 

If  an  employer  uses  the  special  rule  described  above  with  respect 
to  any  group-term  life  insurance,  then  the  employer  is  required  to 
use  the  special  rule  with  respect  to  all  group-term  life  insurance 
coverage  of  the  employer.  Thus,  with  respect  to  such  an  employer, 
coverage  available  for  a  required  employee  contribution  that  does 
not  vary  according  to  age  would  not  be  considered  a  single  plan.  Of 
course,  this  rule  applies  separately  to  any  line  of  business  or  oper- 
ating unit  if  the  employer  applies  the  rules  of  section  89  separately 
to  such  line  of  business  or  operating  unit  pursuant  to  section 
89(g)(5). 

d.  Family  coverage 

Present  Law 

Under  present  law,  a  special  rule  applies  in  the  case  of  family 
coverage  under  an  accident  or  health  plan.  Pursuant  to  this  special 
rule,  for  purposes  of  the  90-percent/ 50-percent  test,  the  coverage 
for  employees  and  the  coverage  for  spouses  and  dependents  may  be 
tested  separately,  as  if  they  constituted  2  different  types  of  plans. 
Further,  for  purposes  of  the  same  test,  with  respect  to  coverage  of 
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spouses  and  dependents,  the  employer  may  disregard  employees 
who  do  not  have  a  spouse  or  dependent.  An  employer  who  elects 
this  latter  optional  rule  is  required  to  obtain  and  maintain,  in  such 
manner  as  the  Secretary  prescribes,  adequate  sworn  statements  to 
demonstrate  whether  employees  have  a  spouse  or  dependent. 

Explanation  of  Provision 

The  bill  deletes  the  rule  allowing  employers  to  apply  the  90-per- 
cent/50-percent  test  separately  with  respect  to  family  coverage  and 
to  take  into  account  for  such  purpose  only  employees  who  have  a 
family.  This  rule  implies  that  family  coverage  cannot  be  considered 
available  to  an  employee  who  does  not  have  a  family. 

Under  the  bill,  family  coverage  (i.e.,  coverage  of  an  employee's 
family  which  is  considered  separate  from  coverage  of  the  employee) 
may  be  considered  to  be  available  (if  otherwise  available)  or  provid- 
ed (if  otherwise  provided)  to  an  employee  despite  the  fact  that  the 
employee  does  not  have  a  family.  The  purpose  of  this  rule  is  to  re- 
lieve employers  from  the  burden  of  determining  which  employees 
have  families. 

This  rule  alone,  however,  could  produce  inappropriate  results  in 
certain  very  limited  circumstances  and  it  is  intended  that  the  non- 
discriminatory provision  test  be  applied  to  prevent  such  results. 
Thus,  if,  under  the  facts  and  circumstances,  it  is  clear  that  the  em- 
ployer is,  by  using  the  above  rule  that  allows  family  coverage  to  be 
considered  to  be  available  or  provided  to  an  employee  who  does  not 
have  a  family,  evading  the  other  nondiscrimination  tests,  the  non- 
discriminatory provision  test  is  not  to  be  considered  satisfied  with 
respect  to  the  relevant  plan  or  plans. 

For  example,  assume  that  an  employer  had  2  highly  compensat- 
ed employees  and  8  nonhighly  compensated  employees,  none  of 
whom  had  families.  The  employer  provided  $3,000  of  employee  cov- 
erage to  each  of  the  2  highly  compensated  employees.  For  the  same 
year,  the  employer  provided  family  coverage  to  each  of  the  8  non- 
highly  compensated  employees  the  value  of  which  was  $3,000  per 
employee  under  the  Secretary's  valuation  tables.  Because  compara- 
ble plans  may  be  aggregated  for  purposes  of  the  alternative  80-per- 
cent test,  the  employer  would  satisfy  such  test.  This  is  not  the 
result  intended  by  Congress,  since  the  facts  of  this  example  clearly 
indicate  that  by  using  the  rule  allowing  family  coverage  to  be  con- 
sidered to  be  provided  to  employees  without  families,  the  employer 
is  avoiding  providing  the  nonhighly  compensated  employees  truly 
nondiscriminatory  benefits.  Thus,  the  nondiscriminatory  provision 
test  would  not  be  considered  satisfied  with  respect  to  the  plan  cov- 
ering the  highly  compensated  employees. 

This  application  of  the  nondiscriminatory  provision  test  applies 
not  only  with  respect  to  evasion  of  the  alternative  80-percent  test, 
<  but  to  evasion  of  any  of  the  tests.  For  example,  the  nondiscrimina- 
|  tory  provision  test  would  not  be  considered  satisfied  with  respect  to 
\  a  plan  maintained  by  the  employer  in  the  above  example  for  its 
j  highly  compensated  employees  if  such  plan  satisfied  the  90-per- 
cent/50-percent  test  by  virtue  of  a  second  plan  making  family  cov- 
i    erage  available  to  the  nonhighly  compensated  employees. 
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e.  Sworn  statements — benefits  test 

Present  Law 

For  purposes  of  applying  the  benefits  test  to  accident  or  health 
plans,  an  employer  generally  (see  sec.  89(g)(2)(D))  may  elect  to  disre- 
gard any  employee  or  family  member  of  an  employee  if  such  indi- 
vidual is  covered  by  a  health  plan  that  provides  core  benefits  and 
that  is  maintained  by  another  employer  of  the  employee  or  of  a 
member  of  the  employee's  family.  An  employer  who  elects  this  op- 
tional rule  is  required  to  obtain  and  maintain,  in  such  manner  as 
the  Secretary  prescribes,  adequate  sworn  statements  to  demon- 
strate whether  individuals  have  core  health  coverage  from  another 
employer. 

Explanation  of  Provision 

The  bill  provides  that,  with  respect  to  an  employer  ("first  em- 
ployer"), an  individual  may  be  considered  to  have  core  health  bene- 
fits from  another  employer  of  such  individual  or  of  a  member  of 
such  individual's  family,  despite  the  fact  that  no  sworn  statement 
is  obtained  and  maintained  to  that  effect,  if  (1)  the  first  employer 
makes  available  to  an  employee,  at  no  cost,  core  health  benefits 
with  respect  to  such  individual,  and  (2)  no  health  benefits  under 
any  plan  of  the  first  employer  are  provided  with  respect  to  such 
individual.  For  purposes  of  this  rule,  any  financial  detriment  with 
respect  to  core  health  benefits,  regardless  of  whether  it  is  direct  or 
indirect,  current  or  future,  fixed  or  contingent,  is  considered  a  cost 
rendering  this  special  rule  inapplicable.  A  benefit  that  is  available 
to  an  employee  on  the  condition  that  such  employee  reduce  his 
salary  or  forego  another  benefit  is  considered  available  at  a  cost. 

Under  present  law,  with  respect  to  an  employer  that  elects  to 
disregard  individuals  covered  (or  deemed  covered  under  the  rule 
described  above)  by  another  employer's  core  health  benefits,  in  the 
absence  of  a  sworn  statement,  a  highly  compensated  employee  is 
treated  as  (1)  covered  by  a  plan  of  another  employer  providing  core 
health  benefits,  and  (2)  not  having  a  spouse  or  dependent.  Thus, 
the  special  rule  under  the  bill  described  above  only  affects  non- 
highly  compensated  employees. 

f.  Sworn  statements — 80  percent  test 

Present  Law 

For  purposes  of  applying  the  benefits  test  and  the  alternative  80- 
percent  test  to  accident  or  health  plans,  the  coverage  for  employees 
and  the  coverage  for  spouses  and  dependents  may  be  tested  sepa- 
rately, as  if  they  constituted  2  different  types  of  plans.  For  pur- 
poses of  the  same  tests,  with  respect  to  separate  testing  of  the  cov- 
erage of  spouses  and  dependents,  the  employer  may  disregard  em- 
ployees who  do  not  have  a  spouse  or  dependent.  An  employer  who 
elects  this  latter  optional  rule  is  required  to  obtain  and  maintain, 
in  such  manner  as  the  Secretary  prescribes,  adequate  sworn  state- 
ments to  demonstrate  whether  employees  have  a  spouse  or  depend- 
ent. 
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With  respect  to  an  employer  electing  the  latter  special  rule  de- 
scribed above,  in  the  absence  of  a  sworn  statement,  a  highly  com- 
pensated employee  is  treated  as,  inter  alia,  not  having  a  spouse  or 
dependent.  If  an  employee  is  treated  as  not  having  a  spouse  or  de- 
pendent, any  coverage  provided  to  any  spouse  or  dependent  of  that 
employee  generally  is  disregarded.  For  purposes  of  applying  the 
benefits  test,  however,  the  family  of  a  highly  compensated  employ- 
ee may  not  be  disregarded  nor  may  coverage  provided  to  such 
family  be  disregarded  if  the  coverage  provided  with  respect  to  such 
family  has  a  value  in  excess  of  133-1/3  percent  of  the  average  em- 
ployer-provided benefit  provided  with  respect  to  families  of  non- 
highly  compensated  employees. 

Explanation  of  Provision 

Under  the  bill,  a  rule  similar  to  the  special  "133J-percent 
rule"  applies  for  purposes  of  the  alternative  80-percent  test. 

For  purposes  of  the  80-percent  test,  the  general  rule  is  that  a 
group  of  plans  are  comparable  and  may  be  aggregated  if  the  value 
of  the  employer-provided  coverage  provided  to  each  covered  em- 
ployee in  the  plan  with  the  lowest  such  value  is  at  least  95  percent 
of  the  value  of  the  employer-provided  coverage  provided  to  each 
covered  employee  in  the  plan  with  the  highest  such  value.  Howev- 
er, if  a  plan  with  a  greater  value  than  permitted  under  the  previ- 
ous sentence  satisfies  section  89(d)(2)  based  on  actual  coverage  pro- 
vided rather  than  on  eligibility,  such  plan  may  be  aggregated  with 
the  group  of  less  valuable  plans  for  purposes  of  the  80-percent  test. 

Under  the  analogue  to  the  133 ^-percent  rule,  for  purposes  of 
the  8'0-percent  test,  the  family  of  a  highly  compensated  employee 
may  not  be  disregarded  nor  may  coverage  provided  to  such  family 
be  disregarded  if  the  coverage  provided  to  any  spouse  and  depend- 
ents of  such  employee  is  provided  under  a  plan  that  would  need  to 
rely  on  the  section  89(d)(2)  test  to  be  aggregated  with  a  group  of 
plans  satisfying  the  80-percent  test.  Of  course,  under  the  80-percent 
test,  if  no  group  of  plans  satisfies  the  80-percent  test,  no  coverage 
provided  to  family  members  of  highly  compensated  employees  may 
be  disregarded. 

g.  Excluded  employees 

Present  Law 

Under  present  law,  certain  classes  of  employees  are  disregarded 
in  applying  the  nondiscrimination  rules  if  neither  the  plan,  nor 
any  other  plan  of  the  same  type,  is  available  to  any  employee  in 
the  same  class.  Two  of  the  disregarded  classes  are  (1)  in  the  case  of 
an  accident  or  health  plan  (other  than  with  respect  to  noncore  ben- 
efits), employees  who  have  not  completed  6  months  of  service  (or 
such  shorter  period  of  service  as  may  be  specified  in  the  plan);  and 
(2)  in  the  case  of  any  other  statutory  employee  benefit  plan  (includ- 
ing an  accident  or  health  plan  with  respect  to  noncore  benefits), 
employees  who  have  not  completed  1  year  of  service  (or  such  short- 
er period  of  service  as  may  be  specified  in  the  plan). 

An  employer  is  to  exclude  an  employee,  on  the  grounds  that  such 
employee  has  not  satisfied  the  required  period  of  initial  service, 
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during  the  period  prior  to  the  first  day  of  the  calendar  month  im- 
mediately following  the  actual  satisfaction  of  the  initial  service  re- 
quirement. In  general,  this  exclusion  does  not  apply  if  any  employ- 
ee is  eligible  under  any  plan  of  the  same  type  prior  to  the  first  day 
of  the  calendar  month  immediately  following  the  actual  satisfac- 
tion of  the  initial  service  requirement. 

In  addition,  the  legislative  history  of  the  Act  provided  certain 
rules  of  convenience,  relating  to  the  time  at  which  the  nondiscrim- 
ination rules  are  to  be  applied,  that  were  intended  to  reduce  the 
administrative  burden  of  applying  the  nondiscrimination  rules. 

Explanation  of  Provision 

Under  the  bill,  the  rule  regarding  the  exclusion  of  employees  be- 
tween the  date  of  actual  satisfaction  of  the  initial  service  require- 
ment and  the  first  day  of  the  calendar  month  immediately  follow- 
ing such  satisfaction  is  modified  so  that  an  employer  may  use,  in- 
stead of  the  first  day  of  the  next  calendar  month,  the  first  day  of  a 
period  of  less  than  31  days  specified  by  the  plan.  For  example, 
assume  that  an  employer  required  60  days  of  service  for  participa- 
tion in  a  health  plan,  but  did  not  allow  participation  to  commence 
other  than  on  the  first  day  of  4-week  periods.  Such  employer  is  to 
exclude  employees  during  the  period  prior  to  the  first  day  of  the  4- 
week  period  following  satisfaction  of  the  60-days-of-service  require- 
ment. 

The  Secretary  is  to  provide  corresponding  changes  to  the  rules  of 
convenience  relating  to  the  time  for  testing  described  in  the  legisla- 
tive history  of  the  Act. 

This  amendment,  allowing  use  of  a  period  of  less  than  31  days, 
provides  employers  with  flexibility  without  adversely  affecting  the 
policy  of  the  nondiscrimination  rules. 

h.  Self-employed  individuals 

Present  Law 

Under  the  Act,  it  is  unclear  whether  self-employed  individuals 
are  treated  as  employees  for  purposes  of  the  nondiscrimination 
rules  applicable  to  statutory  employee  benefit  plans. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  applying  the  nondiscrim- 
ination rules  to  statutory  employee  benefit  plans,  the  term  "em- 
ployee" includes  any  self-employed  individual  (as  defined  in  sec. 
401(c)(1)),  and  the  term  '  'compensation"  includes  such  individual's 
earned  income  (as  defined  in  sec.  401(c)(2)). 

In  addition,  an  individual  who  owns  the  entire  interest  in  an  un- 
incorporated trade  or  business  is  to  be  treated  as  his  or  her  own 
employer.  A  partnership  is  to  be  treated  as  the  employer  of  each 
partner  who  is  treated  as  an  employee  under  the  rule  described 
above. 

These  rules  do  not  affect  whether  a  self-employed  individual  may 
exclude  a  benefit  provided  under  a  statutory  employee  benefit  plan. 
For  example,  group-term  life  insurance  provided  to  a  self-employed 
individual  may  not  be  excluded  by  the  self-employed  individual  be- 
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cause  section  79  does  not  apply  to  self-employed  individuals.  The 
effect  of  this  provision  of  the  bill  is  to  count  a  self-employed  indi- 
vidual as  an  employee  even  though  such  individual  is  not  eligible 
for  the  exclusion.  Generally,  this  will  facilitate  compliance  with  the 
nondiscrimination  rules,  since  self-employed  individuals,  who  gen- 
erally are  highly  compensated  employees  under  the  applicable  defi- 
nition (sec.  414(q)),  are  taken  into  account  but  treated  only  as  eligi- 
ble for  and  receiving  benefits  that  are  excludable  or  deductible. 
Thus,  for  example,  with  respect  to  health  benefits,  a  self-employed 
individual  is  treated  as  receiving  (or  eligible  for)  a  benefit  equal  to 
25  percent  of  the  amount  paid  (or  payable)  for  health  insurance, 
since  that  is  the  only  amount  that  is  tax-favored  with  respect  to  a 
self-employed  individual  (sees.  106  and  162(m)). 

i.  Qualification  rule 

Present  Law 

Under  present  law,  certain  employee  benefit  plans,  including  ac- 
cident or  health  plans,  are  subject  to  certain  qualification  rules 
(sec.  89(k)).  For  example,  the  plan  is  required  to  be  in  writing. 

Explanation  of  Provision 

The  committee  clarifies  that  standard  short-term  sick  pay  plans 
were  not  intended  to  be  subject  to  the  qualification  rules  of  section 
89(k).  Thus,  under  rules  prescribed  by  the  Secretary,  such  plans  are 
to  be  exempted  from  the  qualification  rules.  It  is  anticipated  that 
the  rules  prescribed  by  the  Secretary  will  identify  standard  short- 
term  sick  pay  plans  by  reference  to  the  length  of  time  the  employ- 
er will  provide  benefits  while  an  individual  is  absent  from  work. 

j.  Sanctions 

Present  Law 

Year  of  inclusion 

Under  present  law,  if  a  plan  is  discriminatory  in  a  plan  year, 
highly  compensated  employees  are  taxable  on  the  value  of  the  dis- 
criminatory excess  in  their  taxable  year  in  which  or  with  which 
the  plan  year  ends. 

Discriminatory  excess 

The  discriminatory  excess  is  defined  as  the  amount  of  the  other- 
wise nontaxable  employer-provided  benefit  (including  benefits  pur- 
chased with  elective  contributions)  that  would  have  to  have  been 
purchased  with  after-tax  employee  contributions  by  the  highly 
compensated  employees  in  order  for  all  of  the  nondiscrimination 
tests  to  be  satisfied.  In  the  case  of  group-term  life  insurance,  the 
value  of  discriminatory  coverage  is  the  greater  of  the  cost  of  cover- 
age under  section  79(c)  or  the  actual  cost  of  coverage. 

Of  course,  as  is  generally  the  case,  the  taxpayer  has  the  burden 
of  proof  with  respect  to  establishing  the  discriminatory  excess. 
Thus,  the  discriminatory  excess  includes  all  employer-provided  ben- 
efits for  highly  compensated  employees  except  to  the  extent  that 
the  taxpayer  maintains  sufficient  records  to  demonstrate  to  the  In- 
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ternal  Revenue  Service  that  such  benefits  do  not  constitute  dis- 
criminatory excess. 

Qualification  rule  sanction 

If  a  plan  fails  to  satisfy  the  new  qualification  requirements  (sec. 
89(k)),  employees  covered  under  the  plan  generally  are  to  include 
in  gross  income  the  employer-provided  benefit  under  the  plan.  For 
this  purpose,  even  in  the  case  of  an  insurance-type  plan,  an  em- 
ployee's employer-provided  benefit  is  the  value  of  the  benefits,  not 
the  coverage,  attributable  to  employer  contributions. 

Employer  sanction 

If  the  employer  does  not  report  the  discriminatory  excess  (or 
other  amounts  includible  under  sec.  89)  in  a  timely  manner,  the 
employer  may  be  subject  to  an  employer-level  sanction  (sec. 
6652(1)).  This  sanction  applies  without  regard  to  whether  the  rele- 
vant benefit  was  automatically  subject  to  section  89  or  whether  it 
was  only  subject  to  section  89  due  to  an  election  by  the  employer 
under  section  89(i)(2). 

Welfare  benefit  funds 

In  general,  if  a  voluntary  employees'  beneficiary  association 
(VEBA)  (sec.  501(c)(9))  or  group  legal  services  organization  (GLSO) 
(sec.  501(c)(20))  is  part  of  a  discriminatory  plan,  the  VEBA  or  GLSO 
is  not  to  be  exempt  from  tax  under  section  501(a)  (sec.  505).  With 
respect  to  employee  benefits  subject  to  the  new  nondiscrimination 
rules  of  section  89,  a  discriminatory  plan  for  this  purpose  is  a  dis- 
criminatory employee  benefit  plan  within  the  meaning  of  section 
89(c). 

In  addition,  if  an  employer  maintains  a  welfare  benefit  fund  and 
there  is  a  disqualified  benefit  provided  during  any  taxable  year,  a 
tax  is  imposed  on  the  employer  equal  to  100  percent  of  the  disquali- 
fied benefit.  The  term  "disqualified  benefit"  includes  any  post-re- 
tirement medical  benefit  or  life  insurance  benefit  provided  with  re- 
spect to  a  highly  compensated  employee  under  a  discriminatory 
plan  (within  the  meaning  of  sec.  505). 

Explanation  of  Provision 

Year  of  inclusion 

Under  present  law,  if  a  plan  is  discriminatory  and  the  plan  year 
is,  for  example,  the  calendar  year,  the  employer  has  only  1  month 
to  determine  the  discriminatory  excess  with  respect  to  the  highly 
compensated  employees  in  order  to  file  accurate  Forms  W-2  in  a 
timely  manner.  In  many  cases,  this  is  not  a  sufficient  period  of 
time.  Thus,  the  bill  provides  a  special  rule  with  respect  to  plans 
with  a  plan  year  ending  after  September  30  and  on  or  before  De- 
cember 31  of  a  calendar  year. 

Under  this  special  rule,  an  employer  may  elect  to  have  the  dis- 
criminatory excess  included  in  the  incomes  of  highly  compensated 
employees  in  their  taxable  year  following  the  taxable  year  with  or 
within  which  the  plan  year  ends.  If  an  employer  makes  such  an 
election,  however,  the  employer's  deduction  relating  to  such  dis- 
criminatory excess  is  to  be  allowable  only  in  the  employer's  taxable 
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year  with  or  within  which  ends  the  plan  year  following  the  plan 
year  in  which  the  discriminatory  excess  occurred.  It  is  not  intend- 
ed, however,  that  an  employer  be  permitted  to  avoid  the  deferral  of 
the  deduction  through  the  use  of  a  short  plan  year  following  the 
plan  year  in  which  the  discriminatory  excess  occurred. 

Discriminatory  excess 

For  purposes  of  determining  and  allocating  the  discriminatory 
excess  with  respect  to  a  group-term  life  insurance  plan,  employer- 
provided  coverage  over  $50,000  will  be  treated  as  nontaxable  under 
the  bill.  Thus,  to  the  extent  that  the  discriminatory  coverage  does 
not  exceed  the  total  coverage  over  $50,000,  the  effect  of  a  finding  of 
discrimination  is  simply  the  inclusion  in  income  of  the  excess,  if 
any,  of  the  actual  cost  of  the  discriminatory  coverage  over  the  cost 
of  such  coverage  under  section  79(c). 

For  example,  assume  an  employee  receives  $150,000  of  employer- 
provided  coverage  and  the  $100,000  excess  over  $50,000  is  included 
in  income,  at  the  cost  determined  under  section  79(c),  pursuant  to 
section  79(a).  Assume  further  that  $25,000  of  such  employee's  cover- 
age is  determined  to  be  discriminatory.  The  effect  of  this  finding  of 
discrimination  is  that  the  excess,  if  any,  of  the  actual  cost  of  such 
$25,000  of  coverage  over  the  section  79(c)  cost  of  such  coverage  is 
included  in  the  employee's  income  (in  addition  to  the  section  79(c) 
cost  of  the  $100,000  of  coverage  (i.e.,  the  amount  over  $50,000)). 

Qualification  rule  sanction 

If  a  plan  to  which  section  505  applies — generally,  a  plan  part  of 
which  is  a  VEBA  or  a  GLSO — violates  the  new  qualification  re- 
quirements (sec.  89(k)),  the  VEBA  or  GLSO  is  not  to  be  exempt 
from  tax  under  section  501(a).  A  plan  failing  to  satisfy  the  new 
qualification  requirements  is  not  the  type  of  plan  for  which  the 
VEBA  or  GLSO  tax  exemption  was  established. 

In  addition,  the  bill  provides  that  in  the  case  of  a  group-term  life 
insurance  plan  that  fails  the  qualification  rule,  the  benefits  provid- 
ed under  the  plan  are  to  be  included  in  the  beneficiary's  income 
rather  than  the  employee's. 

The  bill  further  provides  for  the  coordination  of  the  sanction  for 
failure  to  satisfy  the  qualification  rules  with  the  sanction  for  dis- 
crimination. Generally,  any  amount  included  in  the  income  of  a 
highly  compensated  employee  attributable  to  discriminatory  cover- 
age is  to  offset  the  amount  includible  under  section  89(k)  with  re- 
spect to  the  same  highly  compensated  employee  for  the  same  cover- 
age. Thus,  for  example,  assume  a  highly  compensated  employee  in- 
cludes $100  in  income  under  section  89(a)  for  discriminatory  health 
coverage  provided  during  a  plan  year,  and  such  health  coverage 
does  not  satisfy  section  89(k).  The  only  health  benefits  that  are  in- 
cludible under  section  89(k)  attributable  to  the  coverage  provided 
during  that  plan  year  are  amounts  in  excess  of  $100. 

If,  however,  any  discriminatory  excess  would  be  included  in  the 
income  of  a  highly  compensated  employee  for  a  year  subsequent  to 
the  year  of  inclusion  under  section  89(k)  with  respect  to  the  same 
coverage,  the  coordination  described  above  is  to  work  in  reverse, 
i.e.,  the  section  89(k)  inclusion  is  to  offset  the  inclusion  of  the  dis- 
criminatory excess. 
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Employer  sanction 

If  an  employer  does  not  report  a  discriminatory  excess  (or  other 
amount  includible  under  sec.  89)  in  a  timely  manner,  the  employer 
may  be  subject  to  an  employer-level  sanction.  Under  the  bill,  it  is 
clarified  that  the  employer-provided  benefit  subject  to  the  employer 
sanction  is  determined  under  the  general  rules  applicable  under 
section  89  except  that  the  special  rule  relating  to  group-term  life 
insurance  plans,  under  which  employees  are  assumed  to  be  age  40, 
does  not  apply.  Of  course,  the  adjustment  of  the  employer-provided 
benefit  under  a  group-term  life  insurance  plan  based  on  the  em- 
ployee's compensation  also  does  not  apply. 

Welfare  benefit  funds 

The  committee  believes  that  the  sanctions  of  present  law  with  re- 
spect to  discriminatory  VEBA's,  GLSO's,  and  other  welfare  benefit 
funds  are  inconsistent  with  the  general  approach  under  section  89 
to  apply  the  sanction  solely  with  respect  to  the  discriminatory 
amount.  The  bill  modifies  the  sanctions  accordingly. 

Under  the  bill,  if  section  89  applies  to  a  plan,  a  VEBA  or  GLSO 
that  is  part  of  the  plan  does  not  lose  its  tax-exempt  status  under 
section  501(a)  merely  because  the  plan  is  a  discriminatory  employ- 
ee benefit  plan  (within  the  meaning  of  sec.  89(c)).  In  lieu  of  this 
sanction,  the  bill  imposes  an  excise  tax  on  an  employer  maintain- 
ing a  welfare  benefit  fund  if  a  discriminatory  employee  benefit 
plan  is  part  of  the  fund  for  the  plan  year.  The  tax  applies  to  the 
taxable  year  of  the  employer  with  or  within  which  the  plan  year 
ends. 

The  amount  of  this  excise  tax  is  determined  as  follows.  The  first 
step  is  to  determine  the  lesser  of  (1)  the  aggregate  excess  benefits 
(within  the  meaning  of  sec.  89(b))  provided  under  the  plan  for  the 
plan  year,  or  (2)  the  taxable  income  of  the  fund  for  the  plan  year. 
For  this  purpose,  the  taxable  income  of  the  fund  is  determined 
without  regard  to  an  exemption  from  tax  pursuant  to  section 
501(c)(9)  or  (c)(20).  The  lesser  of  those  2  amounts  is  then  multiplied 
by  the  highest  rate  applicable  to  taxable  income  under  section  11. 
This  product  then  is  offset  by  the  amount  of  income  tax  imposed  on 
the  fund  for  the  plan  year  determined  under  rules  prescribed  by 
the  Secretary.  This  result  is  the  amount  of  the  excise  tax. 

The  bill  also  modifies  the  100-percent  excise  tax  applicable  to  dis- 
qualified benefits  in  the  case  of  a  post-retirement  medical  benefit 
or  life  insurance  benefit  that  is  subject  to  section  89.  The  bill  pro- 
vides that  the  amount  of  the  disqualified  benefit  subject  to  the  tax 
is  not  to  exceed  the  aggregate  excess  benefits  (within  the  meaning 
of  sec.  89(b))  provided  under  the  plan. 

k.  Inclusion  in  wages 

Present  Law 

Under  present  law,  amounts  that  are  includible  in  an  employee's 
income  because  the  section  89  requirements  relating  to  employee 
benefit  plans  are  not  satisfied  are  not  in  all  cases  treated  as  wages 
(or  compensation)  for  employment  tax  purposes. 
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Explanation  of  Provision 

Under  the  bill,  amounts  that  are  includible  in  gross  income  by 
reason  of  section  89  (either  directly  or  indirectly  (as  in  the  case  of 
section  129(d)(1)(B)))  are  included  in  wages  (or  compensation),  as  of 
the  time  includible  in  gross  income,  for  purposes  of  the  Federal  In- 
surance Contributions  Act  (sec.  3121),  the  Railroad  Retirement  Tax 
Act  (sec.  3231(e)),  the  Federal  Unemployment  Tax  Act  (sec.  3306), 
income  tax  withholding  (sec.  3401),  and  the  Social  Security  Act  (sec. 
209).  Of  course,  such  inclusion  is  subject  to  the  applicable  limits  on 
wages  (or  compensation). 

1.  Dependent  care  assistance  programs 
Present  Law 

Present  law  provides  a  benefts  test  applicable  to  dependent  care 
assistance  programs  that  are  not  treated  as  statutory  employee 
benefit  plans  under  section  89  (sec.  129(d)(8)).  For  purposes  of  apply- 
ing this  benefits  test  to  salary  reduction  amounts,  employees  with 
compensation  (as  defined  in  sec.  414(q)(7))  below  $25,000  are  to  be 
disregarded.  This  special  rule  does  not  apply  if  the  dependent  care 
assistance  program  is  treated  as  a  statutory  employee  benefit  plan 
under  section  89. 

Explanation  of  Provision 

For  purposes  of  applying  the  special  benefits  test  (sec.  129(d)(7), 
as  redesignated  by  the  bill)  to  salary  reduction  amounts  under  a 
dependent  care  assistance  program  that  is  not  treated  as  a  statuto- 
ry employee  benefit  plan  under  section  89,  an  employer  may  elect 
to  take  into  account  employees  with  compensation  (as  defined  in 
sec.  414(q)(7))  below  $25,000.  Thus,  the  employer  may  elect  to  take 
into  account  all  employees  with  compensation  below  $25,000  or 
may  disregard  employees  with  compensation  below  any  specified 
amount  lower  than  $25,000. 

m.  Cafeteria  plans 

Present  Law 
Definition  of  a  cafeteria  plan 

Under  present  law,  the  definition  of  a  cafeteria  plan  includes  a 
plan  only  offering  a  choice  between  nontaxable  benefits  (sec.  125). 

Qualified  benefits 

To  qualify  as  a  cafeteria  plan,  a  plan  may  not  offer  benefits  other 
than  cash  and  qualified  benefits.  The  term  "qualified  benefits"  gen- 
erally means  any  benefit  that,  with  the  application  of  section 
125(a),  is  excludable  from  an  employee's  income  by  reason  of  a  pro- 
vision of  Chapter  1  of  the  Code  (other  than  sees.  117,  124,  127,  or 
132).  In  addition,  the  term  includes  (1)  any  group-term  life  insur- 
ance coverage  that  is  includible  in  income  only  because  it  is  in 
excess  of  $50,000,  and  (2)  any  other  benefit  permitted  under  regula- 
tions. 
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Explanation  of  Provision 
Definition  of  a  cafeteria  plan 

The  bill  amends  the  definition  of  a  cafeteria  plan  so  that  a  choice 
only  between  nontaxable  benefits  is  not  a  cafeteria  plan.  The  inclu- 
sion of  a  choice  between  nontaxable  benefits  as  a  cafeteria  plan 
would  require,  to  make  the  provision  effective  as  a  practical 
matter,  additional  amendments  not  intended  by  Congress.  For  ex- 
ample, under  present  law,  a  choice  between  nontaxable  benefits, 
one  of  which  constituted  deferred  compensation,  would  generally 
not  be  a  cafeteria  plan  in  light  of  the  prohibition  on  deferred  com- 
pensation in  a  cafeteria  plan.  Thus,  an  employer  could  simply  add 
to  any  choice  between  nontaxable  current  benefits  the  choice  of  a 
nominal  nontaxable  deferred  benefit;  this  would  at  least  arguably 
remove  the  arrangement  from  the  definition  of  a  cafeteria  plan.  Al- 
though this  and  other  problems  with  the  new  definition  could  have 
been  individually  addressed  with  additional  rules,  such  rules  would 
have  added  complexity  not  contemplated  by  Congress. 

Sanctions 

The  bill  also  clarifies  that,  in  the  case  of  a  cafeteria  plan  that 
fails  the  cafeteria  plan  nondiscrimination  test  (sec.  125(b)(1)),  only 
highly  compensated  employees  are  taxable  on  the  available  taxable 
benefits.  In  the  case  of  a  cafeteria  plan  that  fails  the  key  employee 
concentration  test  (sec.  125(b)(2)),  the  bill  clarifies  that  only  key  em- 
ployees are  taxable  on  the  available  taxable  benefits. 

Qualified  benefits 

In  addition,  the  bill  modifies  the  definition  of  qualified  benefits. 
Under  the  bill,  the  term  '  'qualified  benefits' '  includes  benefits  that 
would  be  qualified  benefits  but  for  the  fact  that  they  are  includible 
in  an  employee's  income  under  section  89(a).  Thus,  if,  for  example, 
there  is  a  discriminatory  excess  with  respect  to  a  health  plan  of- 
fered under  a  cafeteria  plan,  such  discriminatory  excess  will  not 
cause  the  cafeteria  plan  to  cease  to  be  a  cafeteria  plan. 

The  bill  also  modifies  the  special  definition  of  qualified  benefits 
used  for  purposes  of  determining  whether  under  the  key  employee 
concentration  test  (sec.  125(b)(2)),  the  qualified  benefits  provided  to 
key  employees  under  a  cafeteria  plan  exceed  25  percent  of  the  ag- 
gregate of  such  benefits  provided  to  all  employees  Under  the  plan. 
For  this  purpose,  benefits  that  are  includible  in  income  (without 
regard  to  the  key  employee  concentration  test  of  sec.  125(b)(2))  are 
disregarded. 

n.  Continuation  of  health  care 

Present  Law 

Under  present  law,  for  purposes  of  most  employee  benefit  provi- 
sions, certain  aggregation  rules  are  applied  (sec.  414(b),  (c),  (m),  (o), 
and  (t)).  Thus,  related  employers  generally  are  treated  as  a  single 
employer  for  purposes  of  these  provisions.  Further,  under  certain 
circumstances,  leased  employees  may  be  treated  as  employees  of 
the  lessee  (sec.  414(n)). 
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Explanation  of  Provision 

The  bill  extends  the  rules  aggregating  related  employers  (sec. 
414(b),  (c),  (m),  (o),  and  (t))  and  the  employee  leasing  rules  (sec. 
414(n))  to  the  continuation-of-health-care  rules  under  section 
162(i)(2)  and  162(k)  and  under  section  2201(b)  of  the  Public  Health 
Service  Act.  (The  Act  applied  such  aggregation  and  leasing  rules 
for  purposes  of  the  continuation-of-health-care  rules  under  sec.  106 
and  the  Employment  Retirement  Income  Security  Act  of  1974 
(ERISA).)  Such  extension  presents  evasion  of  the  continuation-of- 
health-care  rules  by  the  use  of  multiple  employers,  employee  leas- 
ing, or  other  arrangements. 

Under  the  bill,  this  extension  and  the  application  under  the  Act 
of  the  same  aggregation  and  leasing  rules  to  section  106  (relating  to 
the  exclusion  from  income  of  employer-provided  accident  or  health 
coverage)  and  to  the  continuation-of-health-care  rules  of  ERISA  are 
effective  for  years  beginning  after  1986. 

o.  Effective  date 

Present  Law 

In  general,  the  amendments  made  by  section  1151  of  the  Act, 
which  provide  the  new  rules  regarding  nondiscrimination,  depend- 
ent care  assistance  programs,  cafeteria  plans,  qualification,  and  re- 
porting generally  are  effective  for  years  beginning  after  the  later 
of— 

(1)  December  31,  1987,  or 

(2)  the  earlier  of— 

(a)  the  date  that  is  3  months  after  the  date  on  which  the  Secre- 
tary issues  regulations  under  section  89,  or 

(b)  December  31,  1988. 

Explanation  of  Provision 

Under  the  bill,  an  employer  may  elect  to  apply  the  new  rules  of 
section  1151  of  the  Act  (including  the  nondiscrimination  rules, 
qualification  rules,  reporting  rules,  and  cafeteria  plan  rules)  to  cer- 
tain group-term  life  insurance  plans  in  plan  years  beginning  after 
October  22,  1986.  The  plans  for  which  this  election  is  available  are 
described  in  section  125(c)(2)(C). 


2.  Deductibility  of  health  insurance  costs  of  self-employed  individ- 

uals (sec.  10211B(b)  of  the  bill,  sec.  1161  of  the  Reform  Act, 
and  sec.  162(m)  of  the  Code) 

Present  Law 

Under  certain  circumstances,  a  self-employed  individual  may 
deduct  25  percent  of  the  amounts  paid  for  health  insurance  for  a 
taxable  year  on  behalf  of  the  individual  and  the  individual's  spouse 
and  dependents  (sec.  162(m)).  The  deduction  is  allowable  in  calcu- 
lating adjusted  gross  income. 

The  deduction  is  limited  to  the  taxpayer's  earned  income  (within 
the  meaning  of  sec.  401(c)). 

Explanation  of  Provision 

The  bill  clarifies  that,  consistent  with  the  Congressional  intent 
reflected  in  the  Statement  of  Managers,  the  amount  deductible 
under  section  162(m)  is  not  taken  into  account  in  computing  net 
earnings  from  self-employment  (sec.  1402(a))  or  for  purposes  of  the 
Social  Security  Act.  Therefore,  the  amounts  deductible  under  sec- 
tion 162(m)  do  not  reduce  the  income  base  for  purposes  of  the  self- 
employed  individual's  social  security  tax  or  for  purposes  of  benefit 
credit  under  the  Social  Security  Act. 

Under  the  bill,  the  deduction  under  section  162(m)  is  limited  to 
the  earned  income  derived  by  the  taxpayer  from  the  trade  or  busi- 
ness with  respect  to  which  the  plan  providing  the  health  insurance 
is  established. 

3.  $5,000  limit  on  dependent  care  assistance  exclusion  (sec. 
10211B(c)  of  the  bill,  sec.  1163  of  the  Reform  Act,  and  sec.  129 
of  the  Code) 

Present  Law 

Under  present  law,  if  certain  requirements  are  satisfied,  gross 
income  of  an  employee  does  not  include  amounts  paid  or  incurred 
by  the  employer  for  dependent  care  assistance  provided  to  the  em- 
ployee. With  respect  to  any  taxpayer,  this  exclusion  from  gross 
income  does  not  apply  to  amounts  in  excess  of  $5,000  in  a  taxable 
year  ($2,500  in  the  case  of  a  separate  return  by  a  married  individ- 
ual). 

Explanation  of  Provision 

Under  the  bill,  the  $5,000  (or  $2,500)  limit  applies  to  the  amount  J 
of  dependent  care  services  that  is  covered  by  a  dependent  care  as- 
sistance program  and  that  is  received  by  a  taxpayer  during  a  tax- 
able year,  without  regard  to  whether  the  taxpayer  has  received 
payment  from  the  employer  for  any  expenses  paid  or  incurred  by 
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the  taxpayer  in  connection  with  such  services.  If,  however,  the 
limit  is  exceeded  in  any  year,  the  excess  is  includible  in  the  taxpay- 
er's income  in  the  year  in  which  the  dependent  care  assistance  is 
received  from  the  employer.  In  the  case  of  a  payment  by  the  em- 
ployer to  the  employee  for  dependent  care  services  received  by  the 
employee,  the  dependent  care  assistance  is  considered  received 
when  the  payment  is  received. 

For  example,  assume  that  in  1988,  unmarried  employee  A,  whose 
taxable  year  is  the  calendar  year,  incurred  $6,000  of  dependent 
care  expenses  (which  he  paid);  in  1989,  the  figure  was  $5,000. 
During  this  period,  A's  employer  B  maintained  a  dependent  care 
assistance  program  that  satisfied  the  requirements  of  section  129. 
Pursuant  to  the  program,  B  is  to  reimburse  A  for  all  his  dependent 
care  expenses.  However,  during  1988,  B  only  made  $3,000  of  pay- 
ments. During  1989,  an  additional  $7,000  of  payments  were  made. 
Thus,  at  the  end  of  1989,  B  owes  A  $1,000  under  the  program. 

Under  the  bill,  the  $5,000  limit  on  dependent  care  services  cov- 
ered by  a  program  is  exceeded  in  1988  by  $1,000.  However,  A  did 
not  receive  the  last  $1,000  attributable  to  1988  in  1988.  Thus,  no 
amount  is  includible  in  A's  income  for  1988  with  respect  to  the  de- 
pendent care  assistance  program.  Under  the  bill,  however,  the  first 
$3,000  paid  by  B  to  A  under  the  program  after  1988  is  considered  to 
relate  to  1988.  Thus,  the  third  thousand  dollars  paid  to  A  in  1988  is 
includible  in  A's  income. 

In  1989,  A  only  receives  $5,000  worth  of  dependent  care  services 
covered  by  a  dependent  care  assistance  program.  This  equals  the 
limit  with  respect  to  A.  Thus,  other  than  the  $1,000  attributable  to 
1988,  none  of  the  $7,000  of  payments  is  includible  in  A's  income 
and  the  $1,000  left  unpaid  at  the  end  of  1989  will  not  be  includible 
when  paid. 

These  provisions  for  applying  the  $5,000  (or  $2,500)  limit  are  in- 
tended to  conform  to  the  manner  in  which  employers  maintain 
their  records  and  thus  are  intended  to  facilitate  administration  of 
the  limit.  In  addition,  in  comparison  to  applying  the  limit  strictly 
on  a  cash  basis,  these  provisions  prevent  avoidance  of  the  limit  by, 
for  example,  delaying  the  date  of  payment.  The  provisions  can  also 
prevent  inappropriate  application  of  the  limit,  such  as  in  instances 
in  which  payment  for  one  year  is  unavoidably  delayed  into  a 
second  year  for  which  a  full  $5,000  will  be  paid  for  current  ex- 
penses. 

4.  Treatment  of  certain  full-time  life  insurance  salespersons  (sec. 
10211B(e)  of  the  bill,  sec.  1166  of  the  Reform  Act,  and  sec. 
7701(a)(20)  of  the  Code) 

Present  Law 

Under  present  law,  a  full-time  life  insurance  salesperson  is  treat- 
ed as  an  employee  for  purposes  of  the  cafeteria  plan  provision  with 
respect  to  accident  and  health  plans. 

Explanation  of  Provision 

The  bill  clarifies  Congressional  intent,  reflected  in  the  Statement 
of  Managers,  to  treat  full-time  life  insurance  salespersons  as  em- 
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ployees  for  purposes  of  the  cafeteria  plan  provision  with  respect  to 
benefits  that  the  salesperson  is  otherwise  permitted  to  exclude 
from  income. 

5.  Exclusion  of  cafeteria  plan  elective  contributions  from  wages 
for  purposes  of  employment  taxes  (sec.  1021  lB(a)  of  the  bill, 
sec.  1151(d)  of  the  Reform  Act,  sec.  209(e)  of  the  Social  Security 
Act,  and  sees.  3121(a)(5)  and  3306(b)(5)  of  the  Code) 

Present  Law 

Under  present  law,  no  amount  is  included  in  the  gross  income  of 
a  participant  in  a  cafeteria  plan  meeting  certain  requirements 
solely  because,  under  the  plan,  the  participant  may  choose  among 
the  benefits  of  the  plan.  Under  the  Act,  this  exception  from  the 
principles  of  constructive  receipt  generally  also  applies  for  pur- 
poses of  FICA  and  FUTA  taxes.  The  exception  does  not  apply,  how- 
ever, for  FICA  and  FUTA  tax  purposes  with  respect  to  elective  de- 
ferrals under  a  qualified  cash  or  deferred  arrangement  that  is  part 
of  a  cafeteria  plan. 

Explanation  of  Provision 

The  bill  clarifies  that  the  exclusion  from  wages  provided  under 
the  Act  with  respect  to  FICA  and  FUTA  taxes  applies  to  payments 
and  benefits  under  a  cafeteria  plan  if  (1)  it  is  reasonable  to  believe 
that  (if  sec.  125  applied  for  purposes  of  FICA  and  FUTA  taxes)  sec- 
tion 125  would  not  treat  any  wages  as  constructively  received,  and 
(2)  the  payments  would  not  be  treated  as  wages  if  provided  outside 
of  the  cafeteria  plan.  As  is  the  case  for  income  tax  purposes,  the 
failure  of  a  cafeteria  plan  to  satisfy  the  discrimination  test  does  not 
cause  inclusion  with  respect  to  nonhighly  compensated  employees 
and  the  failure  of  a  cafeteria  plan  to  satisfy  the  key  employee  con- 
centration test  does  not  cause  inclusion  with  respect  to  nonkey  em- 
ployees. 

For  example,  no  amount  is  included  in  any  employee's  wages  for 
FICA  and  FUTA  tax  purposes  attributable  to  the  employee's  elec- 
tion under  a  cafeteria  plan  that  satisfies  the  applicable  discrimina- 
tion test  and  key  employee  concentration  test  of  a  health  benefit 
that  is  otherwise  excludable  from  wages.  Of  course,  a  collectively 
bargained  plan  that  is  deemed  to  be  nondiscriminatory  for  income 
tax  purposes  (sec.  125(f))  is  deemed  to  meet  the  cafeteria-plan  dis- 
crimination test  (sec.  125(b)(1))  for  purposes  of  this  rule. 

6.  Tax  treatment  of  qualified  campus  lodging  (sec.  1021  lB(d)  of 

the  bill,  sec.  1164  of  the  Reform  Act,  and  sec.  119(d)  of  the 
Code) 

Present  Law 

Under  present  law,  the  fair  market  value  of  use  (on  an  annua- 
lized basis)  of  qualified  campus  lodging  furnished  by,  or  on  behalf 
of,  an  educational  institution  (within  the  meaning  of  sec. 
170(b)(l)(A)(ii))  is  treated  as  not  greater  than  5  percent  of  the  ap- 
praised value  for  the  lodging,  but  only  if  an  independent  appraisal 
of  the  fair  market  value  of  the  lodging  is  obtained  by  a  qualified 
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appraiser  under  rules  prescribed  by  the  Secretary.  For  purposes  of 
this  rule,  the  appraised  value  is  to  be  determined  as  of  the  close  of 
the  calendar  year  in  which  the  taxable  year  begins. 

The  purpose  of  this  provision  is  to  avoid  disputes  between  educa- 
tional institutions  and  the  Internal  Revenue  Service  regarding 
whether  an  individual  has  income  attributable  to  the  use,  for  a 
specified  rent,  of  employer-furnished  lodging  located  on  a  campus 
of,  or  in  the  proximity  of,  the  educational  institution. 

Explanation  of  Provision 

If  the  appraised  value  of  qualified  campus  lodging  is  determined 
as  of  the  close  of  the  calendar  year  in  which  the  taxable  year 
begins,  the  5-percent  ceiling  on  the  value  of  use  of  such  lodging 
may  not  be  known  until  after  the  beginning  of  the  rental  period 
and  thus  after  the  rent  for  the  lodging  has  been  established.  The 
result  may  be  that  the  rent  chosen  is  below  the  5-percent  ceiling, 
which  may  give  rise  to  income  for  the  individual  using  the  lodging. 

The  bill  modifies  the  date  on  which  the  appraised  value  is  deter- 
mined in  the  case  of  a  rental  period  not  greater  than  1  year.  In 
such  case,  the  appraised  value  may  be  determined  at  any  time 
during  the  calendar  year  in  which  the  rental  period  begins. 

7.  Military  fringe  benefits  (sec.  10211B(f)  of  the  bill,  sec.  1168  of 
the  Reform  Act,  and  sec.  134  of  the  Code) 

Present  Law 

Under  present  law,  qualified  military  benefits  are  excludable 
from  gross  income.  The  term  "qualified  military  benefit"  generally 
means  any  allowance  or  in-kind  benefit  that — 

(1)  is  received  by  any  member  or  former  member  of  the  uni- 
formed services  of  the  United  States  or  any  dependent  of  such 
member  by  reason  of  such  member's  status  or  service  as  a  member 
of  such  uniformed  services,  and 

(2)  was  excludable  from  gross  income  on  September  9,  1986, 
under  any  provision  of  law  or  regulation  thereunder  that  was  in 
effect  on  such  date  (other  than  a  provision  of  Title  26). 

For  purposes  of  the  exclusion  of  qualified  military  benefits  that 
are  payable  in  cash,  certain  adjustments  to  such  benefits  after  Sep- 
tember 9,  1986,  are  to  be  disregarded  and  thus  are  not  to  be  cov- 
ered by  the  section  134  exclusion. 

Of  course,  benefits  provided  in  connection  with  an  individual's 
status  or  service  as  a  member  of  the  uniformed  services  may  be  ex- 
cluded from  income  under  other  sections  of  the  Code  if  the  require- 
ments for  exclusion  under  such  other  sections  are  satisfied,  even  if 
such  benefit  does  not  qualify  as  a  qualified  military  benefit. 

Explanation  of  Provision 

The  bill  clarifies  that,  with  respect  to  the  definition  of  qualified 
military  benefit,  the  exclusion  on  September  9,  1986,  may  have 
been  by  administrative  practice,  in  addition  to  by  law  or  regula- 
tion. 
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The  bill  also  provides  that  the  term  "qualified  military  benefit" 
does  not  include  personal  use  of  a  vehicle.  This  amendment  applies 
to  taxable  years  beginning  after  December  31,  1986. 

Under  the  bill,  it  is  further  intended  that  qualified  military  bene- 
fits that  are  provided  in  kind  may  be  modified  or  adjusted  after 
September  9,  1986,  without  affecting  the  excludability  of  such  bene- 
fit under  section  134. 

In  addition,  the  bill  modifies  the  general  effective  date  of  section 
134  to  apply  to  taxable  years  beginning  after  December  31,  1984 
(rather  than  beginning  after  December  31,  1986). 


G.  Employee  Stock  Ownership  Plans  (ESOPs) 

An  employee  stock  ownership  plan  (ESOP)  is  a  qualified  stock 
bonus  plan  or  a  combination  of  a  stock  bonus  and  a  money  pur- 
chase pension  plan  under  which  employer  stock  is  held  for  the  ben- 
efit of  employees.  The  stock,  which  is  held  by  1  or  more  tax-exempt 
trusts  under  the  plan,  may  be  acquired  through  direct  employer 
contributions  or  with  the  proceeds  of  a  loan  to  the  trust  (or  trusts) 
that  is  exempt  under  section  4975.  An  ESOP  is  required  to  be  de- 
signed to  be  invested  primarily  in  employer  securities. 

1.  Changes  in  qualification  requirements  relating  to  ESOPs  (sec. 
10211B(i),  (j),  and  (k)  of  the  bill,  sees.  1174-1176  and  1854  of  the 
Reform  Act,  and  sees.  401,  415,  and  409  of  the  Code) 

a.  Diversification  of  investments 
Present  Law 

The  Act  requires  an  ESOP  to  offer  a  partial  diversification  elec- 
tion to  participants  who  meet  certain  age  and  participation  re- 
quirements (qualified  participants).  Under  the  Act,  a  qualified  par- 
ticipant is  entitled  annually  during  any  diversification  election 
period  following  each  plan  year  in  the  participant's  qualified  elec- 
tion period  to  direct  diversification  of  up  to  25  percent  of  the  par- 
ticipant's account  balance  (50  percent  in  the  last  election  period). 

Under  the  Act,  an  ESOP  is  required  to  provide  an  annual  diver- 
sification election  period  for  the  90-day  period  following  the  close  of 
the  ESOP  plan  year.  Thus,  for  90  days  after  the  end  of  a  plan  year, 
an  ESOP  is  to  permit  an  election  by  those  qualified  participants 
who  become  or  remain  eligible  to  make  a  diversification  election 
during  the  plan  year.  Under  the  Act,  any  participant  who  has  at- 
tained at  least  age  55  and  completed  at  least  10  years  of  participa- 
tion in  the  plan  is  a  qualified  participant.  For  purposes  of  the  10- 
year  of  participation  rule,  participation  in  a  predecessor  plan  is 
taken  into  account. 

A  qualified  participant  may  modify,  revoke,  or  make  a  new  elec- 
tion at  any  time  during  the  90-day  election  period.  Any  qualified 
participant  is  permitted  to  make  a  diversification  election  during 
each  diversification  election  period  following  each  plan  year  in  the 
participant's  qualified  election  period. 

No  later  than  90  days  after  the  close  of  the  election  period,  the 
plan  is  to  complete  diversification  pursuant  to  participant  elec- 
tions. The  diversification  requirement  can  be  satisfied  by  (1)  offer- 
ing to  distribute  to  the  participant  an  amount  equal  to  the  amount 
for  which  the  participant  elected  diversification,  (2)  substituting  for 
the  amount  of  the  employer  securities  for  which  the  participant 
elected  diversification  an  equivalent  amount  of  other  assets,  in  ac- 
cordance with  the  participant's  investment  direction,  or  (3)  provid- 

(1335) 


1336 


ing  the  participant  the  option  to  transfer  (in  accordance  with  appli- 
cable qualification  rules)  the  portion  of  the  account  balance  for 
which  diversification  is  elected  into  a  qualified  plan  that  provides 
for  employee-directed  investment  and  in  which  the  required  diver- 
sification options  are  available.  The  ESOP,  or  the  transferee  plan 
in  the  case  of  a  transfer  described  in  (3),  is  to  offer  at  least  3  invest- 
ment options  (not  inconsistent  with  regulations  prescribed  by  the 
Secretary). 

Explanation  of  Provision 

In  order  to  conform  to  Congressional  intent,  the  bill  clarifies  that 
a  qualified  participant's  qualified  election  period  generally  begins 
with  the  plan  year  during  which  the  participant  attains  age  55  and 
ends  with  the  fifth  succeeding  plan  year.  If,  however,  the  partici- 
pant has  not  completed  10  years  of  plan  participation  by  the  end  of 
the  plan  year  in  which  the  participant  attains  age  55,  the  qualified 
election  period  begins  with  the  plan  year  in  which  the  participant 
completes  10  years  of  plan  participation  and  ends  with  the  fifth 
succeeding  plan  year. 

For  example,  in  the  case  of  an  ESOP  using  the  calendar  year  as 
the  plan  year,  a  participant  who  completes  10  years  of  plan  partici- 
pation before  attaining  age  55  and  who  attains  age  55  in  1990,  be- 
comes a  qualified  participant  in  the  plan  year  beginning  January  1, 
1990.  That  participant  is  eligible  to  direct  diversification  during  the 
90-day  election  period  beginning  January  1,  1991,  and  remains  eli- 
gible to  direct  diversification  during  the  annual  election  periods  in 
1992,  1993,  1994,  1995,  and  1996. 

Similarly,  if  the  participant  completes  10  years  of  participation 
in  1990  when  the  participant  is  58,  the  participant  becomes  a  quali- 
fied participant  in  the  plan  year  beginning  January  1,  1990.  The 
participant  is  eligible  to  direct  diversification  during  the  election 
periods  in  1991,  1992,  1993,  1994,  1995,  and  1996. 

Under  the  bill,  the  qualified  election  period  of  any  participant 
does  not  begin  before  the  first  plan  year  beginning  after  December 
31,  1986.  Thus,  for  example,  under  the  bill,  if  a  participant  in  a  cal- 
endar year  ESOP  attained  age  55  and  had  10  years  of  plan  partici- 
pation in  1986,  the  participant  is  eligible  to  make  a  diversification 
election  during  the  election  periods  in  1988,  1989,  1990,  1991,  1992, 
and  1993. 

The  bill  also  clarifies  that  diversification  is  to  be  completed  no 
later  than  90  days  after  the  close  of  the  election  period,  regardless 
of  the  method  used  to  implement  diversification  elections.  Thus,  di- 
versification is  to  be  completed  within  the  90-day  period  regardless 
of  whether  diversification  is  implemented  by  means  of  distribution, 
transfer  to  another  qualified  plan  which  offers  the  requisite  invest- 
ment options,  or  reinvestment  of  employer  securities  in  other 
assets. 

b.  Distributions  from  tax-credit  ESOPs 
Present  Law 

An  ESOP  under  which  an  employer  contributes  employer  securi- 
ties (or  cash  with  which  to  acquire  employer  securities)  in  order  to 
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qualify  for  a  credit  against  income  tax  liability  is  referred  to  as  a 
tax-credit  ESOP.  This  credit  was  initially  investment-based  (and 
the  plans  were  called  TRASOPs  due  to  their  origin  in  the  Tax  Re- 
duction Act  of  1975),  but  was  payroll-based  after  1982  (and  the 
plans  were  called  PAYSOPs).  The  Act  repealed  the  credit  with  re- 
spect to  compensation  paid  or  accrued  after  December  31,  1986. 

Tax-credit  ESOPs  are  subject  to  the  requirements  generally  ap- 
plicable to  qualified  plans  and  ESOPs.  In  addition,  tax-credit 
ESOPs  are  subject  to  special  qualification  requirements.  In  general, 
under  present  law,  employer  securities  allocated  to  an  employee's 
account  under  a  tax-credit  ESOP  may  not  be  distributed  before  the 
end  of  the  84th  month  after  the  month  in  which  the  securities  were 
allocated.  This  limitation  does  not  apply  to  distributions  of  securi- 
ties in  the  case  of  the  employee's  separation  from  service  death,  or 
disability,  or  in  the  case  of  certain  corporate  acquisitions.  In  addi- 
tion, under  the  Act,  the  84-month  rule  does  not  apply  to  distribu- 
tions upon  termination  of  the  tax-credit  ESOP,  effective  with  re- 
spect to  plan  terminations  after  December  31,  1984. 

Explanation  of  Provision 

The  bill  clarifies  that  the  exception  to  the  84-month  rule  for  dis- 
tributions on  termination  of  a  tax-credit  ESOP  is  effective  with  re- 
spect to  distributions  (rather  than  plan  terminations)  occurring 
after  December  31,  1984.  This  exception  is  available  without  regard 
to  whether  the  employer  establishes  a  successor  plan,  including  an 
ESOP.  The  meaning  of  '  'termination"  for  purposes  of  this  rule  is  to 
be  construed  liberally  to  implement  the  purposes  of  the  exception, 
and  is  not  intended  to  affect  the  meaning  of  termination  for  other 
purposes. 

In  order  to  coordinate  the  84-month  rule  with  the  new  diversifi- 
cation rules,  the  bill  provides  that  the  84-month  rule  does  not 
apply  to  the  extent  that  a  distribution  is  made  to  satisfy  the  diver- 
sification requirement.  This  exception  to  the  84-month  rule  applies 
only  to  the  extent  that  the  diversification  requirement  cannot  be 
satisfied  by  distributing  employer  securities  that  have  already  met 
the  84-month  rule. 

c.  Timing  of  distributions 

Present  Law 

The  Act  modified  the  rules  relating  to  the  timing  and  form  of  re- 
quired distributions.  Under  the  Act,  an  ESOP  is  to  permit  earlier 
distributions  to  employees  who  separate  from  service  before  normal 
retirement  age.  Unless  an  employee  otherwise  elects  in  writing,  the 
payment  of  benefits  under  an  ESOP  is  to  begin  no  later  than  1 
year  after  the  close  of  the  plan  year  (1)  in  which  the  participant 
separates  from  service  by  reason  of  attainment  of  normal  retire- 
ment age  under  the  plan,  or  (2)  that  is  the  fifth  plan  year  following 
the  participant's  separation  from  service  for  any  other  reason, 
unless  the  participant  is  reemployed  by  the  employer  before  such 
year.  The  Act  provided  a  special  rule  with  respect  to  the  portion  of 
the  participant's  account  (if  any)  that  consists  of  securities  acquired 
with  an  exempt  loan. 
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Unless  the  participant  elects  otherwise,  distribution  is  to  be 
made  in  substantially  equal  payments  (not  less  frequently  than  an- 
nually) over  a  period  not  longer  than  5  years.  Additional  time  to 
distribute  the  account  balance  is  provided  if  the  balance  is  greater 
than  $500,000.  This  rule  does  not  preclude  more  rapid  payment. 

The  rules  added  by  the  Act  accelerate  the  otherwise  applicable 
benefit  commencement  date.  Accordingly,  if  the  general  rules  (sees. 
401(a)(9)  and  401(a)(14))  require  the  commencement  of  distributions 
at  an  earlier  date,  those  general  rules  override  the  special  ESOP 
rules. 

Of  course,  the  special  ESOP  rules  do  not  permit  the  employee  to 
elect  a  form  or  time  of  distribution  not  provided  or  required  to  be 
provided  under  the  plan. 

Explanation  of  Provision 

Under  the  special  distribution  rule  applicable  to  ESOPs,  the  bill 
provides  that,  in  the  case  of  a  separation  from  service  for  reasons 
other  than  separation  on  or  after  normal  retirement  age,  death,  or 
disability,  distributions  are  not  required  to  begin  if  the  participant 
returns  to  service  with  the  employer  prior  to  the  time  distribution 
is  otherwise  to  begin  under  the  rule. 

The  special  ESOP  distribution  rules  create  a  conflict  with  the 
rules  added  by  the  Retirement  Equity  Act  of  1984,  which  provide 
that  benefits  in  excess  of  certain  amounts  cannot  be  distributed 
without  the  consent  of  the  participant  (sec.  411(a)(ll)),  and  that,  in 
certain  cases,  benefits  must  be  paid  in  the  form  of  a  joint  and  sur- 
vivor annuity  (sees.  401(a)(ll)  and  417).  The  bill  provides  that  the 
provisions  of  sections  411(a)(ll),  401(a)(ll)  and  417  are  controlling. 
Thus,  for  example,  distribution  to  a  participant  cannot  commence 
under  the  special  ESOP  rules  unless  the  applicable  consent  re-  * 
quirements  of  sections  411(a)(ll),  401(a)(ll),  and  417  are  satisfied. 

d.  Right  to  demand  employer  securities 

Present  Law 

A  participant  in  an  ESOP  who  is  entitled  to  a  distribution  under 
the  plan  has  the  right  to  demand  that  the  participant's  benefits  be 
distributed  in  the  form  of  employer  securities. 

Explanation  of  Provision 

\ 

To  coordinate  with  the  new  diversification  rules,  the  bill  provides 
that  a  participant  does  not  have  the  right  to  demand  that  benefits 
be  paid  in  the  form  of  employer  securities  with  respect  to  the  por- 
tion of  the  participant's  account  that  the  participant  elected  to  di- 
versify. 

e.  Voting 

J 

Present  Law 

i 

A  defined  contribution  plan  (other  than  a  profit-sharing  plan) 
that  is  established  by  an  employer  whose  stock  is  not  publicly 
traded  is  required  to  pass  through  certain  voting  rights  to  plan  par- 
ticipants if  after  acquiring  securities  of  the  employer  more  than  10 
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percent  of  the  total  assets  of  the  plan  are  securities  of  the  employer 
(sec.  401(a)(22)).  Under  the  Act,  the  pass-through  voting  require- 
ment is  eliminated  with  respect  to  employer  securities  issued  by  an 
employer  whose  stock  is  not  publicly  traded  if  a  substantial  portion 
of  the  employer's  business  consists  of  publishing  a  newspaper  for 
general  circulation  on  a  regular  basis. 

In  addition,  all  ESOPs  are  required  to  pass  through  certain 
voting  rights  to  plan  participants.  The  circumstances  under  which 
participants  are  entitled  to  exercise  voting  rights  depend  on  wheth- 
er the  employer  has  a  registration-type  class  of  securities.  The  Act 
provides  that  these  voting  requirements  may  be  satisfied  if  the 
plan  permits  each  participant  1  vote  with  respect  to  the  issue  in 
question  and  the  plan  trustee  votes  the  shares  held  by  the  plan  in 
the  proportion  determined  by  the  votes  of  participants. 

Explanation  of  Provision 

The  bill  incorporates  in  the  statute  the  provision  in  the  State- 
ment of  Managers  that  the  exception  to  the  voting  rules  applies  to 
an  employer  (determined  without  regard  to  the  controlled  group 
rules)  whose  business  consists  of  publishing  a  newspaper  for  gener- 
al circulation  on  a  regular  basis.  Thus,  the  exception  does  not 
apply  to  members  of  the  controlled  group  that  do  not  meet  this  re- 
quirement. 

The  bill  replaces  the  term  "not  publicly  traded"  in  section 
401(a)(22)  with  the  term  "not  readily  tradable  on  an  established 
market"  to  conform  to  the  term  used  in  section  409.  This  change  is 
not  intended  as  a  substantive  change  in  the  rules  of  section 
401(a)(22). 

The  bill  conforms  the  1-vote-per-participant  rule  to  the  legislative 
history  by  providing  that  it  applies  only  where  the  employer  does 
not  have  a  registration-type  class  of  securities. 

2.  Estate  tax  deduction  for  sales  to  an  ESOP8  (sec.  102116(g)  of 
the  bill,  sec.  1172  of  the  Reform  Act,  and  sees.  409  and  2057  of 
the  Code) 

Present  Law 

The  Act  permits  a  deduction  from  the  gross  estate  of  50  percent 
of  the  qualified  proceeds  from  a  qualified  sale  of  employer  securi- 
ties. Under  the  Act,  a  qualified  sale  means  any  sale  of  employer 
securities  (within  the  meaning  of  sec.  409(1))  by  an  executor  to  (1) 
an  ESOP  described  in  section  4975(e)(7),  or  (2)  an  eligible  worker- 
owned  cooperative  (as  defined  in  sec.  1042(c)(2)). 

Under  the  Act,  certain  penalties  apply  if  any  portion  of  the 
assets  attributable  to  employer  securities  acquired  in  a  qualified 
sale  (or  assets  in  lieu  thereof)  accrue  or  are  allocated  during  the 
nonallocation  period  for  the  benefit  of  (1)  a  decedent  whose  estate 
makes  such  a  sale,  (2)  any  person  who  is  related  to  the  decedent  in 
one  of  the  ways  described  in  section  267(b),  or  (3)  any  other  person 
who  owns  (after  application  of  the  attribution  rules  of  sec.  318(a)  as 


8  Sections  10109-10111  of  this  bill  makes  modifications  to  sec.  2057.  The  modifications  are  de- 
signed  to  conform  the  provision  to  Congressional  intent  and  to  reduce  the  revenue  loss  of  the 
provision  to  the  original  level  estimated  during  consideration  of  the  Tax  Reform  Act  of  1986. 
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modified  for  this  purpose)  more  than  (a)  25  percent  (by  number)  of 
any  class  of  outstanding  stock  of  the  corporation  (or  certain  related 
corporations)  that  issued  such  qualified  securities,  or  (b)  more  than 
25  percent  of  the  total  value  of  any  class  of  outstanding  stock  of 
the  corporation  (or  certain  related  corporations). 

There  are  2  sanctions  for  failure  to  comply  with  the  allocation 
restriction.  First,  the  Act  requires  that  an  ESOP  that  acquires  se- 
curities in  a  qualified  sale  is  required  to  provide  that  the  restric- 
tion on  the  allocation  of  securities  (or  assets  in  lieu  thereof)  to  the 
sellers,  family  members,  and  25-percent  shareholders  will  be  satis- 
fied. Failure  to  comply  with  this  requirement  results  in  disqualifi- 
cation of  the  plan  with  respect  to  those  participants  who  received 
prohibited  allocations.  Thus,  failure  to  comply  results  in  income  in- 
clusion for  those  participants  of  the  value  of  their  prohibited  allo- 
cations on  the  date  of  such  allocations.  Second,  if  there  is  a  prohib- 
ited allocation  or  accrual,  then  a  50  percent  excise  tax  is  imposed 
on  the  amount  involved  in  the  prohibited  allocation  (sec.  4979 A). 

Explanation  of  Provision 

The  bill  conforms  the  nonallocation  rules  applicable  to  sales 
under  section  2057  to  the  nonallocation  rules  applicable  to  sales 
under  section  1042  (relating  to  nonrecognition  treatment  for  cer- 
tain sales  of  stock  to  an  ESOP).  With  respect  to  the  rule  prohibit- 
ing allocation  or  accrual  of  benefits  under  a  plan  attributable  to  se- 
curities acquired  in  a  qualified  sale  (or  assets  in  lieu  of  such  securi- 
ties), the  bill  clarifies  that  the  nonallocation  period  is  the  period  be- 
ginning on  the  date  of  the  sale  and  ending  on  the  later  of  (1)  the 
date  that  is  10  years  after  the  date  of  sale  or  (2)  the  date  of  the 
plan  allocation  attributable  to  the  final  payment  of  acquisition  in- 
debtedness incurred  in  connection  with  such  sale. 

The  bill  also  provides  that  individuals  who  are  ineligible  to  re- 
ceive an  allocation  of  securities  (or  other  assets)  solely  because  they 
are  lineal  descendants  of  the  decedent  can  receive  an  allocation  of 
the  securities  acquired  in  a  qualified  sale  provided  that  the  total 
amount  of  such  securities  (or  assets  in  lieu  thereof)  allocated  to  all 
such  lineal  descendants  is  not  more  than  5  percent  of  all  employer 
securities  acquired  in  the  decedent's  qualified  sale. 

Finally,  the  bill  clarifies  that,  in  the  case  of  a  plan  that  fails  to 
comply  with  the  nonallocation  rules,  the  statutory  period  for  the 
assessment  of  the  excise  tax  imposed  with  respect  to  such  failure 
(sec.  4979A)  is  extended. 

2.  Partial  exclusion  of  interest  earned  on  ESOP  loans  (sec. 
10211B(h)  of  the  bill,  sec.  1173  of  the  Reform  Act,  and  sec.  133 
of  the  Code) 

Present  Law 

In  general 

Under  present  law,  a  bank,  an  insurance  company,  regulated  in- 
vestment company,  or  a  corporation  actively  engaged  in  the  busi- 
ness of  lending  money  may  exclude  from  gross  income  50  percent 
of  the  interest  received  with  respect  to  a  securities  acquisition  loan. 
A  "securities  acquisition  loan"  is  generally  defined  as  a  loan  to  a 
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corporation  or  to  an  ESOP  to  the  extent  that  the  proceeds  are  used 
to  acquire  employer  securities  (within  the  meaning  of  section 
409(1))  for  the  ESOP.  There  has  been  some  uncertainty  as  to  the 
availability  of  the  partial  interest  exclusion  with  respect  to  refin- 
ancings of  the  various  types  of  securities  acquisition  loans. 

Back-to-back  loans 

The  Act  clarified  the  definition  of  a  securities  acquisition  loan  in 
the  case  of  a  loan  to  a  corporation  with  a  corresponding  loan  to  an 
ESOP  that  is  exempt  under  section  4975  (a  back-to-back  loan).  The 
Act  provides  that  a  loan  to  a  sponsoring  corporation  will  qualify  as 
a  securities  acquisition  loan  if  the  terms  of  such  loan  are  substan- 
tially similar  to  the  terms  of  the  corresponding  exempt  loan  from 
the  corporation  to  the  ESOP.  In  addition,  the  Act  provides  that,  if 
the  terms  of  the  2  loans  are  not  substantially  similar,  the  loan  to 
the  sponsoring  corporation  will  still  qualify  as  a  securities  acquisi- 
tion loan  if  (1)  the  corresponding  loan  to  the  ESOP  provides  for 
more  rapid  payment  of  principal  or  interest  than  the  loan  to  the 
sponsoring  corporation;  (2)  the  allocations  of  stock  within  the  ESOP 
attributable  to  the  difference  in  payment  schedules  do  not  result  in 
discrimination  in  favor  of  highly  compensated  employees;  and  (3) 
the  total  commitment  period  of  the  loan  to  the  sponsoring  corpora- 
tion is  not  more  than  7  years. 

The  7-year  limitation  applies  to  the  total  commitment  period. 
Thus,  provided  the  final  maturity  of  the  credit  arrangement  is  not 
greater  than  7  years,  the  funds  may  be  provided  by  1  or  more  lend- 
ers in  a  series  of  shorter  maturity  loans,  each  of  which  (other  than 
the  first)  is  used  to  repay  the  preceding  loan. 

The  7-year  limitation  on  the  term  of  the  loan  does  not  apply  to 
loans  directly  from  a  commercial  lender  to  an  ESOP  or  to  back-to- 
back  loans  if  the  terms  of  the  loans  are  substantially  similar.  For 
example,  assume  a  bank  makes  a  loan  to  employer  X  with  a  term 
of  10  years  and  employer  X  in  turn  makes  a  loan  to  its  ESOP.  If 
the  terms  of  the  2  loans  are  substantially  similar,  then  the  partial 
interest  exclusion  is  available  for  the  entire  10-year  commitment 
period  of  the  loan.  Similarly,  the  partial  interest  exclusion  applies 
for  the  entire  commitment  period  of  the  loan  if  the  loan  is  made 
directly  from  the  bank  to  the  ESOP. 

Immediate  allocation  loans 

The  Act  extended  the  definition  of  ' 'securities  acquisition  loan" 
to  include  certain  loans  to  a  corporation  that  are  used  by  the  corpo- 
ration to  purchase  employer  securities  that  are  immediately  allo- 
cated to  employees'  accounts.  Thus,  the  partial  exclusion  is  avail- 
able with  respect  to  interest  paid  on  a  loan  to  a  corporation  to  the 
extent  that  (1)  within  30  days  of  the  date  of  the  loan,  employer  se- 
curities are  transferred  to  the  ESOP  in  an  amount  equal  to  the 
proceeds  of  the  loan,  (2)  such  contributions  are  allocable  to  ac- 
counts of  plan  participants  within  1  year  of  the  date  of  the  loan, 
and  (3)  the  total  commitment  period  of  the  loan  does  not  exceed  7 
years. 

As  in  the  case  of  other  loans  to  which  the  7-year  limitation  ap- 
plies, the  limitation  applies  to  the  total  commitment  period.  Thus, 
provided  the  final  maturity  of  the  credit  arrangement  is  not  great- 
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er  than  7  years,  the  funds  may  be  provided  by  1  or  more  lenders  in 
a  series  of  shorter  maturity  loans,  each  of  which  (other  than  the 
first)  is  used  to  repay  the  preceding  loan. 

Refinancings 

The  Act  provided  that,  in  certain  cases,  the  refinancing  of  a  secu- 
rities acquisition  loan  (other  than  an  immediate  allocation  loan  or 
a  back-to-back  loan  that  has  terms  that  are  not  substantially  simi- 
lar, which  are  discussed  above)  may  also  qualify  as  a  securities  ac- 
quisition loan. 

All  refinancings,  including  refinancings  of  back-to-back  loans 
that  are  not  substantially  similar,  are  required  to  comply  with  sec- 
tion 4975. 

Explanation  of  Provision 

In  general 

The  bill  clarifies  the  availability  of  the  partial  interest  exclusion 
in  the  case  of  refinancings  of  the  various  types  of  securities  acquisi- 
tion loans. 

Back-to-back  loans 

The  bill  provides  that,  with  respect  to  back-to-back  loans  the 
terms  of  which  are  not  substantially  similar,  if  the  total  commit- 
ment period  of  the  loan  is  extended  beyond  7  years,  the  partial  ex- 
clusion will  be  available,  but  for  the  first  7  years  of  the  loan  only. 
This  7-year  period  begins  as  of  the  date  of  the  original  loan.  The 
provision  is  effective  with  respect  to  a  loan  used  to  acquire  employ- 
er securities  after  July  18,  1984,  and  a  loan  made  after  July  18, 
1984,  that  is  used  (or  is  part  of  a  series  of  loans  used)  to  refinance  a 
loan  that  (1)  was  used  to  acquire  employer  securities  after  July  18, 
1984,  and  (2)  met  the  requirements  of  section  133  as  in  effect  at  the 
time  the  loan  was  made. 

Immediate  allocation  loans 

The  bill  provides  that,  with  respect  to  immediate  allocation 
loans,  if  the  total  commitment  period  is  extended  beyond  7  years, 
the  partial  interest  exclusion  will  be  available,  but  for  the  first  7  7 
years  of  the  loan  only.  This  7-year  period  begins  as  of  the  date  of 
the  original  loan.  This  provision  is  effective  as  if  included  in  the 
Act. 

Refinancings 

The  bill  provides  that  a  loan  to  an  ESOP  (other  than  an  immedi- 
ate allocation  loan  or  a  back-to-back  loan  that  has  terms  that  are 
not  substantially  similar)  after  July  18,  1984,  that  is  used  (or  is 
part  of  a  series  of  loans  used)  to  refinance  a  loan  will  qualify  as  a 
securities  acquisition  loan  provided  that  (1)  the  original  loan  met  ; 
the  requirements  of  section  133  as  in  effect  on  the  date  of  the  loan, 
or,  if  later,  July  19,  1984;  and  (2)  the  original  loan  was  used  to  ac-  ! 
quire  employer  securities  after  May  23,  1984.  Immediate  allocation 
loans  and  back-to-back  loans  that  have  terms  that  are  not  substan- 
tially similar  are  described  above. 
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Under  the  bill,  if  a  securities  acquisition  loan  (other  than  an  im- 
mediate allocation  loan  or  a  back-to-back  loan  that  has  terms  that 
are  not  substantially  similar)  is  refinanced  and  as  a  result  the  total 
commitment  period  exceeds  the  greater  of  the  original  commitment 
period  or  7  years,  then  the  partial  exclusion  would  continue  to 
apply,  but  only  during  the  first  7  years  of  the  commitment  period 
(measured  from  the  date  of  the  original  loan)  or  the  original  com- 
mitment period,  whichever  is  greater.  For  example,  if  an  otherwise 
qualified  securities  acquisition  loan  to  an  ESOP  with  an  original 
commitment  period  of  5  years  is  refinanced  and  the  commitment 
period  is  extended  for  2  years  (for  a  total  commitment  period  of  7 
years),  the  partial  exclusion  would  apply  during  the  entire  7  years 
of  the  loan. 

Under  the  bill,  as  under  the  Act,  if  the  terms  of  the  back-to-back 
loans  are  no  longer  substantially  similar  as  a  result  of  the  refinanc- 
ing, the  partial  exclusion  would  be  available  only  during  the  first  7 
years  of  the  loan. 

4.  Sales  of  stock  to  an  ESOP  (sec.  10218(q)  of  the  bill,  sec.  1854  of 
the  Reform  Act,  and  sees.  404,  409,  and  1042  of  the  Code) 

Present  Law 

A  taxpayer  may  elect  to  defer  recognition  of  gain  on  the  sale  of 
certain  qualified  securities  to  an  ESOP  or  to  an  eligible  worker- 
owned  cooperative  to  the  extent  that  the  taxpayer  reinvests  the 
proceeds  in  qualified  replacement  property  within  a  replacement 
period  (sec.  1042). 

Prior  to  the  Act,  nonrecognition  treatment  was  not  available  if 
any  portion  of  the  assets  attributable  to  employer  securities  ac- 
quired in  a  qualified  sale  (or  assets  in  lieu  thereof)  accrued  or  were 
allocated  during  the  nonallocation  period  for  the  benefit  of  (1)  the 
taxpayer  involved  in  the  nonrecognition  transaction,  (2)  any 
member  of  the  taxpayer's  family  (within  the  meaning  of  sec. 
267(b)),  or  (3)  any  other  person  who  owned  (after  application  of  the 
sec.  318  attribution  rules)  more  than  25  percent  in  value  of  any 
class  of  outstanding  securities.  Temporary  Treasury  regulations 
provided  that,  for  purposes  of  determining  whether  an  individual  is 
a  25-percent  shareholder,  stock  that  is  owned  directly  or  indirectly 
by  or  for  a  qualified  plan  is  not  treated  as  outstanding  (Temp. 
Treas.  reg.  sec.  1042-1T  Q&A  2(a)(3)). 

The  Act  made  several  changes  with  respect  to  the  nonallocation 
requirement.  In  particular,  for  purposes  of  determining  whether  an 
individual  is  a  25-percent  shareholder,  the  Act  provides  that  the  al- 
location rules  of  section  318(a)  are  applied,  without  regard  to  the 
employee  trust  exception  in  paragraph  (2)(B)(i).  Thus,  all  allocated 
securities  held  by  an  ESOP  are  treated  as  securities  owned  by  the 
ESOP  participant  and  are  also  treated  as  outstanding  securities. 
This  provision  is  effective  with  respect  to  sales  of  securities  after 
October  22,  1986. 

An  excise  tax  is  imposed  with  respect  to  certain  dispositions  of 
employer  securities  within  3  years  of  the  date  of  a  sale  to  which 
section  1042  applies  (sec.  4978). 
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Explanation  of  Provision 

In  order  to  conform  the  statute  to  Congressional  intent,  the  bill 
clarifies  that  the  nonallocation  period  is  the  period  beginning  on 
the  date  of  the  sale  and  ending  on  the  later  of  (1)  the  date  that  is 
10  years  after  the  date  of  sale  or  (2)  the  date  of  the  plan  allocation 
attributable  to  the  final  payment  of  acquisition  indebtedness  in- 
curred in  connection  with  such  sale. 

In  some  situations,  the  rules  for  determining  whether  an  individ- 
ual is  a  25  percent  shareholder  may  be  more  favorable  under  the 
Act  than  under  prior  law.  The  provision  of  the  Act,  however,  is  ef- 
fective prospectively  only.  The  bill  provides  that,  for  purposes  of  de- 
termining whether  an  individual  is  a  25-percent  shareholder  with 
respect  to  sales  occurring  before  October  22,  1986,  in  taxable  years 
beginning  after  July  18,  1984,  all  allocated  securities  held  by  quali- 
fied plans  may  be  treated  as  outstanding  with  respect  to  the  indi- 
vidual if  securities  allocated  to  the  individual  under  the  qualified 
plans  are  treated  as  securities  owned  by  the  individual.  This  rule 
applies  consistently  to  all  individuals  with  respect  to  any  sales  to 
which  section  1042  applies. 

The  bill  provides  that  the  excise  tax  on  certain  distributions  (sec. 
4978)  does  not  apply  to  employer  securities  which  are  required  to 
be  disposed  of  pursuant  to  the  new  diversification  rules. 

5.  Dividends  paid  deduction  (sec.  10211B(h)  of  the  bill,  sec.  1173  of 
the  Reform  Act,  and  sec.  404(k)  of  the  Code) 

Present  Law 

Subject  to  certain  requirements,  an  employer  may  deduct  divi- 
dends paid  in  cash  on  employer  stock  held  by  an  ESOP  if,  in  ac- 
cordance with  the  plan  provisions,  (1)  the  dividend  is  paid  in  cash 
to  the  plan  participants  or  their  beneficiaries,  (2)  the  dividend  is 
paid  to  the  plan  and  distributed  to  participants  or  beneficiaries  not 
later  than  90  days  after  the  close  of  the  plan  year  in  which  paid,  or 
(3)  the  dividend  with  respect  to  employer  securities  is  used  to  make 
payments  on  a  loan  described  in  section  404(a)(9)  (sec.  404(k)). 

Explanation  of  Provision 

The  bill  provides  that,  with  respect  to  dividends  used  to  make 
payments  on  a  loan  described  in  section  404(a)(9),  the  dividend  de- 
duction is  available  with  respect  to  dividends  on  both  unallocated 
and  allocated  ESOP  securities.  However,  dividends  on  allocated 
ESOP  securities  may  be  used  to  make  payments  on  such  a  loan 
only  if  the  account  to  which  the  dividend  would  have  been  allocat- 
ed is  allocated  employer  securities  with  a  fair  market  value  not 
less  than  the  amount  of  the  dividend  that  would  have  been  allocat- 
ed. In  addition,  such  allocation  is  required  to  be  made  in  the  year 
the  dividend  would  otherwise  have  been  allocated. 

The  bill  also  provides  that  use  of  dividends  to  repay  an  acquisi- 
tion loan  in  accordance  with  section  404(k)  does  not  violate  the  pro- 
hibited transaction  rules  of  section  4975(d)(3). 


H.  Technical  Corrections  to  the  Retirement  Equity  Act  of  1984 
(Sec.  118(q)  of  the  bill,  sec.  1898  of  the  Reform  Act,  sees.  414(p), 
417,  2039  and  2517  of  the  Code,  and  sec.  205  of  ERISA) 

Present  Law 

Under  present  law,  a  plan  is  required  to  notify  participants  of 
their  rights  to  decline  a  qualified  preretirement  survivor  annuity 
before  the  applicable  election  period.  Under  the  Act,  the  period 
during  which  notice  is  required  to  be  provided  to  an  individual  is 
the  latest  of  the  following  periods:  (1)  the  period  beginning  with  the 
first  day  of  the  plan  year  in  which  the  participant  attains  age  32 
and  ending  with  the  close  of  the  plan  year  in  which  a  participant 
attains  age  35;  (2)  a  reasonable  period  of  time  after  the  individual 
becomes  a  plan  participant;  (3)  a  reasonable  period  of  time  after 
the  survivor  benefit  applicable  to  a  participant  is  no  longer  subsi- 
dized (as  defined  in  sec.  417(a)(4);  (4)  a  reasonable  period  of  time 
after  the  survivor  benefit  provisions  (sec.  401(a)(ll))  become  applica- 
ble with  respect  to  a  participant;  or  (5)  a  reasonable  period  after 
separation  from  service  in  the  case  of  a  participant  who  separates 
from  service  before  attaining  age  35. 

Under  the  Act,  the  waiver  of  a  survivor  annuity  under  section 
401(a)(ll)  or  section  417  is  not  treated  as  a  transfer  of  property  by 
gift  (sec.  2503(f)). 

The  Code  provides  rules  with  respect  to  procedures  applicable  to 
and  taxation  of  benefits  under  qualified  domestic  relations  orders 
(QDROs).  The  QDRO  rules  do  not  apply  to  plans  that  are  not  sub- 
ject to  the  assignment  or  alienation  restrictions  of  the  Code  and, 
therefore,  do  not  apply  to  governmental  plans  or  to  tax-sheltered 
annuities  (sec.  403(b)). 

Explanation  of  Provision 

The  bill  clarifies  that  the  notice  period  in  the  case  of  a  partici- 
pant who  separates  from  service  before  age  35  overrides  any  other 
period  during  which  notice  might  be  required.  In  such  a  case,  the 
bill  provides  that  the  notification  period  is  a  reasonable  period 
after  separation  from  service  and  such  notice  period  is  not  included 
in  the  list  of  notice  periods  the  last  of  which  applies. 

This  provision  is  effective  for  distributions  after  the  date  of  en- 
actment of  the  bill. 

The  bill  addresses  certain  estate  and  gift  tax  issues  which  arise 
as  a  result  of  the  survivor  benefit  rights  created  by  the  Retirement 
Equity  Act.  Under  the  bill,  the  value  of  an  annuity  or  other  pay- 
ment receivable  by  the  spouse  of  a  decedent  under  a  qualified  pen- 
sion arrangement  is  excluded  from  the  gross  estate.  The  exclusion 
does  not  apply  to  the  portion  of  the  annuity  or  other  payment 
which  bears  the  same  ratio  to  such  amount  as  the  payments  or  con- 
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tributions  made  by  the  decedent  bears  to  the  total  payments  or 
contributions  made.  The  bill  also  provides  that,  if  a  qualified  pen- 
sion arrangement  provides  an  employee  with  an  option  or  election 
under  which  an  annuity  or  other  payment  will  become  payable  to 
the  spouse  of  the  employee  at  or  after  the  employee's  death,  the 
exercise  or  nonexercise  of  such  option  or  election  is  not  considered 
a  transfer  for  gift  tax  purposes. 

The  bill  provides  that  the  QDRO  rules,  including  the  rules  relat- 
ing to  taxation  of  distributions  pursuant  to  a  QDRO,  apply  to  tax- 
sheltered  annuities  except  as  provided  in  regulations.  This  exten- 
sion of  application  of  the  QDRO  rules  will  provide  more  certainty 
with  respect  to  treatment  of  domestic  relations  orders  and  will  pro- 
vide for  uniform  tax  treatment  of  such  orders  with  respect  to  quali- 
fied plans  and  tax-sheltered  annuities.  The  committee  believes 
that,  because  the  nonalientation  provision  of  the  Code  do  not  apply 
to  tax-sheltered  annuities,  it  may  be  appropriate  for  the  Secretary 
to  exempt  such  annuities  from  some  of  the  procedural  require- 
ments applicable  to  QDRO's. 


: 


I.  Other  Technical  Corrections 

1.  Health  care  continuation  (sec.  10218(s)  of  the  bill,  sec.  1895  of 
the  Reform  Act,  sec.  162(k)  of  the  Code,  sees.  602  and  607  of 
ERISA,  and  sees.  2202  and  2208  of  the  Public  Health  Service 
Act) 

a.  Covered  employees 

Present  Law 

The  health  care  continuation  rules  generally  require  that  em- 
ployers provide  qualified  beneficiaries  with  the  opportunity  to  con- 
tinue to  participate  for  a  specified  period  in  the  employer's  health 
plan  despite  the  occurrence  of  a  qualifying  event  that  otherwise 
would  have  terminated  such  participation.  In  general,  qualified 
beneficiaries  are  defined  to  include  certain  "covered  employees" 
and  certain  family  members  of  covered  employees. 

Explanation  of  Provision 

Under  the  bill,  the  definition  of  covered  employee  includes  any 
individual  who  is  (or  was)  provided  coverage  under  a  group  health 
plan  by  virtue  of  the  performance  of  services  by  the  individual  for 
1  or  more  persons  maintaining  the  plan.  Thus,  the  term  "covered 
employee"  can  include  an  individual  by  virtue  of  the  individual's 
performance  of  services  as,  for  example,  an  independent  contractor 
for  a  third  party  or  as  a  partner  for  his  or  her  partnership. 

Pursuant  to  this  provision,  for  purposes  of  the  health  care  con- 
tinuation rules,  references  to  employer  or  employee  in  the  statute 
are  considered  to  include  persons  receiving  or  performing  services 
other  than  in  an  employer-employee  relationship.  In  addition,  per- 
sons receiving  services  are  subject  to  the  employer  aggregation 
rules  of  section  414(t)  and  the  employee  leasing  rules  of  section 
414(n)  to  the  same  extent  as  if  such  persons  were  employers  with 
respect  to  the  service  performer. 

This  provision  applies  to  plan  years  beginning  after  December 
31,  1987.  Of  course,  this  provision  does  not  apply  to  a  plan  prior  to 
the  date  that  the  health  care  continuation  rules  generally  apply  to 
the  plan. 

b.  Preexisting  conditions 

Present  Law 

Under  the  health  care  continuation  rules,  continuation  coverage 
provided  may  be  terminated  upon  the  occurrence  of  certain  events. 
One  such  event  is  the  coverage  of  the  qualified  beneficiary  under 
the  group  health  plan  of  an  employer  other  than  the  employer  pro- 
viding the  continuation  coverage. 
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Explanation  of  Provision 

Under  the  bill,  if  a  qualified  beneficiary  becomes  covered  under  a 
group  health  plan  of  an  employer  other  than  the  employer  provid- 
ing the  continuation  coverage,  but  such  group  health  plan  does  not 
cover  a  preexisting  condition  that  was  covered  by  the  continuation 
coverage,  the  qualified  beneficiary's  continuation  coverage  may  not 
be  terminated  due  to  the  coverage  under  the  other  employer's  plan. 

This  provision  is  intended  to  carry  out  the  purpose  of  the  health 
care  continuation  rules,  which  was  to  reduce  the  extent  to  which 
certain  events,  such  as  the  loss  of  one's  job,  could  create  a  signifi- 
cant gap  in  health  coverage.  If  another  employer's  plan  that  ex- 
cludes preexisting  conditions  could  terminate  the  right  to  continu- 
ation coverage,  then  continuation  coverage  would  be  terminated  by 
an  event  that  may  do  very  little  to  address  the  particular  health 
care  needs  of  the  qualified  beneficiary,  thus  leaving  a  significant 
gap  in  health  coverage  during  what  would  otherwise  be  the  period 
of  continuation  coverage. 

This  provision  applies  to  plan  years  beginning  after  December 
31,  1987.  Of  course,  this  provision  does  not  apply  to  a  plan  prior  to 
the  date  that  the  health  care  continuation  rules  generally  apply  to 
the  plan. 

2.  Miscellaneous  pension  technical  corrections  (sec.  10253(e)  of 
the  bill,  sec.  9202  of  the  Omnibus  Budget  Reconciliation  Act 
of  1986,  and  sec.  411(a)(8)  of  the  Code) 

Present  Law 

Under  present  law,  for  purposes  of  the  qualified  plan  rules,  the 
term  '  'normal  retirement  age"  means  the  earlier  of  (1)  normal  re- 
tirement age  under  the  plan,  or  (2)  the  latest  of  (a)  age  65,  (b)  in 
the  case  of  a  participant  who  commences  participation  in  the  plan 
within  5  years  before  attaining  normal  retirement  age  under  the 
plan,  the  5th  anniversary  of  the  commencement  of  participation,  or 
(c)  in  the  case  of  a  participant  not  described  in  (b),  the  10th  anni- 
versary of  the  commencement  of  participation. 

Explanation  of  Provision 

Under  the  bill,  normal  retirement  age  is  defined  to  mean  the 
later  of  (1)  age  65,  or  (2)  the  5th  anniversary  of  the  time  a  plan  par- 
ticipant commenced  participation  in  the  plan. 


XII.  Foreign  Tax  Provisions  (Sec.  10212  of  the  Bill) 


A.  Foreign  Tax  Credit  (sec.  10212(a)-(c)  of  the  bill,  sees.  1201, 
1202,  and  1203  of  the  Reform  Act,  and  sees.  864,  902,  and  904  of 
the  Code) 

Under  the  foreign  tax  credit  system,  the  United  States  reserves 
the  right  to  collect  full  U.S.  income  tax  on  U.S.  persons'  foreign 
income,  less  a  limited  amount  of  foreign  income  tax  imposed  on 
that  income.  The  mechanics  of  the  foreign  tax  credit  are  such  that 
the  United  States  may  collect  little  or  no  residual  U.S.  tax — after 
aggregate  foreign  taxes  are  credited — on  income  that  is  taxed 
abroad  at  below  the  U.S.  rate.  This  results  where  the  law  permits  a 
cross-crediting  of  taxes,  sometimes  referred  to  as  "averaging":  that 
is,  where  taxpayers  are  permitted  to  credit  high  foreign  taxes  paid 
on  one  stream  of  income  against  the  residual  U.S.  tax  otherwise 
due  on  other,  lightly  taxed  foreign  income. 

While  the  Code  does  not  eliminate  all  cross-crediting  among 
types  of  differently  taxed  income,  it  has  in  the  past  separated  types 
of  income  for  credit  purposes,  most  recently  based  on  the  character, 
rather  than  the  country  of  origin,  of  income.  The  Act  further  sepa- 
rated certain  income  into  the  following  newly  defined  ' 'baskets": 
passive  income,  high  withholding  tax  interest,  financial  services 
income,  shipping  income,  and  dividends  from  each  noncontrolled 
section  902  corporation. 

1.  Separate  application  of  foreign  tax  credit  provisions  to  finan- 
cial services  income 

Present  Law 

The  "predominantly  engaged"  test  and  the  priority  of  the  financial 
services  income  basket 

The  financial  services  income  basket  applies  not  only  to  income 
earned  by  an  entity  predominantly  engaged  in  the  active  conduct 
of  a  banking,  insurance,  financing,  or  similar  business,  but  also  to 
income  earned  by  a  person  in  the  active  conduct  of  a  banking,  fi- 
nancing, or  similar  business,  or  earned  in  connection  with  certain 
insurance  activities,  even  if  that  person  is  not  predominantly  so  en- 
gaged. The  types  of  income  that  the  Act  places  in  the  financial 
services  income  basket  of  a  '  'predominantly  engaged"  entity  are 
not  limited  to  the  types  of  income  included  in  the  financial  services 
basket  of  a  person  not  predominantly  engaged.  For  example, 
income  that  would  otherwise  be  passive  is  treated  as  financial  serv- 
ices income  in  the  hands  of  a  predominantly  engaged  entity,  but 
remains  passive  in  the  hands  of  an  entity  that  is  not  predominant- 
ly engaged. 
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On  the  other  hand,  Congress  intended  that  dividends  from  each 
noncontrolled  section  902  corporation  would  be  subject  to  their  own 
separate  limitation  regardless  of  whether  those  dividends  also  met 
the  definition  of  financial  services  income  (or  of  passive  income  or 
shipping  income  or  of  any  other  separate  limitation  type  of 
income). 

Generally,  the  Act  places  certain  export  financing  interest  in  the 
overall  limitation  basket,  that  is,  outside  the  separately  defined 
limitation  baskets,  regardless  of  whether  the  entity  deriving  the  in- 
terest is  engaged  in  financial  services.  In  addition,  the  financial 
services  income  basket  excludes  high  withholding  tax  interest. 
Where  a  predominantly  engaged  entity  earns  interest  qualifying  as 
export  financing  interest  that  is  subject  to  a  5-percent  or  greater 
gross  basis  tax,  however,  Congress  intended  that  such  interest  be 
treated  as  financial  services  income. 

Modification  of  the  look-through  rule  to  prevent  avoidance  of  the 
purpose  of  the  separate  limitations 

Under  the  Act's  look-through  provisions  for  characterizing  cer- 
tain types  of  income  that  a  U.S.  shareholder  derives  from  a  con- 
trolled foreign  corporation,  interest  income  of  the  shareholder  is 
generally  to  be  treated  as  financial  services  income  (without  regard 
to  high  withholding  taxes  or  other  circumstances  that  would  ordi- 
narily shift  such  interest  out  of  the  shareholder's  financial  services 
income  basket)  to  the  extent  that  the  interest  payment  is  properly 
allocable  to  financial  services  income  of  the  controlled  foreign  cor- 
poration. At  the  same  time,  the  Act  requires  the  IRS  to  prescribe 
such  regulations  as  may  be  necessary  or  appropriate  to  prevent 
manipulation  of  the  character  of  income  the  effect  of  which  is  to 
avoid  the  purposes  of  the  separate  limitations.  In  granting  this  reg- 
ulatory  authority  Congress  intended  that  the  IRS  invoke  it  to 
modify,  in  some  cases,  the  application  of  the  look-through  rule. 

For  example,  if  a  U.S.  person  lends  funds  directly  to  an  unrelat- 
ed foreign  person  whose  country  of  residence  imposes  a  withhold- 
ing tax  of  at  least  5  percent  on  the  interest  paid  on  the  loan,  then 
the  interest  is  high  withholding  tax  interest  subject  to  the  separate 
limitation  for  such  interest.  United  States  banks  might  take  the  po- 
sition, however,  relying  upon  the  look-through  rule  for  interest, 
that  they  can  avoid  the  separate  limitation  for  high  withholding 
tax  interest  by  lending  funds  to  such  a  borrower  through  a  subsidi- 
ary that  is  a  controlled  foreign  corporation  incorporated  in  the  bor- 
rower's country,  rather  than  lending  those  funds  directly.  Taxpay- 
ers might  argue  that,  under  the  look-through  rule  for  interest,  in- 
terest received  in  turn  by  the  U.S.  bank  from  the  foreign  subsidi- 
ary will  not  be  high  withholding  tax  interest,  even  though  it  at- 
tracts  the  foreign  country's  high  withholding  tax. 

Because  such  a  result  would  undermine  the  separate  limitation 
for  high  withholding  interest,  Congress  intended  that  it  be  preclud- 
ed under  the  anti-avoidance  regulations.  It  was  expected  that  such 
regulations  might  treat  the  interest  received  by  the  U.S.  bank  from 
the  foreign  subsidiary  in  this  example  as  high  withholding  tax  in-  p 
terest. 
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Overall  basket  treatment  of  highly  taxed  financial  services  income 
of  a  controlled  foreign  corporation 

Where  the  taxpayer  establishes  to  the  satisfaction  of  the  Secre- 
tary, pursuant  to  Code  section  954(b)(4),  that  income  of  a  controlled 
foreign  corporation  was  taxed  at  over  90  percent  of  the  maximum 
federal  rate,  the  Act  provides  that  dividends  paid  by  the  controlled 
foreign  corporation  out  of  its  financial  services  income  (as  well  as 
dividends  paid  out  of  the  controlled  foreign  corporation's  passive 
income  and  shipping  income)  are  to  be  treated  as  overall  basket 
income  to  the  taxpayer. 

Explanation  of  Provision 

The  predominantly  engaged  test  and  the  priority  of  the  financial 
services  income  basket 

Under  the  bill  only  income  of  persons  predominantly  engaged  in 
the  active  conduct  of  a  banking,  insurance,  financing,  or  similar 
business  is  treated  as  financial  services  income.  The  bill  therefore 
simplifies  the  foreign  tax  credit  somewhat,  relieving  taxpayers 
from  the  necessity  of  computing  a  separate  limitation  with  respect 
to  a  very  limited  type  of  income  (i.e.,  non-passive,  financial  services 
income  of  an  entity  not  predominantly  engaged  in  providing  such 
services). 

The  bill  clarifies  that  dividends  from  a  noncontrolled  section  902 
corporation  which  would  otherwise  meet  the  definition  of  financial 
services  income  are  placed  in  the  separate  basket  for  that  corpora- 
tion's dividends.  Thus  the  bill  prevents  banks  and  other  financial 
businesses  from  receiving  unintended  relief  from  the  902  basket 
provisions  not  available  to  non-financial  businesses. 

Where  a  predominantly  engaged  U.S.  person  earns  export  financ- 
ing interest  (as  defined  by  the  Act)  that  is  subject  to  a  5-percent  or 
greater  gross  basis  tax,  the  bill  clarifies  that  this  interest  is  finan- 
cial services  income,  rather  than  overall  limitation  income.  In  gen- 
eral, this  treatment  makes  it  clear  that  the  Code  allows  cross-cred- 
iting of  high  taxes  on  such  income  against  U.S.  tax  on  lower-taxed 
financial  services  income,  supplementing  the  favored  treatment 
provided  in  the  Act  that  allows  cross-crediting  of  high  taxes  on 
overall  basket  income  against  U.S.  tax  on  lower-taxed  export  fi- 
nancing interest. 

Modification  of  the  look-through  rule  to  prevent  avoidance  of  the 
purpose  of  the  separate  limitations 

The  bill  partially  eliminates  the  look-through  treatment  of  inter- 
*  est  subject  to  5-percent  or  greater  gross  basis  tax  that  is  paid  to  a 
U.S.  shareholder  by  a  controlled  foreign  corporation  out  of  income 
j  that  would  otherwise  be  treated  under  the  look-through  rules  as  fi- 
nancial services  income.  In  these  circumstances  look-through  treat- 
\  ment  would  apply  only  to  that  portion  of  the  interest  payments 
j  that  exceed  the  payor's  interest  income  (or  its  equivalent)  that 
I  would  be  treated  as  financial  services  income  under  the  look- 
]  through  rule.  This  provision  makes  it  clear  that  lenders  are  pre- 
vented from  shifting  high  withholding  tax  interest  into  the  finan- 
cial services  basket  by  the  mere  interposition  of  a  controlled  local 
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entity  between  themselves  and  foreign  borrowers.  At  the  same 
time,  however,  if  a  controlled  foreign  corporation's  interest  pay- 
ments to  its  U.S.  shareholder  are  subject  to  a  5-percent  or  more 
gross-basis  tax,  and  they  exceed  by  $100  the  foreign  corporation's 
interest  income  (or  its  equivalent)  that  would,  under  a  look-through 
approach,  be  treated  at  the  U.S.  shareholder  level  as  financial  serv- 
ices income,  then  the  U.S.  shareholder  would  be  afforded  look- 
through  treatment  on  that  $100  of  interest  received  from  the  sub- 
sidiary. 

Overall  basket  treatment  of  highly  taxed  financial  services  income 
of  a  controlled  foreign  corporation 

The  bill  provides  for  separate  basket  treatment  of  dividends  paid 
by  controlled  foreign  corporations  where  paid  out  of  the  latter's  fi- 
nancial services  income  (or  shipping  income),  even  where  it  has 
been  established  pursuant  to  section  954(b)(4)  that  the  controlled 
foreign  corporation's  income  was  taxed  by  a  foreign  government  at 
more  than  90  percent  of  the  maximum  U.S.  rate.  Thus,  for  exam- 
ple, a  dividend  from  a  highly  taxed  banking  subsidiary  will  be 
available  for  cross-crediting  against  U.S.  tax  on  other  lower-taxed 
financial  services  income  of  the  parent. 

2.  Shipping  income 

Present  Law 

The  Act  establishes  a  separate  foreign  tax  credit  limitation  for 
shipping  income.  This  limitation  applies  to  income  received  or  ac- 
crued by  any  person  which  is  of  a  kind  that  would  be  foreign  base 
company  shipping  income  under  Code  sec.  954(f).  The  Act  did  not 
provide  express  ordering  rules  to  determine  the  correct  basket  for 
income  that  could  be  placed  in  the  shipping  basket  or  a  basket  for 
dividends  from  a  noncontrolled  section  902  corporation.  However, 
as  indicated  above,  Congress  intended  the  baskets  for  section  902 
corporations  to  take  priority  over  the  shipping  basket. 

As  in  the  case  of  financial  services  income  described  above, 
where  the  taxpayer  establishes  to  the  satisfaction  of  the  Secretary 
that  income  of  a  controlled  foreign  corporation  was  taxed  at  over 
90  percent  of  the  maximum  federal  rate,  the  Act  provides  that  divi- 
dends paid  by  the  controlled  foreign  corporation  out  of  its  shipping 
income  are  to  be  treated  as  overall  basket  income  to  the  taxpayer. 

Explanation  of  Provision 

The  bill  provides  that  dividends  from  a  noncontrolled  section  902 
corporation  that  might  otherwise  constitute  shipping  income  are  to 
be  placed  in  that  corporation's  dividend  basket  rather  than  the 
shipping  basket,  consistent  with  Congress'  intent  generally  to  give 
first  priority  to  the  section  902  dividend  baskets. 

As  in  the  case  of  financial  services  income,  the  bill  provides  for 
separate  basket  treatment  of  dividends  paid  by  a  controlled  foreign 
corporation  out  of  its  shipping  income  when  the  taxpayer  estab- 
lished to  the  satisfaction  of  the  Secretary  that  the  income  was 
taxed  by  a  foreign  government  at  more  than  90  percent  of  the  max- 
imum U.S.  rate.  Thus,  taxpayers  may  cross-credit  taxes  on  any 
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highly  taxed  shipping  income  against  the  U.S.  tax  on  other  ship- 
ping income  they  may  earn. 

3.  High  withholding  tax  interest 

Present  Law 

Definition  of  high  withholding  tax  interest 

The  Act  defines  high  withholding  tax  interest  generally  as  any 
interest  (other  than  export  financing  interest)  subject  to  a  foreign 
withholding  tax  (or  other  tax  determined  on  a  gross  basis)  of  5  per- 
cent or  more.  The  Act  further  states  that  the  Secretary  may  by 
regulations  provide  that  amounts  (not  otherwise  high  withholding 
tax  interest)  will  be  treated  as  high  withholding  tax  interest  where 
necessary  to  prevent  avoidance  of  the  purposes  of  the  separate  lim- 
itations. Congress  intended  these  rules  to  encompass  foreign  gross- 
basis  taxes  and  other  taxes  that  are  substantially  similar  in  the 
sense  that  their  imposition  results  in  heavier  taxation  by  the  levy- 
ing country  of  foreign  lenders  than  of  residents. 

Transition  rule  for  high  withholding  tax  interest  on  qualified  loans 

Generally  for  taxable  years  beginning  after  December  31,  1986, 
interest  income  subject  to  a  foreign  withholding  tax  or  other  gross 
basis  tax  of  5  percent  or  more  (other  than  export  financing  inter- 
est) is  "high  withholding  tax  interest' '  subject  to  its  own  separate 
foreign  tax  credit  treatment.  A  special  transition  rule  applies,  how- 
ever, to  certain  interest  on  certain  loans  to  any  of  33  foreign  coun- 
tries or  to  any  resident  of  one  of  those  countries  for  use  in  that 
country.  The  applicability  of  the  transition  rule  turns  on  the 
amount  of  loans  held  by  the  taxpayer  on  November  16,  1985  and 
during  subsequent  taxable  years. 

Explanation  of  Provision 
Definition  of  high  withholding  tax  interest 

The  bill  gives  the  Secretary  authority  to  exclude  from  the  defini- 
tion of  withholding  taxes,  for  these  purposes,  those  taxes  that  are 
in  the  nature  of  a  prepayment  of  a  tax  imposed  on  a  net  basis, 
where  the  tax  in  question  is  otherwise  free  of  those  characteristics 
of  a  gross-basis  tax  that  would  warrant  treatment  as  high  with- 
holding taxes.  Thus,  the  bill  makes  clear  that  where  a  foreign 
taxing  authority  uses  withholding  simply  as  a  collection  mecha- 
nism (as  does  the  United  States  in  the  cases  of  ordinary  wage  with- 
holding and  backup  withholding  on  certain  interest,  dividend,  and 
other  reportable  payments  under  Code  section  3406),  it  will  not  nec- 
essarily follow  that  the  mechanism  results  in  interest  being  treated 
as  high  withholding  tax  interest. 

Transition  rule  for  high  withholding  tax  interest  on  qualified  loans 

The  bill  provides  that  for  purposes  of  this  transition  rule,  all 
members  of  an  affiliated  group  of  corporations  filing  a  consolidated 
return  shall  be  treated  as  one  corporation.  (Under  this  rule,  inter- 
company loans  are  eliminated.)  Thus,  for  members  of  a  consolidat- 
ed group,  the  transition  relief  will  be  available  regardless  of,  and 
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will  be  limited  without  regard  to,  the  particular  group  member 
holding  qualified  loans  on  November  16,  1985,  or  during  the  rele- 
vant subsequent  taxable  year. 

4.  Passive  income 

Present  Law 
Related  party  factoring  income 

Under  the  related  party  factoring  rules  of  the  Tax  Reform  Act  of 
1984,  any  income  of  a  controlled  foreign  corporation  from  a  loan  to 
a  person  for  the  purpose  of  financing  the  purchase  of  inventory 
property  of  a  related  person  was  interest  for  separate  foreign  tax 
credit  limitation  purposes  without  regard  to  the  exceptions  to  prior 
law's  separate  limitation  for  interest.  Under  the  1986  Act,  such 
income  of  a  controlled  foreign  corporation  is  also  ineligible  for  the 
export  financing  exception  to  the  new  separate  limitations  (sec. 
864(d)(5)(A)(i)).  In  the  case  of  passive  income,  this  result  follows  be- 
cause the  Act  defines  passive  income  generally  as  income  "of  a 
kind  which  would  be  foreign  personal  holding  company  income" 
(Code  sec.  904(d)(2)(A)(i));  if  export  financing  interest  fits  that  de- 
scription, the  related  party  factoring  rules  make  unavailable  the 
export  financing  exception  from  passive  basket  treatment  which 
would  otherwise  be  available. 

Congress  did  not  intend  that  the  availability  of  the  export  financ- 
ing exception  for  interest  received  directly  by  U.S.  persons  (rather 
than  by  controlled  foreign  corporations)  be  restricted  by  the  1984 
factoring  rule  governing  loans  made  to  finance  inventory  property 
purchases,  or  by  the  analogous  1986  rule.  However,  the  phrase  "of 
a  kind  which  would  be  foreign  personal  holding  company  income" 
arguably  leads  to  an  inference  that  interest  income  earned  directly 
by  U.S.  persons  (i.e.,  interest  that  would  be  foreign  personal  hold- 
ing company  income  if  the  recipient  was  a  controlled  foreign  corpo- 
ration) is  ineligible  for  overall  basket  treatment  under  the  export 

financing  exceptions. 

- 

Income  inclusions  under  sections  551  and  1293 

Foreign  personal  holding  company  inclusions  (under  Code  sec. 
551)  and  passive  foreign  investment  company  inclusions  (under  new 
Code  sec.  1293)  are  passive  income.  In  the  case  of  a  passive  foreign 
investment  company  inclusion,  Congress  intended  that  the  high-tax 
kick-out  shift  the  inclusion  to  the  overall  limitation  basket,  howev- 
er, if  the  creditable  foreign  tax  with  respect  to  the  inclusion  ex- 
ceeds the  U.S.  tax  on  the  inclusion. 

j 

Explanation  of  Provision 
Related  party  factoring  income 

The  bill  clarifies  that  in  determining  whether  income  is  "of  a 
kind  which  would  be  foreign  personal  holding  company  income" 
the  related  person  factoring  rules  applicable  to  controlled  foreign 
corporations  shall  apply  only  in  the  case  of  an  actual  controlled 
foreign  corporation.  Thus,  income  earned  directly  by  a  U.S.  person 
may  be  eligible  for  the  applicable  export  financing  exceptions. 
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Income  inclusions  under  sections  551  and  1293 

The  bill  clarifies  that  income  inclusions  under  section  1293  are 
subject  to  recharacterization  (e.g.,  by  virtue  of  the  high-tax  kick- 
out),  as  are  other  kinds  of  income  generally  categorized  as  passive. 

5.  Dividends  from  noncontrolled  section  902  corporations 

Present  Law 

The  Act  defines  "dividends  from  each  noncontrolled  section  902 
corporation"  and  subjects  them  to  separate  foreign  tax  credit  limi- 
tations. Congress  intended  that  these  separate  limitations  would 
govern  only  those  taxpayers  that  might,  by  virtue  of  the  dividends, 
be  entitled  to  deemed  paid  foreign  tax  credits.  Generally  under 
present  and  prior  law,  only  a  corporate  taxpayer  whose  stock  hold- 
ings in  the  dividend  payor  meet  a  10  percent  threshold  can  be  enti- 
tled to  a  deemed  paid  credit  on  the  dividend. 

Dividends  from  a  controlled  foreign  corporation  are  not  subject 
to  the  separate  limitation  when  the  former  come  from  income  the 
corporation  earned  as  a  controlled  foreign  corporation.  Generally, 
Congress  intended  the  look-through  rules  for  distributions  by  con- 
trolled foreign  corporations  to  apply  to  those  dividends. 

Explanation  of  Provisions 

The  bill  clarifies  that  any  taxpayer  that  is  not  a  corporation,  and 
thus  is  not  eligible  to  receive  deemed  paid  credits  on  dividends 
from  a  foreign  corporation,  is  not  subject  to  the  separate  limita- 
tions for  dividends  from  noncontrolled  section  902  corporations. 

The  bill  also  provides  that  dividends  from  a  controlled  foreign 
corporation,  out  of  earnings  for  periods  during  which  the  dividend 
recipient  was  not  a  U.S.  shareholder  with  respect  to  the  corpora- 
tion, will  be  treated  as  dividends  from  a  noncontrolled  section  902 
corporation.  Thus,  the  bill  implements  the  Act's  policy  of  prevent- 
ing cross-crediting  of  taxes  between  income  earned  by  a  taxpayer 
and  income  derived  by  an  entity  within  which  the  taxpayer  does 
not  hold  a  majority  interest,  either  alone  or  in  combination  with 
other  U.S.  shareholders.  For  example,  a  U.S.  person  that  becomes  a 
U.S.  shareholder  of  a  controlled  foreign  corporation  cannot  use  the 
look-through  rule  to  cross-credit  foreign  taxes  paid  (or  deemed  paid) 
by  the  corporation  prior  to  the  taxpayer's  stock  ownership  against 
U.S.  tax  on  the  taxpayer's  other  income.  Nor  can  the  taxpayer 
cross-credit  foreign  withholding  taxes  paid  on  dividends  out  of 
earnings  from  the  pre-ownership  period  against  U.S.  taxes  on 
income  other  than  dividends  from  that  corporation.  By  the  same 
token,  the  taxpayer  cannot  credit  its  other  foreign  taxes  against 
U.S.  tax  on  those  dividends. 
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6.  Separate  application  of  foreign  tax  credit  limitation  to  income 
of  controlled  foreign  corporations  under  the  look-through 
rules  in  general 

Present  Law 

Payments  by  controlled  foreign  corporations  to  U.S.  shareholders 

A  payment  of  interest,  rent,  or  a  royalty  is  ordinarily  character- 
ized as  separate  or  overall  limitation  income  under  the  general 
rules  defining  the  new  separate  limitation  categories  (sec.  904(d)(2)). 
Under  the  look-through  rules  of  new  Code  section  904(d)(3),  howev- 
er, any  interest,  rent,  or  royalty  which  is  received  or  accrued  from 
a  controlled  foreign  corporation  by  a  U.S.  shareholder  will  be  treat- 
ed as  separate  category  income  to  the  extent  it  is  properly  allocable 
to  separate  category  income  of  the  controlled  foreign  corporation. 

Without  a  mechanism  to  determine  which  set  of  rules  takes  prec- 
edence, the  application  of  the  look-through  rules,  on  the  one  hand, 
and  the  general  definitions  of  904(d)(2),  on  the  other,  could  produce 
conflicting  results.  For  example,  interest  paid  to  a  U.S.  shareholder 
by  a  controlled  foreign  corporation  earning  only  overall  limitation 
income  may  be  subject  to  a  high  withholding  tax.  Also,  interest 
may  be  paid  by  a  controlled  foreign  corporation  to  its  U.S.  share- 
holder to  finance  sales  by  the  U.S.  shareholder.  On  the  one  hand, 
this  interest  may  qualify  as  export  finance  interest;  on  the  other 
hand,  the  interest  may  be  properly  allocable  to  the  controlled  for- 
eign corporation's  income  unrelated  to  export  financing. 

Congress  intended  that  the  question  whether  interest  received 
from  a  controlled  foreign  corporation  by  a  U.S.  shareholder  of  the 
corporation  is  overall  limitation  income  or  a  separate  limitation 
type  of  income  generally  depend  upon  the  look-through  rules,  not 
upon  whether  the  payment  was  made  to  finance  an  export  or  upon 
whether  the  payment  bore  a  high  withholding  tax.  In  the  case  of 
high  withholding  tax  interest,  Congress  expected  the  IRS  to  pro- 
mulgate  regulations  specifying  circumstances  where  it  might  be 
necessary  to  reverse  the  priority  of  the  look-through  rule  in  order 
to  forestall  abuse  of  the  separate  basket  rules,  as  described  above. 

Under  the  high-tax  kick-out  of  section  904,  the  passive  income 
basket  generally  excludes  high-taxed  income,  that  is,  income  sub- 
ject to  foreign  taxes  paid  or  deemed  paid  by  the  taxpayer  at  rates 
higher  than  the  maximum  federal  rates.  As  with  financial  services 
income  and  shipping  income  discussed  above,  the  Act  provides  that 
for  purposes  of  applying  the  dividend  look-through  rule,  income 
that  would  otherwise  be  passive  basket  income  will  instead  go  into 
the  overall  limitation  basket  if  shown  to  be  subject  to  an  effective 
foreign  tax  rate  greater  than  90  percent  of  the  maximum  federal 
tax  rate. 

In  the  case  of  payments  of  interest,  rents,  and  royalties  to  the 
U.S.  shareholder  out  of  income  of  a  controlled  foreign  corporation 
that  would  otherwise  be  passive,  the  combined  effect  of  the  look-  | 
through  and  high-tax  kick-out  rules  may  have  been  unclear. 

De  minimis  exception 

If  a  controlled  foreign  corporation  has  no  foreign  base  company 
income  or  subpart  F  insurance  income  in  a  taxable  year  because 
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the  subpart  F  de  minimis  rule  (Code  sec.  954(b)(3)(A),  as  amended 
by  the  Act)  is  satisfied  for  that  year,  then  interest,  rents,  or  royal- 
ties paid  by  the  corporation  during  that  year  and  dividends,  to  the 
extent  treated  as  paid  from  that  year's  earnings  and  profits,  are 
not  treated  as  income  in  a  separate  limitation  category. 

Explanation  of  Provision 
Payments  by  controlled  foreign  corporations  to  U.S.  shareholders 

The  bill  clarifies  the  Act's  general  rule  that  income  of  a  U.S. 
shareholder  allocable  to  separate  category  income  of  a  controlled 
foreign  corporation  will  retain  that  character  in  the  hands  of  the 
U.S.  shareholder,  subject  to  the  high-tax  kick-out  (and  to  another 
exception,  described  above,  relating  to  interest  paid  by  a  controlled 
foreign  corporation  bearing  a  high  withholding  tax  but  attributable 
to  financial  services  income).  For  example,  the  bill  makes  it  explicit 
that  interest  that  technically  may  qualify  as  export  financing  inter- 
est paid  by  a  controlled  foreign  corporation  to  a  U.S.  shareholder 
out  of  the  corporation's  passive  income  will  be  in  the  shareholder's 
passive  basket  rather  than  its  overall  basket. 

The  bill  makes  it  clear  that  the  high-tax  kick-out  applies  only  at 
the  U.S.  shareholder  level,  not  at  the  controlled  foreign  corporation 
level.  Income  of  the  U.S.  shareholder  out  of  the  controlled  foreign 
corporation's  passive  income  will  be  subject  to  the  kick-out  based 
on  the  entire  amount  of  foreign  tax  imposed  on  the  U.S.  sharehold- 
er's income.  Thus,  where  a  withholding  tax  is  imposed  on  royalties 
paid  by  a  controlled  foreign  corporation  to  a  U.S.  shareholder  out 
of  the  corporation's  passive  income,  the  shareholder's  income  will 
be  in  the  overall  basket  if  the  withholding  tax  is  high  enough  to 
trigger  the  high-tax  kick-out  after  allocation  of  U.S.-borne  ex- 
penses. 

De  minimis  exception 

The  bill  limits  the  effect  of  the  provision  that  treats  income  satis- 
fying the  de  minimis  rule  as  non-separate  limitation  income.  Under 
the  bill,  this  treatment  applies  only  to  the  controlled  foreign  corpo- 
ration's foreign  base  company  income  (determined  without  regard 
to  deductions  otherwise  taken  into  account  for  subpart  F  purposes 
under  sec.  954(b)(5))  and  gross  insurance  income  for  the  taxable 
year,  as  that  term  is  generally  used  for  subpart  F  purposes. 

7.  Deemed-paid  credit 

Present  Law 

Separate  deemed  paid  foreign  tax  credit  limitations 

The  Act  clarifies  that  the  rules  for  credits  deemed  paid  on  the 
receipt  of  dividends  (Code  sec.  902)  and  the  subpart  F  deemed-paid 
credit  rules  (sec.  960),  as  well  as  the  general  foreign  tax  credit  limi- 
tation rules  (sec.  904(a)-(c))  and  the  separate  foreign  oil  and  gas  lim- 
itation rules  (sec.  907),  apply  separately  to  categories  of  income  sub- 
ject to  the  separate  limitations.  The  Act  also  gives  the  Secretary 
authority  to  provide  such  regulations  as  may  be  necessary  or  ap- 
propriate to  carry  out  both  sets  of  deemed-paid  credit  rules,  but  in 
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so  doing,  refers  to  specific  authority  to  regulate  the  separate  com- 
putation of  taxes  deemed  paid  on  separate  limitation  categories  of 
income  only  in  the  case  of  taxes  deemed  paid  on  account  of  divi- 
dends. 

Fresh  start  for  computing  discounted  unpaid  losses 

The  Act  provides  that  for  purposes  of  computing  the  deemed-paid 
foreign  tax  credit,  dividends  or  subpart  F  inclusions  are  considered 
made  first  from  the  post-1986  pool  of  all  the  distributing  corpora- 
tion's accumulated  earnings  and  profits.  Act  amendments  to  sub- 
chapter L  of  the  Code  that  limit  the  unpaid  loss  deductions  of  prop- 
erty and  casualty  insurance  companies  to  the  amount  of  their  dis- 
counted unpaid  losses  (new  sec.  846  of  the  Code)  may  result  in  a 
one-time  increase  in  earnings  for  such  a  company. 

In  general,  the  new  discounting  provisions  apply  to  taxable  years 
beginning  after  December  31,  1986.  A  fresh  start  is  provided  with 
respect  to  undiscounted  loss  reserves  applicable  to  the  last  taxable 
year  beginning  before  January  1,  1987.  Under  this  fresh  start  rule, 
the  difference  between  the  amount  of  undiscounted  loss  reserves 
and  the  discounted  balances  is  not  taken  into  income.  For  purposes 
of  calculating  any  adjustment  to  earnings  and  profits,  by  contrast, 
the  fresh  start  adjustment  is  to  be  taken  into  account  in  full  in  the 
first  taxable  year  to  which  the  discounting  provisions  apply. 

Blocked  income 

In  the  case  of  taxes  deemed  paid  under  section  902  on  dividends, 
the  Act  defines  the  term  ■  'post-1986  undistributed  earnings"  by  ref- 
erence to  the  definitions  of  earnings  and  profits  in  sections  964 
(prescribing  rules  for  the  computation  of  earnings  and  profits  of  a 
foreign  corporation)  and  986  (prescribing  rules  for  the  translation 
of  a  foreign  corporation's  foreign  currency  denominated  earnings 
into  dollars). 

Section  964  has  3  parts.  The  first  part  provides  generally  for  the 
computation  of  earnings  of  foreign  corporations  in  a  way  substan- 
tially similar  to  the  earnings  of  a  domestic  corporation,  with  some 
exceptions.  The  second  part  excludes  blocked  income,  for  purposes 
of  Code  sections  952,  955,  and  956,  from  earnings  and  profits  of  a 
controlled  foreign  corporation.  Blocked  income  is  income  that  is 
shown,  to  the  satisfaction  of  the  Secretary  of  the  Treasury,  to  be 
unavailable  for  distribution  by  a  controlled  foreign  corporation  to 
United  States  shareholders  due  to  currency  or  other  restrictions  or 
limitations  imposed  under  the  laws  of  any  foreign  country.  The 
third  part  provides  record-keeping  and  record  disclosure  rules  for 
purposes  of  enforcing  subpart  F  and  subpart  G  (relating  to  export 
trade  corporations). 

Explanation  of  Provision 
Separate  deemed  paid  foreign  tax  credit  limitations 

The  bill  clarifies  that  the  Secretary's  authority  to  provide  regula- 
tions to  carry  out  the  provisions  of  the  subpart  F  deemed-paid 
credit  rules  is  to  include  authority  to  provide  for,  inter  alia,  sepa- 
rate computations  of  taxes  deemed  paid  upon  inclusions  under  sub- 
part F  (as  well  as  separate  computations  of  taxes  deemed  paid  in 
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connection  with  dividends)  to  reflect  the  separate  limitations  appli- 
cable to  separate  types  of  income  and  loss. 

Fresh  start  for  computing  discounted  unpaid  losses 

The  bill  provides  that  any  increase  in  earnings  and  profits  under 
the  discounting  fresh  start  provision  of  the  Act  would  be  phased  in 
ratably  over  10  years  for  purposes  of  computing  the  post-1986  un- 
distributed earnings  of  a  foreign  corporation  paying  dividends,  or 
earning  income,  that  bring  up  to  its  shareholders  deemed-paid  for- 
eign tax  credits.  Thus,  the  one-time  increase  in  current  earnings 
and  profits  of  a  controlled  foreign  corporation  under  the  discount- 
ing fresh  start  provision  will  not  result  in  a  sudden  dilution  of 
creditable  foreign  taxes  as  a  percentage  of  dividends  and  subpart  F 
inclusions. 

Blocked  income 

The  bill  provides  that  for  purposes  of  the  deemed-paid  credit  on 
dividends,  "post-1986  undistributed  earnings"  of  a  foreign  corpora- 
tion are  computed  without  reference  to  the  blocked  income  rules. 
Thus,  the  bill  clarifies  that  the  percentage  of  foreign  taxes  brought 
up  by  a  dividend  is  unaffected  by  the  portion  of  earnings,  if  any, 
that  represent  blocked  income. 

8.  Recapture  of  foreign  separate  limitation  losses 

Present  Law 

The  1986  Act  provided  express  rules  to  clarify  that  losses  in  the 
new  and  existing  separate  limitation  baskets  do  not  reduce  U.S. 
taxable  income  before  foreign  taxable  income  (new  Code  sec. 
904(f)(5)).  The  new  rules  provide  that  losses  for  any  taxable  year  in 
a  separate  foreign  tax  credit  limitation  basket  and  in  the  overall 
limitation  basket  offset  U.S.  source  income  only  to  the  extent  that 
the  aggregate  amount  of  such  losses  exceeds  the  aggregate  amount 
of  foreign  income  earned  in  other  baskets.  These  losses  (to  the 
extent  that  they  do  not  exceed  foreign  income  for  the  year)  are  to 
be  allocated  on  a  proportionate  basis  among  (and  operate  to  reduce) 
the  foreign  income  baskets  in  which  the  entity  earns  income  in  the 
loss  year. 

By  analogy  to  the  overall  foreign  extraction  loss  recapture  rules 
of  section  907(c)(4),  the  Act  further  provides  a  loss  recharacteriza- 
tion rule  that  applies  to  subsequent  income.  Where  a  basket  previ- 
ously showed  a  separate  limitation  loss  which  was  allocated  against 
income  in  other  baskets,  subsequent  income  in  the  loss  basket  will 
be  recharacterized  as  income  of  the  type  that  it  previously  offset,  in 
proportion  to  the  prior  loss  allocation  not  previously  taken  into  ac- 
count under  this  recharacterization  provision. 

In  addition  to  the  Act's  new  separate  basket  loss  recapture  provi- 
sion and  the  overall  foreign  extraction  loss  recapture  rules  upon 
which  the  former  is  based,  the  Code  provides  a  third  rule,  in  effect 
since  1976,  for  recapture  of  overall  foreign  losses.  This  rule  is  de- 
signed to  prevent  taxpayers  from  benefiting  from  a  combination  of 
forgiveness  of  U.S.  tax  on  a  portion  of  current  U.S.  income  (result- 
ing from  the  use  of  an  overall  foreign  loss  to  reduce  worldwide  tax- 
able income  below  U.S.  taxable  income)  and  an  allowance  of  a  for- 
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eigri  tax  credit  with  respect  to  the  full  amount  of  subsequent  years' 
foreign  income.  Under  the  rule,  a  portion  of  foreign  taxable  income 
earned  after  an  overall  foreign  loss  year  is  treated  as  U.S.  taxable 
income  for  foreign  tax  credit  purposes  (Code  sec.  904(f)(l)-(4)). 

Section  904(f)(3)  contains  gain  recognition  and  characterization 
rules  to  ensure  the  recapture  of  an  overall  foreign  loss  where  prop- 
erty which  was  used  in  a  trade  or  business,  and  which  was  used 
predominantly  outside  of  the  United  State,  is  disposed  of  prior  to 
the  time  the  loss  has  been  recaptured  by  recharacterizing  foreign 
income  as  U.S.  taxable  income.  Under  section  904(f)(3),  gain  on 
such  a  disposition  is  viewed  as  foreign  source  income  to  be  rechar- 
acterized as  U.S.  source  income  until  the  loss  is  fully  recaptured. 
Recapture  occurs  regardless  of  whether  gain  would  otherwise  have 
been  recognized  on  the  disposition.  There  is  no  provision  analogous 
to  section  904(f)(3)  in  the  recapture  rules  for  foreign  oil  and  gas  ex- 
traction losses,  or  in  the  Act's  new  separate  limitation  loss  recap- 
ture provision. 

Explanation  of  Provision 

The  bill  adds  a  provision  to  the  Act's  separate  loss  recharacteri- 
zation rules  stating  that  recognition  rules  similar  to  those  of 
904(f)(3),  applicable  to  an  overall  foreign  loss,  shall  apply  to  any  dis- 
position of  property,  the  gain  from  which  would  be  in  an  income 
category  whose  separate  limitation  loss  was  allocated  against  any 
separate  limitation  income.  Thus,  the  bill  achieves  a  result  consist- 
ent with  the  general  loss  recharacterization  rules  of  the  Act  in  the 
case  where  losses  in  a  category  have  been  allocated  against  income 
in  the  other  categories,  and  property  generating  income  in  the  loss 
category  is  disposed  of  at  a  gain  (whether  or  not  the  gain  would  be 
recognized  for  other  Code  purposes)  before  income  in  the  other  cat- 
egories has  been  restored  to  the  full  extent  of  losses  allocated 
against  them. 

9.  Transitional  rule  for  excess  credit  carryforwards 

Present  Law 

Under  the  Act,  foreign  tax  credit  carryforwards  allowed  for  for- 
eign taxes  paid  in  pre-effective  date  tax  years  (that  is,  years  begin- 
ning before  1987,  to  which  the  Act  amendments  to  the  foreign  tax 
credit  rules  generally  do  not  apply)  generally  reduce  the  U.S.  tax 
in  post-effective  date  years  (that  is,  years  beginning  after  1986)  on 
income  of  the  same  limitation  type  as  the  income  on  which  the  car- 
ried forward  taxes  were  imposed.  For  example,  the  Act  provides 
that  foreign  tax  credit  carryforwards  of  foreign  taxes  paid  in  pre- 
effective  date  taxable  years  on  income  then  subject  to  the  overall 
limitation  generally  are  to  reduce  the  U.S.  tax  in  post-effective 
date  taxable  years  on  overall  limitation  income  as  newly  defined  by 
the  Act.  Similarly,  carryforwards  from  the  prior  law  basket  for  in- 
terest are  to  reduce  U.S.  tax  on  post-effective  date  passive  income. 

However,  the  Act  provides  that  pre-effective  date  excess  credits 
for  taxes  on  overall  limitation  income  can  be  carried  to  post-effec- 
tive date  years  to  reduce  the  U.S.  tax  on  shipping  income  to  the 
extent  that  the  taxpayer  establishes  to  the  satisfaction  of  the  Secre- 
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tary  that  the  overall  limitation  income  on  which  the  taxes  were 
paid  would  have  been  classified  as  shipping  income  had  it  been 

i  earned  after  the  Act's  effective  date.  Similarly,  in  the  case  of  an 
entity  predominantly  engaged  (in  both  the  carry-from  and  carry-to 
years)  in  the  active  conduct  of  a  banking,  insurance,  financing,  or 
similar  business  the  Act  provides  that  pre-effective  date  excess 
credits  for  taxes  on  overall  limitation  income  can  be  carried  to 
post-effective  date  years  to  reduce  the  U.S.  tax  on  financial  services 
income  to  the  extent  that  the  taxpayer  establishes  to  the  satisfac- 

i  tion  of  the  Secretary  that  the  overall  limitation  income  on  which 
the  taxes  were  paid  would  have  been  classified  as  financial  services 
income  had  it  been  earned  after  the  Act's  effective  date. 

Explanation  of  Provisions 

The  bill  provides  that  pre-effective  date  excess  credits  for  taxes 
on  overall  limitation  income  can  be  carried  to  post-effective  date 
years  to  reduce  the  U.S.  tax  on  high  withholding  tax  income  to  the 
extent  that  the  taxpayer  chooses  to  and  does  establish  to  the  satis- 
faction of  the  Secretary  that  the  overall  limitation  income  on 
which  the  taxes  were  paid  would  have  been  classified  as  high  with- 
holding tax  income  under  the  Act's  substantive  rules  (that  is, 
under  the  Act  without  regard  to  the  transitional  rule  for  qualified 
loans,  discussed  above).  For  example,  a  gross  basis  tax  of  5  percent 
or  more,  paid  by  a  bank  in  a  pre-effective  date  year  on  interest 
earned  in  the  conduct  of  its  banking  business,  could  be  carried  for- 
ward to  reduce  residual  U.S.  taxes  (if  any)  on  its  post-effective  date 
high  withholding  tax  interest,  rather  than  taxes  on  income  in  the 
overall  basket.  As  another  example,  the  bill  would  enable  a  manu- 
facturer with  excess  post-effective  date  credits  on  its  foreign  manu- 
facturing income,  but  excess  limitation  on  its  high  withholding  tax 
interest,  to  use  credit  carryforwards  for  5  percent  or  more  gross- 
basis  taxes  paid  on  pre-effective  date  overall  basket  interest  to 
offset  the  residual  U.S.  tax  on  post-effective  date  high  withholding 
tax  interest. 


B.  Source  Rules 


1.  Determination  of  source  in  case  of  sales  of  personal  property 
(sec.  10212(d)  of  the  bill,  sec.  1211  of  the  Reform  Act,  and 
sees.  864  and  865  of  the  Code) 

Present  Law 

Overview 

Prior  to  the  Act,  the  source  of  income  derived  from  the  sale  of 
personal  property  generally  was  determined  by  the  place  of  sale 
(commonly  referred  to  as  the  "title  passage"  rule).  While  the  Act 
did  not  change  the  place-of-sale  rule  for  most  inventory  sales,  the 
Act  generally  did  replace  the  place-of-sale  rule  for  sales  of  other 
personal  property  with  a  residence-of-the-seller  rule. 

Under  the  residence-of-the-seller  rule  (new  sec.  865),  income  de- 
rived by  U.S.  residents  from  the  sale  of  personal  property,  tangible 
or  intangible,  generally  is  sourced  in  the  United  States.  Similarly, 
income  derived  by  a  nonresident  of  the  United  States  from  the  sale 
of  personal  property,  tangible  or  intangible,  generally  is  treated  as 
foreign  source.  For  purposes  of  determining  source,  the  term  sale 
does  not  include  a  sale  of  intangible  property  to  the  extent  pay- 
ments received  in  consideration  for  the  sale  are  contingent  on  the 
productivity,  use,  or  other  disposition  of  the  property.  Payments 
that  are  so  contingent  are  treated  like  royalties  in  determining 
their  source. 

Definition  of  resident 

The  Act  provided  new  definitions  of  a  U.S.  resident  and  nonresi- 
dent for  source  rule  purposes  (sec.  865)  that  differ  somewhat  from 
the  existing  resident  alien  definitions  {see,  e.g.,  sec.  7701(b)). 

An  individual  is  a  resident  of  the  United  States  for  purposes  of 
section  865  if  the  individual  has  a  tax  home  (as  defined  in  sec- 
911(d)(3))  in  the  United  States.  Any  corporation,  partnership,  trust, 
or  estate  which  is  a  United  States  person  (as  defined  in  sec. 
7701(a)(30))  is  a  U.S.  resident  for  this  purpose.  Other  individuals 
and  entities  generally  are  nonresidents  for  purposes  of  these  source 
rules.  A  U.S.  citizen  or  resident  alien  can  be  treated  as  a  nonresi- 
dent for  purposes  of  these  source  rules  if  he  or  she  has  a  tax  home 
outside  the  United  States.  The  same  individual  can  also  be  treated 
as  a  nonresident  if  he  or  she  has  no  tax  home  (a  condition  that 
might  be  possible,  for  example,  in  the  case  of  a  traveling  salesper- 
son). This  latter  result  may  occur  even  if  the  individual  pays  only  a 
minimal  foreign  tax  on  income  covered  by  these  source  rules. 

Under  the  Act,  regulations  are  to  be  prescribed  by  the  Secretary 
carrying  out  the  purposes  of  the  Act's  source  rule  provisions.  One 
area  where  it  was  contemplated  that  regulations  may  be  required 
is  to  prevent  persons  from  establishing  partnerships  or  corpora- 
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tions,  for  example,  to  change  their  residence  to  take  advantage  of 
the  new  rules.  It  was  anticipated  that  the  establishment  of  an  anti- 
abuse  rule  to  treat,  for  example,  a  foreign  partnership  as  a  U.S. 
resident  to  the  extent  its  partners  are  U.S.  persons  would  be  appro- 
priate. 

United  States  citizens  and  resident  aliens  who  have  tax  homes 
outside  the  United  States  are  nevertheless  considered  U.S.  resi- 
dents in  one  case.  This  case  occurs  when  income  from  a  sale  is  not 
subject  to  an  effective  foreign  income  tax  of  10  percent  or  more. 
This  level-of-tax  rule  prevents  U.S.  citizens  and  resident  aliens 
from  generating  zero-  or  low-taxed  foreign  source  income  that 
might  otherwise  escape  all  tax.  As  a  consequence  of  retaining  prior 
law's  place-of-sale  rule  for  income  derived  from  the  sale  of  invento- 
ry and  gain  in  excess  of  recapture  derived  from  the  sale  of  depre- 
ciable personal  property,  the  level-of-tax  rule  does  not  apply  to 
sales  of  these  types  of  personal  property  but  does  apply  to  sales  of 
all  other  types  of  personal  property. 

Exceptions  to  residence  rule 

Income  derived  from  the  sale  of  depreciable  personal  property 

The  residence-of-the-seller  rule  does  not  apply  to  income  derived 
from  the  sale  of  depreciable  personal  property,  to  the  extent  of 
prior  depreciation  deductions.  This  income  is  sourced  under  a  re- 
capture principle.  Specifically,  gain  to  the  extent  of  prior  deprecia- 
tion deductions  from  the  sale  of  depreciable  personal  property  is 
sourced  in  the  United  States  if  the  depreciation  deductions  giving 
rise  to  the  gain  were  previously  allocated  against  U.S.  source 
income.  If  the  deductions  giving  rise  to  the  gain  were  previously  al- 
located against  foreign  source  income,  gain  from  the  sale  (to  the 
extent  of  prior  deductions)  is  sourced  foreign.  If  personal  property 
is  used  predominantly  in  the  United  States  for  any  taxable  year, 
the  taxpayer  is  to  treat  the  allowable  deductions  for  the  year  as 
being  allocable  entirely  against  U.S.  source  income.  If  personal 
property  is  used  predominantly  outside  the  United  States  for  any 
taxable  year,  the  taxpayer  is  to  treat  the  allowable  deductions  for 
such  year  as  being  allocable  entirely  against  foreign  source  income. 
(This  special  predominant-use  rule  does  not  apply  for  certain  per- 
sonal property  generally  used  outside  the  United  States,  namely, 
personal  property  described  in  sec.  48(a)(2)(B).)  These  rules  apply 
without  regard  to  the  residence  of  the  taxpayer. 

Depreciable  personal  property  is  any  personal  property  if  the  ad- 
justed basis  of  the  property  includes  depreciation  adjustments. 
Thus,  intangible  property  for  which  an  amortization  deduction  is 
allowable  is  considered  depreciable  personal  property.  With  respect 
to  sales  of  intangible  property,  however,  it  is  unclear  under  the  Act 
whether  the  recapture  rule  applies  to  gain  to  the  extent  of  amorti- 
zation recapture,  and  whether  the  general  intangible  rules  or  the 
place-of-sale  rule  as  retained  under  the  Act  applies  to  gain  in 
excess  of  amortization  recapture. 
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Income  attributable  to  an  office  or  other  fixed  place  of  busi- 
ness 

The  residence-of-the-seller  rule  does  not  apply  to  income  derived 
from  the  sale  of  personal  property  when  the  sale  is  attributable  to 
an  office  or  other  fixed  place  of  business  outside  the  seller's  resi- 
dence. 

For  U.S.  residents,  this  office  rule  applies  to  certain  income  de- 
rived from  the  sale  of  personal  property  when  the  sale  is  attributa- 
ble to  an  office  or  other  fixed  place  of  business  maintained  by  the 
taxpayer  outside  the  United  States  but  only  if  an  effective  foreign 
income  tax  of  10  percent  or  more  is  paid  to  a  foreign  country  on 
the  income  from  the  sale.  It  is  unclear  under  the  Act  if  the  office 
rule  applies  to  income  (in  the  form  of  noncontingent  payments)  de- 
rived from  the  sale  of  intangible  property  by  a  U.S.  resident  when 
the  sale  is  attributable  to  a  fixed  place  of  business  in  a  foreign 
country  and  the  U.S.  resident  pays  an  income  tax  at  an  effective 
rate  of  10  percent  or  more. 

Income  derived  from  the  sale  of  stock  in  foreign  affiliates 

The  residence-of-the-seller  rule  does  not  apply  to  income  derived 
by  U.S.  corporations  from  the  sale  of  stock  in  certain  foreign  affili- 
ates. If  a  U.S.  corporation  sells  stock  of  a  foreign  affiliate  in  the 
foreign  country  in  which  the  affiliate  derived  from  the  active  con- 
duct of  a  trade  or  business  more  than  50  percent  of  its  gross  income 
for  the  3-year  period  ending  with  the  close  of  the  affiliate's  taxable 
year  immediately  preceding  the  year  during  which  the  sale  occurs, 
any  gain  from  the  sale  is  foreign  source.  An  affiliate,  for  this  pur- 
pose, is  any  foreign  corporation  whose  stock  is  at  least  80  percent 
owned  (by  both  voting  power  and  value).  It  is  unclear  under  the 
Act  if  this  rule  applies  only  to  gain  from  the  sale  of  stock  in  corpo- 
rations directly  engaged  in  an  active  trade  or  business  or  also  ap- 
plies to  gain  from  the  sale  of  stock  in  corporations  indirectly  en- 
gaged in  an  active  trade  or  business  (for  example,  through  a  locally 
incorporated  subsidiary). 

Other  rules 

Prior  to  the  Act,  foreign  source  income  derived  from  the  sale  of 
inventory  property  by  a  foreign  person  generally  was  treated  as  ef- 
fectively connected  with  the  conduct  of  a  U.S.  trade  or  business  if 
the  sale  was  attributable  to  a  U.S.  office  (or  other  fixed  place  of 
business)  and  sold  through  the  U.S.  office.  The  Act  repealed  this 
rule  but  generally  made  income  derived  from  the  sale  of  any  per- 
sonal property  (including  inventory  property)  by  a  nonresident  (as  . 
defined  in  section  865  for  personal  property  source  rule  purposes) 
U.S.  source  when  the  sale  is  attributable  to  a  U.S.  office  (or  other 
fixed  place  of  business).  Because  the  Act  also  generally  retains  the 
place-of-sale  rule  for  sales  of  inventory  property  by  residents  (as  de- 
fined in  section  865),  the  repeal  of  the  effectively  connected  rule 
would  allow  residents  who  are  treated  for  general  purposes  (outside 
section  865)  as  nonresident  aliens  to  avoid  U.S.  tax  on  income  at-  ! 
tributable  to  a  U.S.  office  by  placing  sales  of  inventory  property 
outside  the  United  States. 
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The  Act's  legislative  history  indicated  that  Congress  intended 
that  the  Act's  source  rule  changes  prevail  over  treaty  source  rules 
for  foreign  tax  credit  limitation  purposes  to  the  extent  necessary  to 
insure  that  income  not  taxed  by  a  foreign  country  not  escape  U.S. 
tax  as  well.  This  policy  was  to  apply  to  all  the  source  rule  changes 
in  the  Act,  not  just  those  applicable  to  personal  property.  Although 
the  Act  and  its  legislative  history  did  not  specifically  address  cases 
where  some  foreign  tax  may  be  paid  on  income  treated  as  U.S. 
source  under  the  Act,  application  of  the  later-in-time  principle 
would  result  in  the  Act's  rules  prevailing  over  any  conflicting  pre- 
existing treaty  provisions. 

Explanation  of  Provision 

Definition  of  resident 

The  bill  modifies  the  definition  of  resident  for  source  rule  pur- 
poses in  the  case  of  individuals  and  partnerships.  First,  the  bill 
treats  any  U.S.  citizen  or  resident  alien  as  a  U.S.  resident  if  he  or 
she  does  not  have  a  tax  home  in  a  foreign  country  and,  as  under 
present  law,  it  treats  any  nonresident  alien  as  a  U.S.  resident  if  he 
or  she  has  a  tax  home  in  the  United  States.  A  U.S.  citizen  or  resi- 
dent alien  who  has  a  tax  home  in  a  foreign  country  is  treated  as  a 
nonresident  for  source  rule  purposes  as  is  a  nonresident  alien  who 
does  not  have  a  tax  home  in  the  United  States. 

Second,  whereas  the  Act  generally  determined  the  source  of 
income  derived  from  sales  of  personal  property  by  treating  a  part- 
nership as  a  U.S.  resident  or  nonresident  based  on  its  situs,  the  bill 
makes  these  determinations  at  the  partner  level,  except  as  provid- 
ed in  regulations.  In  determining  source,  the  committee  intends 
that,  consistent  with  the  attribution  of  a  U.S.  trade  or  business 
under  Code  section  875,  a  U.S.  office  or  other  fixed  place  of  busi- 
ness of  the  partnership  will  be  attributed  to  its  partners.  Similarly, 
it  is  anticipated  that  a  partnership's  foreign  office  will  be  attrib- 
uted to  its  partners  as  long  as  the  office  is  considered  a  permanent 
establishment  in  the  foreign  country. 

The  bill  provides  regulatory  authority  to  determine  source  at  the 
partnership  level,  for  example,  in  cases  where  it  is  not  administra- 
tively possible  to  apply  the  rules  at  the  partner  level.  For  example, 
it  may  be  appropriate  to  determine  source  at  the  partnership  level 
in  the  case  of  a  publicly  traded  partnership  which  has  hundreds  of 
partners. 

The  bill  also  modifies  the  10-percent  tax  payment  requirement 
(applicable  to  U.S.  citizens  and  resident  aliens  maintaining  tax 
homes  in  a  foreign  country)  for  bona  fide  residents  of  Puerto  Rico. 
The  10-percent  tax  payment  requirement  is  waived  for  an  individ- 
ual who  is  a  bona  fide  resident  of  Puerto  Rico  for  the  entire  taxable 
year  on  the  sale  of  stock  of  a  corporation  which  (directly  or  indi- 
rectly) (1)  is  engaged  in  an  active  trade  or  business  in  Puerto  Rico, 
and  (2)  derives  from  the  active  conduct  of  a  trade  or  business  in 
Puerto  Rico  more  than  50  percent  of  its  gross  income  for  the  3 
years  preceding  the  year  of  sale.  Under  this  rule,  bona  fide  resi- 
dents of  Puerto  Rico  who  sell  stock  in  certain  corporations  doing 
business  in  Puerto  Rico  generate  Puerto  Rican  source  income  and, 
thus,  retain  the  benefits  of  section  933. 
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Exceptions  to  residence  rule 

Income  derived  from  the  sale  of  intangibles 

The  bill  clarifies  that  income  to  the  extent  of  previously  allowed 
amortization  deductions  derived  from  the  sale  of  amortizable  intan- 
gible property  is  sourced  under  the  Act's  recapture  rule.  The  recap- 
ture rule  applies  whether  or  not  the  payments  in  consideration  for 
the  sale  are  contingent  on  the  productivity,  use,  or  disposition  of 
the  property.  For  sales  where  the  payments  are  so  contingent,  the 
committee  intends  that  the  source  of  all  payments  will  be  deter- 
mined under  the  recapture  rule  until  the  entire  recapture  amount 
has  been  recaptured,  and  that  any  remaining  payments  will  be 
sourced  under  the  general  intangible  rules. 

The  bill  also  clarifies  that  gain  derived  from  the  sale  of  intangi- 
ble property  in  excess  of  amortization  recapture  is  sourced  under 
the  residence-of-the-seller  rule  when  the  payments  in  consideration 
for  the  sale  are  not  contingent  on  the  productivity,  use,  or  disposi- 
tion of  the  property.  When  payments  are  so  contingent,  the  source 
rule  for  royalties  applies  to  the  gain. 

Income  attributable  to  an  office  or  other  fixed  place  of  busi- 
ness 

The  bill  clarifies  that  the  office  rule  as  it  applies  to  U.S.  persons 
also  applies  to  a  sale  of  intangible  property  when  the  payments  in 
consideration  for  the  sale  are  not  contingent  on  the  productivity, 
use,  or  disposition  of  the  property.  Thus,  a  U.S.  resident  who  sells 
intangible  property  for  noncontingent  payments  generates  foreign 
source  income  as  long  as  the  sale  is  attributable  to  a  foreign  office 
and  an  effective  rate  of  foreign  income  tax  of  at  least  10  percent  is 
paid  on  the  income  derived  from  the  sale. 

The  bill  also  modifies  the  office  rule  to  conform  with  the  Act's 
source  rules  governing  space  and  ocean  activities.  This  modification 
provides  that  the  office  rule  applies  to  U.S.  persons  only  if  they 
maintain  an  office  in  a  foreign  country,  rather  than  outside  the 
United  States.  The  bill  makes  similar  conforming  amendments  to 
the  Act's  other  source  rule  provisions. 

Income  derived  from  the  sale  of  stock  in  foreign  affiliates 

The  bill  clarifies  that  income  derived  from  the  sale  of  stock  of  a 
foreign  affiliate  which  wholly  owns  another  foreign  corporation  is 
treated  as  foreign  source  income  in  certain  cases.  Upon  an  election 
by  the  U.S.  resident,  as  long  as  either  the  parent  or  the  subsidiary 
is  engaged  in  an  active  trade  or  business  in  the  country  in  which 
the  sale  occurs  and  50  percent  of  the  gross  income  of  the  holding 
company  and  the  subsidiary  combined  for  a  three-year  period  is  de- 
rived from  the  active  conduct  of  a  trade  or  business  in  that  foreign 
country,  then  gain  on  the  sale  of  stock  in  the  holding  company  will 
be  treated  as  foreign  source. 

Other  rules 

The  bill  reinstates  the  provision  repealed  by  the  Act  that  treats 
foreign  source  income  derived  from  certain  sales  of  inventory  prop- 
erty by  a  foreign  person  as  effectively  connected  with  the  conduct 
of  a  U.S.  trade  or  business.  This  provision  is  necessary  to  ensure 
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that  foreign  persons  who  have  a  substantial  presence  in  the  United 
States,  who  may  be  treated  as  U.S.  residents  for  source  rule  pur- 
poses but  as  nonresidents  for  general  purposes,  are  taxed  on 
income  derived  from  sales  of  inventory  property. 

The  bill  codifies  and  expands  upon  the  Act's  legislative  history 
by  providing  (in  connection  with  the  changes  to  sec.  7852(d))  that 
the  Act's  source  rule  changes  generally  prevail  over  any  conflicting 
treaty  source  rules  under  the  general  later-in-time  rule.  The  bill 
does  provide,  however,  an  exception  to  the  general  later-in-time 
rule.  Under  this  exception,  if  a  taxpayer,  by  claiming  treaty  bene- 
fits, treats  as  foreign  source  any  gain  derived  from  the  sale  of  stock 
in  a  treaty  country  corporation  or  of  an  intangible  which  would  be 
U.S.  source  under  the  Act,  then  foreign  taxes  on  that  gain  cannot 
offset  U.S.  tax  on  any  other  item  of  income,  and  foreign  taxes  on 
any  other  item  of  income  cannot  offset  U.S.  tax  on  that  gain.  For 
example,  under  the  Act,  gain  from  the  sale  of  stock  in  a  less-than- 
80-percent  owned  foreign  corporation  by  a  U.S.  resident  is  U.S. 
source.  A  treaty  may  treat  that  income  as  foreign  source.  Under 
the  bill,  that  income  is  subject  to  U.S.  tax  as  foreign  source  income, 
but  the  U.S.  resident  may  credit  only  foreign  tax  imposed  on  that 
income  against  the  U.S.  tax  imposed  on  that  income. 

2.  Special  rules  for  exemption  from  U.S.  tax  on  U.S.  source  trans- 
portation income  (sec.  10212(e)  of  the  bill,  sec.  1212  of  the 
Reform  Act,  and  sees.  872  and  883  of  the  Code) 

Present  Law 

The  Code's  reciprocal  exemption  provisions  sometimes  exempt 
foreign  persons  from  U.S.  tax  on  U.S.  source  transportation 
income.  Prior  to  the  Act,  the  reciprocal  exemption  provisions  ex- 
empted foreign  persons  from  U.S.  tax  on  earnings  derived  from  the 
operation  of  ships  (or  aircraft)  documented  under  the  laws  of  a  for- 
eign country  if  that  country  exempted  U.S.  citizens  and  domestic 
corporations  from  its  tax.  The  Act  modified  these  provisions  to  pro- 
vide the  exemption  from  U.S.  tax  only  to  alien  individuals  who  are 
residents  of,  and  foreign  corporations  organized  in,  a  foreign  coun- 
try which  grants  U.S.  citizens  and  domestic  corporations  an  equiva- 
lent exemption. 

A  foreign  corporation,  in  addition  to  having  to  be  organized  in  a 
country  that  grants  U.S.  persons  an  equivalent  exemption,  must 
also  satisfy  a  residence-based  requirement  to  obtain  U.S.  tax  ex- 
emption. Under  the  residence-based  requirement,  the  ultimate  indi- 
vidual owners  of  more  than  50  percent  of  the  value  of  the  stock  of 
the  foreign  corporation  must  be  residents  of  a  foreign  country  that 
grants  U.S.  citizens  and  domestic  corporations  an  equivalent  ex- 
emption. Thus,  it  is  not  enough  for  the  foreign  corporation  to  be 
organized  in  a  foreign  country  which  grants  U.S.  citizens  and  do- 
mestic corporations  an  equivalent  exemption:  individuals  ultimate- 
ly owning  most  of  its  stock  must  reside  in  such  a  country  as  well. 
Ultimate  individual  ownership  is  determined  by  treating  stock 
owned  directly  or  indirectly  by  or  for  any  entity  (for  example,  a 
corporation,  partnership,  or  trust)  as  being  actually  owned  by  the 
stockholder  (or  partner,  grantor,  or  beneficiary,  as  the  case  may  be) 
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of  that  entity  and  by  further  attributing  that  ownership  to  its 
owners  if  necessary  to  reach  individual  owners. 

The  residence-based  requirement  does  not  apply  to  any  foreign 
corporation  organized  in  a  foreign  country  that  exempts  U.S.  per- 
sons from  its  tax  if  the  stock  of  the  corporation  is  primarily  and 
regularly  traded  on  an  established  securities  market  in  that  foreign 
country.  This  publicly  traded  exception  also  covers  a  foreign  corpo- 
ration that  is  wholly  owned  by  a  second  corporation  organized  in 
the  same  country  as  the  first  foreign  corporation  if  the  stock  of  the 
second  foreign  corporation  is  primarily  and  regularly  traded  on  an 
established  securities  market  in  that  country. 


The  bill  modifies  the  reciprocal  exemption  provisions  so  that 
they  operate  independently  with  respect  to  nonresident  alien  indi- 
viduals and  foreign  corporations.  Thus,  for  a  nonresident  alien  indi- 
vidual to  be  exempt  from  U.S.  tax,  his  or  her  country  of  residence 
need  exempt  only  U.S.  citizens  from  its  tax.  Similarly,  for  a  foreign 
corporation  to  be  exempt  from  U.S.  tax,  its  country  of  organization 
need  exempt  only  U.S.  corporations  from  that  country's  tax. 

The  bill  modifies  the  publicly  traded  exception  to  the  residence- 
based  requirement.  This  modification  provides  that  if  a  foreign  cor- 
poration is  organized  in  a  country  which  exempts  U.S.  corporations 
from  that  country's  tax  and  the  foreign  corporation's  stock  is  pri- 
marily and  regularly  traded  on  an  established  securities  market  in 
that  country,  then  any  stock  owned  by  that  corporation  in  another 
foreign  corporation  that  is  organized  in  a  foreign  country  which  ex- 
empts U.S.  corporations  from  that  country's  tax  shall  be  treated  as 
owned  by  individuals  who  are  resident  in  the  country  in  which  the 
corporate  shareholder  is  organized.  Thus,  for  example,  if  four  for- 
eign corporations  own  all  the  stock  of  another  foreign  corporation, 
all  five  corporations  are  organized  in  countries  which  exempt  U.S. 
corporations  from  their  tax,  and  the  stock  of  the  first  four  corpora- 
tions is  primarily  and  regularly  traded  on  established  securities 
markets  in  their  respective  countries,  then  the  stock  of  each  of  the 
four  corporations  shall  be  treated  as  owned  by  individuals  resident 
in  the  four  corporations'  respective  countries  of  organization.  Since 
more  than  50  percent  of  the  value  of  the  stock  of  the  fifth  corpora- 
tion  is  considered  owned  by  residents  of  countries  which  exempt 
U.S.  persons  from  their  tax,  the  fifth  corporation  is  eligible  under 
the  bill  for  the  reciprocal  exemption. 

3.  Source  rule  for  space  and  certain  ocean  activities  (sec.  10212(f) 
of  the  bill,  sec.  1213  of  the  Reform  Act,  and  sec.  863  of  the 
Code) 


The  Act  enacted  source  rules  for  activities  conducted  in  space,  on 
or  beneath  the  ocean,  and  on  Antarctica.  In  defining  the  term 
'  'space  or  ocean  activity",  the  Act  excluded  an  activity  giving  rise 
to  international  communications  income.  The  Act  defined  interna- 
tional communications  income  to  include  all  income  derived  from 
the  transmission  of  communications  or  data  from  the  United  States 


Explanation  of  Provision 


Present  Law 
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to  any  foreign  country  or  from  any  foreign  country  to  the  United 
States.  The  Act  did  not  define  foreign  country  for  this  purpose. 

Explanation  of  Provision 

The  bill  modifies  the  definition  of  international  communications 
income  to  include  all  income  derived  from  the  transmission  of  com- 
munications or  data  from  the  United  States  to  any  possession  of 
the  United  States  (and  vice-versa)  as  well  as  to  any  foreign  country. 

4.  Limitations  on  special  treatment  of  80/20  corporations  (sec. 
10212(g)  of  the  bill,  sec.  1214  of  the  Reform  Act,  and  sees.  861, 
864,  907  and  2105  of  the  Code) 

Present  Law 

Prior  to  the  Act,  a  U.S.  corporation's  dividend  and  interest  pay- 
ments were  foreign  source  and  not  subject  to  U.S.  withholding  tax 
when  at  least  80  percent  of  the  U.S.  corporation's  income  over  the 
prior  three  years  was  from  foreign  sources  (this  type  of  corporation 
was  commonly  referred  to  as  an  80/20  company).  The  Act  repealed 
prior  law  as  it  applied  to  dividends  paid  by  an  80/20  company 
(other  than  dividends  paid  by  a  possessions  corporation)  and  treats 
dividends  paid  by  U.S.  corporations  as  U.S.  source.  Dividends  re- 
ceived by  foreign  persons  from  U.S.  corporations,  though  treated  as 
U.S.  source,  receive  look-through  treatment  for  U.S.  withholding 
tax  purposes  when  the  corporation  satisfies  an  active  foreign  busi- 
ness requirement.  In  such  a  case,  the  amount  of  the  withholding 
tax  exemption  is  based  on  the  source  of  the  income  earned  by  the 
U.S.  corporation.  With  respect  to  interest  payments  by  a  U.S.  cor- 
poration, the  Act  generally  treats  the  interest  as  U.S.  source  unless 
the  corporation  satisfies  the  active  foreign  business  requirement.  If 
the  active  foreign  business  requirement  is  met,  the  Act  treats  inter- 
est paid  by  a  U.S.  corporation  as  foreign  source  if  the  interest  is 
paid  to  an  unrelated  party  and  as  having  a  prorated  source  based 
on  the  source  of  the  payor's  income  if  the  interest  is  paid  to  a  relat- 
ed party. 

The  active  foreign  business  requirement  is  satisfied  if  at  least  80 
percent  of  the  U.S.  corporation's  gross  income  for  the  3-year  period 
preceding  the  year  of  the  payment  is  derived  from  foreign  sources 
and  is  attributable  to  the  active  conduct  of  a  trade  or  business  in 
one  or  more  foreign  jurisdictions  (or  U.S.  possessions). 

The  80-percent  active  foreign  business  requirement  may  be  met 
by  the  U.S.  corporation  alone  or,  instead,  may  be  met  by  a  group 
including  domestic  or  foreign  subsidiaries  in  which  the  U.S.  corpo- 
ration owns  a  controlling  interest.  It  is  intended  that  at  least  a  50- 
percent  ownership  interest  be  required  for  a  subsidiary's  business 
to  be  attributed  to  a  U.S.  shareholder.  In  allowing  attribution  of  a 
subsidiary's  active  foreign  business  to  a  controlling  corporate 
shareholder,  the  character  (i.e.,  active  foreign  business  income)  of 
the  subsidiary's  gross  income  is  intended  to  be  attributed  to  the 
corporate  shareholder  only  on  the  actual  inclusion  of  income  from 
the  subsidiary,  for  example,  dividends,  interest,  rents,  or  royalties, 
and  for  the  purpose  of  determining  the  percentage  of  dividends 
paid  by  the  shareholder  that  are  subject  to  U.S.  withholding  tax. 
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Thus,  for  example,  dividends  received  by  a  corporate  shareholder 
from  controlled  U.S.  subsidiaries,  though  treated  as  U.S.  source  in 
the  hands  of  the  corporate  shareholder,  are  to  be  characterized  as 
active  foreign  business  income  for  the  purpose  of  this  look-through 
rule  in  the  same  proportion  that  the  controlled  subsidiaries'  active 
foreign  business  income  bears  to  their  total  income.  With  respect  to 
other  items  of  income  received  from  controlled  subsidiaries,  those 
amounts  are  to  be  characterized  as  active  foreign  business  income 
to  the  extent  they  are  allocated  against  active  foreign  business 
income  of  the  payor. 

Prior  to  the  Act,  certain  income  paid  by  U.S.  persons  to  foreign 
persons  was  effectively  exempted  from  U.S.  withholding  tax  be- 
cause the  income  was  treated  as  foreign  source  income.  Under  the 
Act,  the  income  is  treated  as  U.S.  source,  but  the  exemption  from 
U.S.  withholding  tax  is  made  explicit.  The  interest  affected  in- 
cludes interest  on  deposits  with  persons  carrying  on  the  banking 
business,  interest  on  deposits  or  withdrawable  accounts  with  a  Fed- 
eral or  State  chartered  savings  institution  as  long  as  such  interest 
is  a  deductible  expense  to  the  savings  institution  under  section  591, 
and  interest  on  amounts  held  by  an  insurance  company  under  an 
agreement  to  pay  interest  thereon,  but,  in  each  case,  only  if  such 
interest  is  not  effectively  connected  with  the  conduct  of  a  trade  or 
business  within  the  United  States  by  the  recipient  of  the  interest. 
The  Act  also  made  an  explicit  exemption  from  U.S.  withholding 
tax  for  income  derived  by  a  foreign  central  bank  of  issue  from 
bankers'  acceptances.  By  treating  the  interest  on  deposits  as  U.S. 
source,  it  is  not  intended  that  the  principal  amounts  which  gener- 
ate the  income  be  includible  in  a  foreign  person's  estate. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  attributing  a  lower-tier  cor- 
poration's active  foreign  business  income  to  an  upper-tier  U.S.  cor- 
poration, the  upper-tier  corporation  must  own  directly  or  indirectly 
at  least  50  percent  of  both  the  voting  power  and  value  of  the  stock 
of  the  lower-tier  corporation. 

The  bill  also  clarifies  that,  for  purposes  of  attributing  a  lower- 
tier  corporation's  active  foreign  business  income  to  an  upper-tier 
U.S.  corporation,  the  source  of  the  lower-tier  corporation's  income, 
as  well  as  its  character,  is  attributed  to  the  upper-tier  corporation. 
Thus,  for  example,  if  an  upper-tier  U.S.  corporation  receives  a  divi- 
dend from  a  qualifying  lower-tier  U.S.  corporation,  the  dividend 
shall,  for  purposes  of  determining  whether  any  withholding  tax 
will  be  imposed  on  the  upper-tier  corporation's  dividend  distribu- 
tions, be  considered  as  having  both  the  character  and  the  source  of 
the  lower-tier  corporation's  income.  For  foreign  tax  credit  purposes, 
the  dividend  from  the  lower-tier  corporation  is  U.S.  source,  howev- 
er. 

The  bill  clarifies  that  the  change  in  source  for  certain  interest  on 
deposits  does  not  change  its  treatment  for  estate  tax  purposes. 
Thus,  for  example,  bank  deposits  the  interest  on  which  is  not  effec- 
tively connected  with  a  U.S.  trade  or  business,  though  such  interest 
is  treated  as  U.S.  source  income,  are  not  treated  as  property  witin 
the  United  States. 
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Further,  the  bill  clarifies  that  the  Act's  provisions  are  generally 
effective  for  payments  made  in  taxable  years  of  the  payor  begin- 
ning after  December  31,  1986. 

5.  Rules  for  allocation  of  interest,  etc.,  to  foreign  source  income 
(sec.  10212(h)  of  the  bill,  sec.  1215  of  the  Reform  Act,  and  sec. 
864(e)  of  the  Code) 

Present  Law 

Basis  of  stock  of  nonaffiliated  10-percent  owned  corporations 

When  the  tax  book  value  method  of  expense  apportionment  is 
used,  the  Act  provides  a  new  rule  to  allocate  and  apportion  ex- 
penses on  the  basis  of  assets  when  the  asset  is  stock  in  one  of  cer- 
tain corporations.  If  a  10-percent  or  more  owned  corporation  is  not 
included  in  the  group  treated  as  one  taxpayer,  then,  in  general,  the 
adjusted  basis  of  the  stock  owned  in  such  corporation  in  the  hands 
of  a  U.S.  shareholder  is  increased  by  the  amount  of  the  earnings 
and  profits  of  the  corporation  attributable  to  that  stock  and  accu- 
mulated during  the  period  the  taxpayer  held  it.  Earnings  and  prof- 
its are  not  limited  to  those  accumulated  in  post-enactment  years. 
(In  general,  two  kinds  of  10-percent  owned  corporations  are  not  in- 
cluded in  the  one-taxpayer  group:  foreign  corporations,  and  U.S. 
corporations  that  are  more  than  10-  but  less  than  80-percent 
owned.)  In  the  case  of  a  deficit  in  earnings  and  profits  of  the  corpo- 
ration that  arose  during  the  period  when  the  U.S.  shareholder  held 
the  stock,  that  deficit  reduces  the  adjusted  basis  of  the  asset  in  the 
hands  of  the  shareholder.  In  that  case,  however,  the  deficit  cannot 
reduce  the  adjusted  basis  of  the  asset  below  zero. 

Under  prior  law  and  under  the  Act,  subpart  F  inclusions  in- 
crease stock  basis  in  but  do  not  decrease  earnings  and  profits  of  a 
controlled  foreign  corporation  (sees.  961  and  959).  Congress  did  not 
intend  that  the  addition  of  such  amounts  to  stock  basis  by  virtue  of 
a  subpart  F  inclusion  (or  another  inclusion  with  an  equivalent 
effect  on  basis)  result  in  double  counting. 

Allocation  of  expenses  to  deductible  dividends 

The  Act  provides  that  for  purposes  of  allocating  or  apportioning 
any  deductible  expense,  any  tax-exempt  asset  (and  any  income 
from  such  an  asset)  shall  not  be  taken  into  account.  A  similar  rule 
applies  in  the  case  of  any  dividend  from  a  U.S.  corporation  that  is 
eligible  under  section  243  for  the  80-percent  dividends  received  de- 
duction (but  not  in  the  case  of  a  dividend  from  a  U.S.  corporation 
that  is  eligible  for  the  100-percent  dividends  received  deduction) 
and  in  the  case  of  any  dividend  from  a  foreign  corporation  a  frac- 
tion of  which  (that  reflects  its  U.S.  earnings)  is  eligible  under  sec- 
tion 245(a)  for  an  80-percent  dividends  received  deduction. 

Treatment  of  bank  holding  companies  and  banks 

While  the  Act  generally  requires  an  affiliated  group  to  be  treated 
as  if  all  members  of  the  group  were  one  taxpayer  for  purposes  of 
allocating  and  apportioning  interest  expense,  that  general  rule 
does  not  apply  to  any  financial  institution  (described  in  section  581 
or  591)  if  the  business  of  the  financial  institution  is  predominantly 
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with  persons  other  than  related  persons  or  their  customers,  and  if 
the  financial  institution  is  required  by  State  or  Federal  law  to  be 
operated  separately  from  any  other  entity  which  is  not  a  financial 
institution.  A  bank  to  which  this  exception  applies  is  not  treated  as 
a  member  of  the  group  for  applying  the  Act's  general  one-taxpayer 
rule  for  interest  expense  allocation  and  apportionment  to  other 
members  of  the  group;  instead,  that  bank  and  all  other  banks  in 
the  group  are  to  be  treated  as  one  taxpayer  (rather  than  each  bank 
being  treated  as  a  separate  taxpayer  for  this  purpose). 

Although  treated  separately  from  other  group  members  for  inter- 
est expense  allocation,  banks  were  to  be  treated  as  part  of  the  over- 
all group  that  the  Act  treats  as  one  taxpayer  for  expenses  other 
than  interest.  The  Act  does  not  make  this  distinction. 

Direct  allocation  of  interest  expense  when  deduction  is  denied 

The  Act  provides  that  the  Secretary  is  to  prescribe  such  regula- 
tions as  may  be  necessary  or  appropriate  to  carry  out  the  purposes 
of  this  section,  including  regulations  providing  for  direct  allocation 
of  interest  expense  incurred  to  carry  out  an  integrated  financial 
transaction  to  any  interest  (or  interest-type  income)  derived  from 
such  transaction. 

In  certain  cases,  the  dividends  received  deduction  is  reduced  in 
cases  where  portfolio  stock  is  debt  financed  (Code  sec.  246A).  In  ad- 
dition, a  life  insurance  company  is  allowed  a  dividends  received  de- 
duction for  its  share  of  dividends  received,  but  this  deduction  is  not 
allowed  for  the  policyholders'  share  of  dividends  received.  Further, 
the  reserve  deduction  and  other  deductible  payments  to  policyhold- 
ers of  a  life  insurance  company  are  reduced  by  the  policyholders' 
share  of  tax  exempt  interest.  Moreover,  in  the  case  of  a  property 
and  casualty  insurance  company,  15  percent  of  the  sum  of  tax 
exempt  interest  and  the  deductible  portion  of  dividends  received  re- 
duces the  deduction  for  losses  incurred  (sec.  832(b)(4)). 

Scope  of  expense  allocation  rules 

For  purposes  of  subchapter  N  of  chapter  1  of  the  Code  (sees.  861- 
999),  except  as  provided  in  regulations,  the  Act  provides  a  series  of 
rules  governing  expense  allocation  and  apportionment.  The  intent 
of  the  grant  of  regulatory  authority  was  to  allow  regulations  to 
identify  provisions  of  this  subchapter  to  which  the  new  rules  would 
not  apply.  The  Act's  rules  literally  apply  for  the  determination  of 
taxable  income  from  sources  outside  the  United  States.  With  one 
exception,  however,  these  rules  were  intended  to  apply  for  all  de- 
terminations under  subchapter  N  of  chapter  1,  whatever  the  source 
(U.S.  or  foreign)  of  the  income  against  which  expenses  are  allocat- 
ed. The  exception  relates  to  the  possessions  tax  credit:  Congress  did 
not  intend  that  new  Code  section  864(e)(1)  apply  for  purposes  of 
computations  under  section  936(h). 

Transition  rules 

The  Act  provides  a  number  of  transition  rules  designed  to  phase 
in  the  application  of  the  new  expense  allocation  rules  insofar  as 
they  relate  to  interest  expenses. 
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Explanation  of  Provisions 
Basis  of  stock  of  nonaffiliated  10-percent  owned  corporations 

The  bill  clarifies  the  Act's  rule  governing  the  allocation  and  ap- 
portionment of  expenses  when  the  tax  book  value  method  is  used 
and  the  asset  at  issue  is  stock  in  one  of  certain  corporations.  The 
adjusted  basis  of  any  stock  in  a  nonaffiliated  10-percent  owned  cor- 
poration is  increased  by  the  amount  of  earnings  and  profits  of  that 
corporation  attributable  to  that  stock  and  accumulated  during  the 
period  the  taxpayer  held  the  stock,  or  reduced,  but  not  below  zero, 
by  any  deficits  in  earnings  and  profits  in  that  corporation  attribut- 
able to  that  stock  for  that  period.  For  this  purpose,  a  "nonaffiliated 
10-percent  owned  corporation"  is  one  that  is  not  included  in  the 
taxpayer's  affiliated  group,  and  in  which  members  of  the  affiliated 
group  own  10  percent  or  more  of  the  voting  power.  The  bill  makes 
it  clear  that  the  adjustment  to  asset  value  on  a  look-through  basis 
is  also  applied  to  stock  of  foreign  corporations  that  is  not  directly 
held  by  U.S.  taxpayers  but  that  is  indirectly  10-percent  owned  by 
U.S.  taxpayers.  Stock  owned  directly  or  indirectly  by  a  corporation, 
partnership,  or  trust  is  treated  as  being  owned  proportionately  by 
its  shareholders,  partners  or  beneficiaries.  When  a  taxpayer  is 
treated  under  this  look-through  rule  as  owning  stock  in  a  lower-tier 
corporation,  the  adjustment  to  the  basis  of  the  upper- tier  corpora- 
tion in  which  the  taxpayer  actually  owns  stock  is  to  include  an  ad- 
justment for  the  amount  of  the  earnings  and  profits  (or  deficit  in 
earnings  and  profits)  of  the  lower-tier  corporation  which  were  at- 
tributable to  the  stock  the  taxpayer  is  treated  as  owning  and  to  the 
period  during  which  the  taxpayer  is  treated  as  owning  that  stock. 

The  bill  provides  that,  for  purposes  of  section  864(e),  proper  ad- 
justment is  to  be  made  to  the  earnings  and  profits  of  any  corpora- 
tion to  take  into  account  any  earnings  and  profits  included  in  gross 
income  under  the  subpart  F  current  inclusion  rules  (or  under  any 
other  provision)  that  are  reflected  in  the  adjusted  basis  of  the 
stock.  Thus,  a  subpart  F  inclusion,  which  increases  stock  basis  but 
does  not  decrease  earnings  and  profits  of  a  controlled  foreign  corpo- 
ration, is  not  to  result  in  double  counting. 

Allocation  of  expenses  to  deductible  dividends 

The  bill  makes  it  clear  that  to  the  extent  any  dividend  benefits 
from  the  dividends  received  deduction  under  section  243  (allowing 
an  80-percent  dividends  received  deduction  for  certain  dividends 
from  U.S.  corporations)  or  245(a)  (allowing  an  80-percent  dividends 
received  deduction  for  the  U.S.  source  portion  of  certain  dividends 
from  foreign  corporations),  that  portion  of  the  dividend  is  treated 
as  tax  exempt  income  for  the  purpose  of  the  Act's  expense  alloca- 
tion rules  and  that  portion  of  the  related  asset  is  treated  as  a  tax 
exempt  asset. 

Treatment  of  bank  holding  companies  and  banks 

The  bill  provides  that,  to  the  extent  provided  in  regulations,  a 
bank  holding  company  (within  the  meaning  of  section  2(a)  of  the 
Bank  Holding  Company  Act  of  1956),  and  any  subsidiary  of  a  bank 
holding  company  (or  of  a  financial  institution  described  in  section 
581  or  591)  that  is  predominantly  engaged  (directly  or  indirectly)  in 
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the  active  conduct  of  a  banking,  financing,  or  similar  business, 
shall  be  treated  as  a  financial  institution  for  purposes  of  the  excep- 
tion that  applies  in  certain  cases  to  financial  institutions  described 
in  section  581  or  591.  The  bill  also  makes  it  clear  that  any  financial 
institution  that  is  excluded  from  the  general  one-taxpayer  group 
and  is  included  in  a  one-taxpayer  group  covering  financial  institu- 
tions is  not  so  treated  for  purposes  of  expenses  other  than  interest. 
That  is,  financial  institutions  and  all  other  affiliated  entities  are 
treated  as  one  taxpayer  under  the  Act  for  expenses  other  than  in- 
terest. 

Direct  allocation  of  interest  expense  when  deduction  is  denied 

The  bill  provides  that  the  Secretary  is  to  prescribe  regulations 
for  direct  allocation  of  interest  expense  in  the  case  of  indebtedness 
resulting  in  a  disallowance  under  section  246A,  which  reduces  the 
dividends  received  deduction  in  cases  where  portfolio  stock  is  debt 
financed.  Thus,  to  the  extent  that  an  interest  deduction  reduces  the 
amount  of  the  dividends  received  deduction,  the  interest  expense 
generating  the  loss  of  the  dividends  received  deduction  is  to  be 
treated  as  directly  allocable  to  the  income  resulting  from  the  loss 
of  the  dividends  received  deduction. 

Under  the  bill,  the  Secretary  is  also  to  prescribe  regulations  pro- 
viding that,  in  the  case  of  a  life  insurance  company,  the  Act's  rule 
requiring  that  tax-exempt  assets  and  income  therefrom  be  disre- 
garded will  not  apply  to  the  policyholders'  share  of  any  tax-exempt 
asset  or  income  from  such  an  asset.  That  is,  the  policyholders' 
share  of  assets  that  produce  tax-exempt  income  will  attract  ex- 
penses notwithstanding  their  tax-exempt  character.  The  same 
treatment  applies  to  tax-exempt  assets  of  property  and  casualty  in- 
surance companies,  to  the  extent  that  the  income  from  such  assets 
reduces  that  company's  loss  deduction  (under  section  832(b)(4)). 

In  general,  similar  treatment  is  to  apply  with  respect  to  the  pol- 
icyholder's share  of  stock  that  insurance  companies  hold  to  the 
extent  that  dividends  it  pays  would  be  eligible  for  the  80-percent 
dividends  received  deduction.  Thus,  that  stock  will  attract  expenses 
notwithstanding  the  deduction  for  the  dividends  it  would  pay. 

Scope  of  expense  allocation  rules 

The  bill  provides  that  new  Code  section  864(e)  (relating  to  ex- 
pense allocation)  shall  not  apply  for  purposes  of  any  provision  of 
subchapter  N  of  chapter  1  of  the  Code  (sees.  861-999)  to  the  extent 
the  Secretary  determines  under  regulations  that  the  application  of 
this  subsection  for  such  purposes  would  not  be  appropriate.  In  a 
conforming  amendment,  the  bill  deletes  the  provision  for  excep- 
tions to  new  Code  section  864(e)  in  the  introductory  language  to 
that  subsection. 

With  one  exception,  the  bill  makes  it  clear  that  these  rules  apply 
for  all  determinations  under  subchapter  N  of  chapter  1,  whatever 
the  source  of  the  income  against  which  expenses  are  allocated.  The 
exception  relates  to  the  possessions  tax  credit:  Code  section  936(h) 
is  to  apply  as  if  new  Code  section  864(e)(1)  had  not  been  enacted. 

Transition  rules 
The  bill  clarifies  the  operation  of  the  Act's  transition  rules. 
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One  set  of  the  bill's  provisions  clarifies  the  Act's  phase-in  of  the 
Act's  new  rules  governing  interest  expense  allocation  generally. 
(This  set  of  the  bill's  provisions  does  not  affect  the  Act's  phase-in  of 
the  one-taxpayer  rule  of  new  Code  sec.  864(e)(1),  which  is  described 
below.)  These  clarifications,  the  bill's  "general"  phase-in  provisions, 
apply  to  the  aggregate  amount  of  indebtedness  of  the  taxpayer  out- 
standing on  November  16,  1985.  In  the  case  of  the  first  three  tax- 
able years  of  the  taxpayer  beginning  after  December  31,  1986,  the 
Act's  amendments  relating  to  interest  expense  allocation  (other 
than  the  one-taxpayer  rule  of  new  Code  sec.  864(e)(1))  do  not  apply 
to  interest  expenses  paid  or  accrued  by  the  taxpayer  during  the 
taxable  year  with  respect  to  an  aggregate  amount  of  indebtedness 
which  does  not  exceed  the  general  phase-in  amount.  Except  for  cer- 
tain reductions  in  indebtedness,  the  consequences  of  which  are  de- 
scribed below,  the  general  phase-in  amount  is  the  applicable  per- 
centage of  the  taxpayer's  debt  outstanding  on  November  16,  1985. 
In  the  case  of  the  first  taxable  year,  the  applicable  percentage  is 
75;  in  the  case  of  the  second  taxable  year,  the  applicable  percent- 
age is  50;  in  the  case  of  the  third  taxable  year,  the  applicable  per- 
centage is  25. 

The  general  phase-in  amount  eligible  for  relief  for  any  period, 
however,  is  not  to  exceed  the  lowest  amount  of  indebtedness  of  the 
taxpayer  outstanding  as  of  the  close  of  any  preceding  month  begin- 
ning after  November  16,  1985.  This  limitation  is  designed  to  imple- 
ment the  Act's  intent  to  target  transitional  relief  to  corporate 
groups  that  had  borrowed  in  reliance  on  prior  law  and  to  deny 
transitional  relief  to  the  extent  that  the  level  of  debt  increases.  To 
the  extent  provided  in  regulations,  the  average  amount  of  indebted- 
ness outstanding  during  any  month  is  to  be  used  in  lieu  of  the 
amount  outstanding  as  of  the  close  of  such  month  for  this  purpose. 
This  grant  of  regulatory  authority  is  designed  to  allow  the  Internal 
Revenue  Service  to  disallow  transition  relief  to  taxpayers  whose 
month-end  debt  levels  are  not  representative  of  their  monthly  debt 
levels  generally.  Reductions  in  debt  as  of  a  month's  end  are  not  to 
reduce  phase-in  relief  for  prior  months,  however.  For  example,  if  a 
calendar  year  taxpayer's  outstanding  debt  is  $100  on  November  16, 
1985  and  at  all  times  thereafter  until  December  1,  1987,  at  which 
time  it  pays  off  all  its  debt,  the  taxpayer  is  entitled  to  general 
phase-in  treatment  for  interest  on  $75  during  the  first  11  months  of 
1987. 

In  addition,  the  bill's  "special"  phase-in  rules  clarify  the  Act's 
provisions  that  phase  in  the  Act's  one-taxpayer  rule  (new  Code  sec. 
864(e)(1)).  In  the  case  of  the  taxpayer's  first  five  taxable  years  be- 
ginning after  December  31,  1986,  the  Code's  new  one-taxpayer  rule 
I   (Code  sec.  864(e)(1))  is  not  to  apply  to  interest  expenses  paid  or  ac- 
crued by  the  taxpayer  during  the  taxable  year  with  respect  to  an 
i    aggregate  amount  of  indebtedness  that  does  not  exceed  the  special 
!    phase-in  amount.  The  special  phase-in  amount  is  generally  the  sum 
i    of  three  separate  amounts:  the  general  phase-in  amount,  described 
above,  the  five-year  phase-in  amount,  and  the  four-year  phase-in 
amount.  The  special  phase-in  amount,  however,  like  the  general 
phase-in  amount,  cannot  exceed  the  lowest  amount  of  indebtedness 
of  the  taxpayer  outstanding  as  of  the  close  of  any  preceding  month 
beginning  after  November  16,  1985. 
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The  five-year  phase-in  amount  is  the  lesser  of  two  amounts.  The 
first  amount  is  an  applicable  percentage  of  the  "5-year  base."  The 
5-year  base  is  the  excess  (if  any)  of  the  amount  of  a  taxpayer's  out- 
standing indebtedness  on  May  29,  1985,  over  the  amount  of  the  tax- 
payer's outstanding  indebtedness  as  of  the  close  of  December  31, 
1983.  For  this  purpose,  however,  the  5-year  base  cannot  exceed  the 
aggregate  amount  of  indebtedness  of  the  taxpayer  outstanding  on 
November  16,  1985.  The  applicable  percentage,  in  each  year,  is  the 
excess  of  the  percentage  granted  relief  under  the  Act's  5-year 
phase-in  over  the  percentage  granted  relief  under  the  Act's  general 
(3-year)  phase-in.  In  the  case  of  the  first  taxable  year  beginning 
after  December  31,  1986,  the  applicable  percentage  is  8-1/3  (83-1/3  - 
75);  in  the  case  of  the  second  taxable  year,  the  applicable  percent- 
age is  16-2/3  (66-2/3  -  50);  in  the  case  of  the  third  taxable  year,  the 
applicable  percentage  is  25  (50  -  25);  in  the  case  of  the  fourth  tax- 
able year,  the  applicable  percentage  is  33-1/3;  and  in  the  case  of 
the  fifth  taxable  year,  the  applicable  percentage  is  16-2/3. 

The  5-year  phase-in  amount  cannot  exceed  a  second  amount. 
That  second  amount,  which  is  in  the  nature  of  a  limitation,  caps 
the  5-year  phase-in  amount  in  cases  where  reductions  of  indebted- 
ness ("paydowns'')  reduce  the  taxpayer's  debt  below  the  amount 
that  would  have  been  eligible  for  5-year  relief  had  no  paydown  oc- 
curred. More  specifically,  the  second  amount  is  the  5-year  base,  re- 
duced (but  not  below  zero)  by  paydowns  of  debt,  and  then  multi- 
plied by  a  percentage.  The  paydowns  that  reduce  the  5-year  base 
for  this  purpose  are  defined  as  the  excess  of  the  taxpayer's  Novem- 
ber 16,  1985,  debt  over  the  lowest  amount  of  indebtedness  of  the 
taxpayer  outstanding  as  of  the  close  of  any  preceding  month  begin- 
ning after  November  16,  1985  (or  to  the  extent  provided  in  regula- 
tions, as  under  the  general  phase-in,  the  average  amount  of  indebt- 
edness outstanding  during  any  such  month). 

To  compute  this  second  amount,  the  (possibly  reduced)  5-year 
base  is  multiplied  by  a  fraction  the  numerator  of  which  is  the  ap- 
plicable 5-year  percentage  (the  excess  of  the  5-year  percentage 
under  present  law  over  the  3-year  percentage),  and  the  denomina- 
tor of  which  is  the  sum  of  the  applicable  percentage  under  the  gen- 
eral (3-year)  rule  and  the  applicable  percentage  under  the  5-year 
rule.  This  second  amount  limits  the  5-year  base  only  in  cases  where 
paydowns  reduce  the  amount  of  the  5-year  base  below  the  amount 
of  relief  that  would  be  granted  if  no  paydown  had  occurred.  In  the 
case  of  the  first  taxable  year  beginning  after  December  31,  1986, 
this  percentage  is  10,  i.e.,  8-1/3  divided  by  the  sum  of  8-1/3  and  75; 
in  the  case  of  the  second  taxable  year,  this  percentage  is  25,  i.e.,  16- 
2/3  divided  by  the  sum  of  50  and  16-2/3;  in  the  case  of  the  third 
taxable  year,  this  percentage  is  50,  i.e.,  25  divided  by  50;  in  the  case 
of  the  fourth  taxable  year,  this  percentage  is  100,  i.e.,  33-1/3  divid- 
ed by  33-1/3;  and  in  the  case  of  the  fifth  taxable  year,  this  percent- 
age is  100,  i.e.,  16-2/3  divided  by  16-2/3. 

This  second  amount  preserves  the  full  5-year  benefit  in  cases 
where  the  taxpayer's  lowest  debt  is  equal  to  or  greater  than  the 
product  of  the  5-year  base  (unreduced  by  paydowns)  and  Act's  5- 
year  percentage.  (The  Act's  5-year  percentage  is  restructured  under 
the  bill  as  the  sum  of  two  applicable  percentages:  the  applicable 
percentage  for  the  purpose  of  the  general  (3-year)  rule  and  the  add- 
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on  applicable  percentage  for  the  purpose  of  the  5-year  rule.)  If  pay- 
downs  have  reduced  outstanding  debt  below  the  amounts  that 
would  have  obtained  full  benefit  under  the  5-year  rule  had  no  pay- 
downs  occurred,  this  second  amount  reduces  the  5-year  benefit  on  a 
linear  basis. 

The  4-year  phase-in  amount  is  the  lesser  of  two  amounts.  These 
amounts  parallel  the  principles  set  forth  above  in  connection  with 
the  5-year  amounts.  The  first  amount  is  the  applicable  percentage 
of  the  "4-year  base."  The  4-year  base  is  the  excess  (if  any)  of  the 
amount  taxpayer's  outstanding  indebtedness  on  December  31,  1983, 
over  the  amount  of  the  taxpayer's  outstanding  indebtedness  as  of 
the  close  of  December  31,  1982.  For  this  purpose,  however,  the  4- 
year  base  cannot  exceed  the  excess  of  the  aggregate  amount  of  in- 
debtedness of  the  taxpayer  outstanding  on  November  16,  1985  over 
the  5-year  base.  The  applicable  percentage,  in  each  year,  is  the 
excess  of  the  percentage  granted  relief  under  the  Act's  4-year 
phase-in  over  the  percentage  granted  relief  under  the  Act's  general 
(3-year)  phase-in.  In  the  case  of  the  first  taxable  year  beginning 
after  December  31,  1986,  the  applicable  percentage  is  5  (80  -  75);  in 
the  case  of  the  second  taxable  year,  the  applicable  percentage  is  10 
(60  -  50);  in  the  case  of  the  third  taxable  year,  the  applicable  per- 
centage is  15  (40  -  25);  and  in  the  case  of  the  fourth  taxable  year, 
the  applicable  percentage  is  20. 

The  4-year  phase-in  amount  cannot  exceed  a  second  amount. 
That  second  amount  is  intended  to  reduce  the  4-year  phase-in 
amount  to  the  extent  that  pay  downs  reduce  the  taxpayer's  debt 
below  the  amount  that  would  be  eligible  for  4-year  relief  had  no 
paydown  occurred.  More  specifically,  the  second  amount  is  the  4- 
year  base,  reduced  (but  not  below  zero)  by  certain  paydowns  of 
debt,  multiplied  by  a  percentage.  The  paydowns  that  reduce  the  4- 
year  base  for  this  purpose  are  generally  defined  as  the  excess  of 
the  taxpayer's  November  16,  1985,  debt,  over  the  lowest  amount  of 
indebtedness  of  the  taxpayer  outstanding  as  of  the  close  of  any  pre- 
ceding month  beginning  after  November  16,  1985  (or  to  the  extent 
provided  in  regulations,  as  under  the  general  phase-in,  the  average 
amount  of  indebtedness  outstanding  during  any  such  month).  This 
paydown  amount  for  4-year  purposes  is  reduced,  but  not  below 
zero,  by  the  amount  of  the  5-year  base. 

For  purposes  of  this  second  amount,  the  (possibly  reduced)  4-year 
base  is  multiplied  by  a  fraction  the  numerator  of  which  is  the  per- 
centage added  to  general  relief  under  the  4-year  rule  and  the  de- 
nominator of  which  is  the  percentage  granted  relief  after  the  appli- 
cation of  both  the  4-year  rule  and  the  general  (3-year)  relief.  In  the 
case  of  the  first  taxable  year  beginning  after  December  31,  1986, 
this  percentage  is  6.25,  i.e.,  5  divided  by  (5  +  75);  in  the  case  of  the 
I  second  taxable  year,  this  percentage  is  16-2/3,  i.e.,  10  divided  by  60; 
in  the  case  of  the  third  taxable  year,  this  percentage  is  37.50,  i.e., 
15  divided  by  40;  and  in  the  case  of  the  fourth  taxable  year,  this 
percentage  is  100,  i.e.,  20  divided  by  20. 

The  bill  provides  that,  to  the  extent  possible,  the  general  and 
,  special  phase-in  rules  are  to  apply  to  the  same  amount  of  indebted- 
ness. 

The  bill  clarifies  that  amounts  eligible  for  relief  under  the  Act's 
phase-in  rules  are  determined  on  the  basis  of  indebtedness  rather 
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than  interest  expense.  The  bill  is  not  intended  to  require  that  spe- 
cific interest  expense  be  traced  to  specific  indebtedness. 

The  following  examples  involve  the  application  of  the  special 
phase-in  rule  for  one-taxpayer  treatment  and  the  general  phase-in 
rule  for  the  Act's  other  interest  expense  allocation  rules. 

Example  1 

A  U.S.  parent  company,  a  calendar  year  taxpayer,  had  outstand- 
ing third  party  interest-bearing  debt  of  $50  from  1980  until  Decem- 
ber 31,  1982.  On  July  1,  1983,  the  taxpayer's  third  party  interest- 
bearing  debt  increased  to  $70.  On  July  1,  1984,  the  taxpayer's  third 
party  interest-bearing  debt  increased  to  $100.  All  this  debt  bore 
and  bears  annual  interest  at  the  same  interest  rate. 

The  U.S.  parent  corporation's  third  party  debt  is  $100  on  Novem- 
ber 16,  1985,  and  at  all  relevant  times  thereafter. 

The  general  transition  rule  prevents  application  of  any  of  the 
Act's  interest  expense  allocation  rules  (other  than  the  one-taxpayer 
rule  of  Code  sec.  864(e)(1))  to  interest  on  75  percent  of  $100,  the  No- 
vember 16,  1985  amount.  That  is,  the  new  rules  (other  than  the 
one-taxpayer  rule  of  Code  sec.  864(e)(1),  discussed  below)  cannot 
apply  to  interest  on  $75  of  debt.  The  bill's  limitation  on  the  general 
phase-in  amount  does  not  affect  this  result  because  the  taxpayer's 
debt  level  has  not  dipped  below  the  amount  otherwise  eligible  for 
general  phase-in  treatment,  i.e.,  $75. 

The  special  phase-in  rule,  which  governs  the  application  of  the 
one-taxpayer  rule  of  Code  sec.  864(e)(1),  operates  as  follows.  The 
special  phase-in  amount,  that  is,  the  amount  eligible  for  special 
phase-in  treatment  is  the  sum  of  the  general  phase-in  amount  (de- 
termined  above  to  be  $75)  and  the  5-  and  4-year  amounts. 

The  5-year  phase-in  amount  is  the  lesser  of  two  amounts.  The 
first  amount  is  the  applicable  percentage  of  the  "5-year  base."  The 
5-year  base  is  $30,  the  excess  of  $100,  the  amount  of  the  taxpayer's 
outstanding  indebtedness  on  May  29,  1985,  over  $70,  the  amount  of 
the  taxpayer's  outstanding  indebtedness  as  of  the  close  of  Decem- 
ber 31,  1983.  The  applicable  percentage,  in  the  first  taxable  year 
beginning  after  December  31,  1986,  is  8-1/3.  Thus,  the  first  amount 
is  $2.50,  that  is,  8-1/3  percent  of  $30. 

The  5-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  first  taxable  year  beginning  after  December  31, 
1986,  that  second  amount  is  the  5-year  base,  $30,  unaffected  here  I 
by  paydowns  of  debt  since  none  have  occurred,  and  then  multiplied 
by  10  percent,  i.e.,  8-1/3  divided  by  the  sum  of  8-1/3  and  75.  Thus,1! 
the  second  amount  is  $3  ($30  multiplied  by  10  percent). 

In  this  case,  the  5-year  amount  is  thus  $2.50,  the  lesser  of  $2.50  | 
and  $3. 

The  4-year  phase-in  amount  is  the  lesser  of  two  amounts.  The  ! 
first  amount  is  the  applicable  percentage  of  the  "4-year  base."  The  j 
4-year  base  is  $20,  the  excess  of  $70,  the  amount  of  the  taxpayer's  j 
outstanding  indebtedness  on  December  31,  1983,  over  $50,  the! 
amount  of  the  taxpayer's  outstanding  indebtedness  as  of  the  close] 
of  December  31,  1982.  The  applicable  percentage,  in  the  first  tax-  j 
able  year  beginning  after  December  31,  1986,  is  5.  Thus,  the  first! 
amount  is  $1,  that  is,  5  percent  of  $20. 
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The  4-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  first  taxable  year  beginning  after  December  31, 
1986,  that  second  amount  is  the  4-year  base,  $20,  unaffected  here 
by  paydowns  of  debt  since  none  have  occurred,  and  then  multiplied 
by  6.25  percent,  i.e.,  5  divided  by  the  sum  of  5  and  75.  Thus,  the 
second  amount  is  $1.25  ($20  multiplied  by  6.25  percent). 

In  this  case,  the  4-year  amount  is  thus  $1,  the  lesser  of  $1  and 
$1.25. 

Thus,  in  this  example,  the  amount  of  debt  qualifying  for  relief 
from  one-taxpayer  treatment  is  $78.50,  which  is  the  sum  of  $75,  the 
general  phase-in  amount;  $2.50,  the  5-year  phase-in  amount;  and 
$1,  the  4-year  phase-in  amount.  In  this  example,  then,  since  the  in- 
debtedness to  which  the  general  phase-in  applies  is  to  be,  to  the 
extent  possible,  the  same  indebtedness  to  which  the  special  phase- 
in  applies,  interest  expense  on  $75  of  debt  is  to  be  allocated  under 
old  law,  interest  expense  on  $3.50  of  debt  is  to  be  allocated  without 
use  of  the  one-taxpayer  rule  but  with  use  of  the  Act's  other  rules 
governing  interest  allocation,  and  interest  on  $21.50  is  to  be  appor- 
tioned under  the  Act's  new  rules. 

Example  2 

Assume  the  same  facts  as  in  the  example  above,  except  that  the 
U.S.  parent  corporation's  third  party  debt  is  $100  on  November  16, 

1985,  and  until  January  1,  1987,  at  which  time  it  pays  its  debt 
down  to  $85.  Its  debt  remains  $85  at  all  relevant  times  thereafter. 

Again,  the  general  transition  rule  prevents  application  of  any  of 
the  Act's  interest  expense  allocation  rules  (other  than  the  one-tax- 
payer rule  of  Code  sec.  864(e)(1))  to  interest  on  $75.  That  is,  the  new 
rules  (other  than  the  one-taxpayer  rule  of  Code  sec.  864(e)(1),  dis- 
cussed below)  cannot  apply  to  interest  on  $75  of  debt.  The  bill's  lim- 
itation on  the  general  phase-in  amount  does  not  affect  this  result 
because  the  taxpayer's  lowest  debt  level,  $85,  has  not  dipped  below 
the  amount  otherwise  eligible  for  general  phase-in  treatment,  i.e., 
$75. 

The  special  phase-in  rule,  which  governs  the  application  of  the 
one-taxpayer  rule  of  Code  sec.  864(e)(1),  operates  as  follows.  The 
amount  eligible  for  special  phase-in  treatment  is  the  sum  of  the 
general  phase-in  amount  (again  determined  above  to  be  $75)  and 
the  5-  and  4-year  amounts. 

The  5-year  phase-in  amount  is  the  lesser  of  two  amounts.  The 
first  amount  is  again  $2.50,  that  is,  8-1/3  percent  of  $30. 

The  5-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  first  taxable  year  beginning  after  December  31, 

1986,  that  second  amount  is  the  5-year  base,  $30,  reduced  by  the 
$15  pay  down  of  debt  (representing  the  difference  between  the  No- 
vember 16,  1985,  amount  and  the  $85  lowest  monthly  amount)  to 
$15  and  then  multiplied  by  10  percent.  Thus,  the  second  amount  is 

i  $1.50  ($15  multiplied  by  10  percent). 

In  this  case,  the  5-year  amount  is  thus  $1.50,  the  lesser  of  $2.50 
j  and  $1.50. 

I     The  4-year  phase-in  amount  is  again  the  lesser  of  two  amounts. 
I  The  first  amount  again  is  $1,  that  is,  5  percent  of  $20. 
j     The  4-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  first  taxable  year  beginning  after  December  31, 
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1986,  that  second  amount  is  the  4-year  base,  $20,  subject  to  reduc- 
tion on  account  of  the  paydown  of  debt,  multiplied  by  6.25  percent. 
There  is  no  reduction  on  account  of  paydowns  in  this  example,  be- 
cause the  $15  paydown  for  4-year  purposes  is  reduced,  but  not 
below  zero,  by  the  $30  amount  of  the  5-year  base.  Thus,  the  second 
amount  is  again  $1.25  ($20  multiplied  by  6.25  percent). 

In  this  case,  the  4-year  amount  is  thus  $1,  the  lesser  of  $1  and 
$1.25. 

Thus,  in  this  example,  the  amount  of  debt  qualifying  for  relief 
from  one-taxpayer  treatment  is  $77.50,  which  is  the  sum  of  $75,  the 
general  phase-in  amount;  $1.50,  the  5-year  phase-in  amount;  and 
$1,  the  4-year  phase-in  amount.  In  this  example,  then,  since  the  in- 
debtedness to  which  the  general  phase-in  applies  is  to  be,  to  the 
extent  possible,  the  same  indebtedness  to  which  the  special  phase- 
in  applies,  interest  expense  on  $75  of  debt  is  to  be  allocated  under 
old  law,  interest  expense  on  $2.50  of  debt  is  to  be  allocated  without 
use  of  the  one-taxpayer  rule  but  with  use  of  the  Act's  other  rules 
governing  interest  allocation,  and  interest  on  $22.50  is  to  be  appor- 
tioned under  the  Act's  new  rules. 

Example  3 

A  third  example  examines  the  third  taxable  year  beginning  after 
1986,  the  calendar  year  1989.  In  this  example,  the  facts  are  the 
same  as  in  the  first  two  examples,  except  that  the  taxpayer  paid  its 
debt  down  to  $80  on  January  1,  1989.  Its  debt  remains  at  $80 
throughout  1989. 

The  general  transition  rule  prevents  application  of  any  of  the 
Act's  interest  expense  allocation  rules  (other  than  the  one-taxpayer 
rule  of  Code  sec.  864(e)(1))  to  25  percent  of  $100,  the  November  16, 
1985  amount.  That  is,  the  new  rules  (other  than  the  one-taxpayer 
rule  of  Code  sec.  864(e)(1),  discussed  below)  cannot  apply  to  interest 
on  $25  of  debt.  The  bill's  limitation  on  the  general  phase-in  amount 
does  not  affect  this  result  because  the  taxpayer's  debt  level  has  not 
dipped  below  $25. 

The  special  phase-in  rule,  which  governs  the  application  of  the 
one-taxpayer  rule  of  Code  sec.  864(e)(1),  operates  as  follows.  The 
amount  eligible  for  special  phase-in  treatment  is  the  sum  of  the 
general  phase-in  amount  (determined  above  to  be  $25)  and  the  5- 
and  4-year  amounts. 

The  5-year  phase-in  amount  is  the  lesser  of  two  amounts.  The 
first  amount  is  the  applicable  percentage  (25)  of  the  5-year  base 
($30).  Thus,  the  first  amount  is  $7.50,  that  is,  25  percent  of  $30. 

The  5-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  third  taxable  year  beginning  after  December  31, 
1986,  that  second  amount  is  $5  (the  5-year  base,  $30,  reduced  by  the 
$20  paydown)  multiplied  by  50  percent.  Thus,  the  second  amount  is 
$5  ($10  multiplied  by  50  percent). 

In  this  case,  the  5-year  amount  is  thus  $5,  the  lesser  of  $7.50  and 
$5. 

The  4-year  phase-in  amount  is  the  lesser  of  two  amounts.  The 
first  amount  is  the  applicable  percentage  for  the  third  taxable  year 
beginning  after  1986  of  the  4-year  base  ($20).  The  applicable  per- 
centage, in  the  third  taxable  year  beginning  after  December  31, 
1986,  is  15.  Thus,  the  first  amount  is  $3,  that  is,  15  percent  of  $20. 
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The  4-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  third  taxable  year  beginning  after  December  31, 
1986,  that  second  amount  is  the  4-year  base,  $20,  subject  to  reduc- 
tion on  account  of  the  pay  down  of  debt,  multiplied  by  37.5  percent. 
There  is  no  reduction  on  account  of  paydowns  in  this  example,  be- 
cause the  $20  paydown  for  4-year  purposes  is  reduced,  but  not 
below  zero,  by  the  $30  amount  of  the  5-year  base.  Thus,  the  second 
amount  is  $7.50  ($20  multiplied  by  37.5  percent). 

In  this  case,  the  4-year  amount  is  thus  $3,  the  lesser  of  $3  and 
$7.50. 

Thus,  in  this  example,  the  amount  of  debt  qualifying  for  relief 
from  one-taxpayer  treatment  is  $33,  which  is  the  sum  of  $25,  the 
general  phase-in  amount;  $5,  the  5-year  phase-in  amount;  and  $3, 
the  4-year  phase-in  amount.  In  this  example,  then,  since  the  indebt- 
edness to  which  the  general  phase-in  applies  is  to  be,  to  the  extent 
possible,  the  same  indebtedness  to  which  the  special  phase-in  ap- 
plies, interest  expense  on  $25  of  debt  is  to  be  allocated  under  old 
law,  interest  expense  on  $8  of  debt  is  to  be  allocated  without  use  of 
the  one-taxpayer  rule  but  with  use  of  the  Act's  other  rules  govern- 
ing interest  allocation,  and  interest  on  $67  is  to  be  apportioned 
under  the  Act's  new  rules. 

Example  4 

A  U.S.  parent  company,  a  calendar  year  taxpayer,  had  no  out- 
standing third  party  interest-bearing  debt  until  July  1,  1984,  on 
which  date  the  taxpayer's  third  party  interest-bearing  debt  became 
$100.  All  this  debt  bore  and  bears  annual  interest  at  the  same  in- 
terest rate. 

The  U.S.  parent  corporation's  third  party  debt  is  $100  on  Novem- 
ber 16,  1985,  and  at  all  relevant  times  thereafter  until  January  1, 
1986,  when  it  drops  to  $80.  On  January  1,  1987,  the  U.S.  parent  cor- 
poration's third  party  debt  increases  to  $85. 

The  general  transition  rule  prevents  application  of  any  of  the 
Act's  interest  expense  allocation  rules  (other  than  the  one-taxpayer 
rule  of  Code  sec.  864(e)(1))  to  interest  on  75  percent  of  $100,  the  No- 
vember 16,  1985  amount.  That  is,  the  new  rules  (other  than  the 
one-taxpayer  rule  of  Code  sec.  864(e)(1),  discussed  below)  cannot 
apply  to  interest  on  $75  of  debt.  The  bill's  limitation  on  the  general 
phase-in  amount  does  not  affect  this  result  because  the  taxpayer's 
debt  level  has  not  dipped  below  the  amount  otherwise  eligible  for 
general  phase-in  treatment,  i.e.,  $75. 

The  special  phase-in  rule,  which  governs  the  application  of  the 
one-taxpayer  rule  of  Code  sec.  864(e)(1),  operates  as  follows.  The 
amount  eligible  for  special  phase-in  treatment  is  the  sum  of  the 
general  phase-in  amount  (determined  above  to  be  $75)  and  the  5- 
year  amount,  but  subject  on  these  facts  to  a  cap.  (The  4-year 
amount  is  zero.) 

The  5-year  phase-in  amount  is  the  lesser  of  two  amounts.  The 
first  amount  is  the  applicable  percentage  of  the  "5-year  base."  The 
5-year  base  is  $100,  the  excess  of  $100,  the  amount  of  the  taxpay- 
er's outstanding  indebtedness  on  May  29,  1985,  over  $0,  the  amount 
of  the  taxpayer's  outstanding  indebtedness  as  of  the  close  of  De- 
cember 31,  1983.  The  applicable  percentage,  in  the  first  taxable 
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year  beginning  after  December  31,  1986,  is  8-1/3.  Thus,  the  first 
amount  is  $8.33,  that  is,  8-1/3  percent  of  $100. 

The  5-year  phase-in  amount  cannot  exceed  a  second  amount.  In 
the  case  of  the  first  taxable  year  beginning  after  December  31, 
1986,  that  second  amount  is  the  5-year  base,  $100,  reduced  by  the 
$20  pay  down  to  $80,  and  then  multiplied  by  10  percent.  Thus,  the 
second  amount  is  $8  ($80  multiplied  by  10  percent). 

In  this  case,  the  5-year  amount  is  thus  $8,  the  lesser  of  $8.33  and 
$8. 

Before  application  of  the  cap  to  the  special  phase-in  amount,  the 
special  phase-in  amount  is  $83,  that  is,  the  sum  of  $75  and  $8.  The 
special  phase-in  amount,  however,  cannot  exceed  $80,  the  lowest 
amount  of  debt  outstanding  as  of  the  close  of  any  preceding  month 
beginning  after  November  16,  1985.  Therefore,  the  amount  of  debt 
qualifying  for  relief  from  one-taxpayer  treatment  is  $80.  In  this  ex- 
ample, then,  since  the  indebtedness  to  which  the  general  phase-in 
applies  is  to  be,  to  the  extent  possible,  the  same  indebtedness  to 
which  the  special  phase-in  applies,  interest  expense  on  $75  of  debt 
is  to  be  allocated  under  old  law,  interest  expense  on  $5  of  debt  is  to 
be  allocated  without  use  of  the  one-taxpayer  rule  but  with  use  of 
the  Act's  other  rules  governing  interest  allocation,  and  interest  on 
$5  is  to  be  apportioned  under  the  Act's  new  rules. 

The  bill  clarifies  that  for  transition  rule  purposes,  all  members  of 
an  affiliated  group  of  corporations  are  to  be  treated  as  one  corpora- 
tion. Thus,  the  bill  makes  it  clear  that  debt  of  all  members  is  to  be 
aggregated  in  determining  if  a  paydown  that  reduces  phase-in  ben- 
efits has  occurred.  Similarly,  the  bill  makes  it  clear  that  interest 
on  interaffiliate  debt  is  not  eligible  for  transition  relief. 

Finally,  in  view  of  the  relative  complexity  of  these  transition 
rules,  the  bill  allows  taxpayers  to  elect  out  of  their  application  in 
prescribed  circumstances. 


C.  U.S.  Taxation  of  Income  Earned  Through  Foreign  Corpora- 
tions (sec.  10212(i)-(l)  of  the  bill,  sees.  1023,  1221,  and  1224-1226 
of  the  Reform  Act,  and  sees.  245,  246A,  552,  861,  881,  901,  and 
951-955  of  the  Code) 

1.  Captive  insurance  companies 

Present  Law 

Election  to  treat  related  person  insurance  income  as  effectively  con- 
nected with  a  U.S.  business 

Under  subpart  F  of  the  Code,  certain  types  of  income  of  U.S.-con- 
trolled  foreign  corporations  are  included  currently  in  shareholder 
income  and  taxed  by  the  United  States  regardless  of  whether  the 
income  is  actually  distributed  currently  to  shareholders.  A  taxpay- 
er is  generally  subject  to  income  inclusion  under  subpart  F  only  if 
the  taxpayer  is  a  "U.S.  shareholder"  in  a  "controlled  foreign  corpo- 
ration." Since  the  enactment  of  the  subpart  F  rules  in  1962,  the 
term  "U.S.  shareholder"  has  generally  been  limited  to  those  U.S. 
persons  owning  (directly,  indirectly,  or  by  attribution)  10  percent  or 
more  of  a  foreign  corporation's  combined  voting  power.  The  term 
"controlled  foreign  corporation"  has  generally  been  limited  to 
those  foreign  corporations  more  than  half  of  the  stock  of  which  is 
owned  by  U.S.  shareholders  (under  the  Act,  more  than  half  by  vote 
or  by  value). 

The  Act  introduced  new  subpart  F  rules  for  taxing  the  income  of 
so-called  captive  foreign  insurance  companies.  Under  the  new 
rules,  related  person  insurance  income  of  these  companies  is  cur- 
rently taxable  to  an  expanded  category  of  U.S.  persons.  The  statute 
achieves  this  result  first  by  treating  as  a  "U.S.  shareholder"  any 
U.S.  person  who  owns  directly  or  indirectly  any  stock  in  a  foreign 
corporation,  whether  or  not  it  meets  the  10  percent  threshold;  and 
second  by  lowering  the  U.S.  shareholder  ownership  threshold  for 
controlled  foreign  corporation  status  to  25  percent  or  more.  These 
modifications  apply  only  for  purposes  of  taking  into  account  related 
person  insurance  income  under  subpart  F. 

The  Act  provides  three  exceptions  to  the  new  subpart  F  rules  for 
captive  insurers.  Under  one  of  these  exceptions,  a  foreign  corpora- 
tion may  avoid  the  application  of  the  new  subpart  F  rules  for  cap- 
.  tives  by  electing  to  treat  related  person  insurance  income  that 
would  not  otherwise  be  taxed  on  a  net  basis  (i.e.,  as  effectively  con- 
nected with  the  conduct  of  a  U.S.  trade  or  business)  as  income  that 
is  effectively  connected  with  the  conduct  of  a  U.S.  trade  or  busi- 
ness. The  income  deemed  to  be  effectively  connected  under  this 
j  election  will  be  excluded  from  subpart  F  income. 

Congress  intended  the  election  to  be  available  only  to  (a)  those 
corporations  that  are  controlled  foreign  corporations  solely  by 
virtue  of  the  new  rules  for  captive  insurers  and  (b)  those  corpora- 
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tions  that  are  controlled  foreign  corporations  regardless  of  the  new 
captive  rules  but  that  do  not  have  a  U.S.  shareholder  that  directly 
or  indirectly  (without  attribution  under  section  958(b))  owns  stock 
in  the  controlled  foreign  corporation.  The  Act  provides  that  the 
election  is  to  be  made  at  such  time  and  in  such  manner  as  the  Sec- 
retary may  prescribe.  The  election  is  effective  in  the  year  made 
and  in  all  future  years.  The  election  is  not  effective  if  the  electing 
corporation  fails  to  meet  such  requirements  as  the  Secretary  shall 
prescribe  to  ensure  that  the  tax  imposed  on  its  related  person  in- 
surance income  is  paid. 

To  make  the  election,  the  foreign  corporation  must  waive  all  U.S. 
income  tax  treaty  benefits  with  respect  to  its  related  person  insur- 
ance income.  Treaty  benefits  with  respect  to  the  branch  profits  tax 
newly  created  by  the  Act  are  irrelevant  to  income  with  respect  to 
which  the  election  is  properly  made,  however,  because  the  Act  ex- 
cludes from  the  imposition  of  branch  profits  tax  the  earnings  and 
profits  attributable  to  income  treated  as  effectively  connected 
solely  because  of  the  election. 

Amount  of  subpart  F  inclusion 

When  a  controlled  foreign  corporation  earns  subpart  F  income, 
the  United  States  generally  taxes  the  corporation's  U.S.  sharehold- 
ers currently  on  their  pro  rata  share  of  the  subpart  F  income.  Re- 
lated person  insurance  income  (as  defined  by  the  Act)  is  a  type  of 
subpart  F  income. 

In  the  case  of  a  corporation  that  is  a  controlled  foreign  corpora- 
tion for  its  entire  taxable  year,  and  a  U.S.  shareholder  that  owns 
the  same  proportion  of  stock  in  the  corporation  throughout  the  cor- 
poration's taxable  year,  the  U.S.  shareholder's  pro  rata  share  of 
subpart  F  income  is  the  amount  that  would  have  been  distributed 
with  respect  to  the  shareholder's  stock  if  on  the  last  day  of  the  tax- 
able year  the  controlled  foreign  corporation  had  distributed  all  of 
its  subpart  F  income  pro  rata  to  all  of  its  shareholders. 

The  pro  rata  share  definition  provides  for  adjustments  where  the 
corporation  is  a  controlled  foreign  corporation  for  less  than  the 
entire  year  or  where  actual  distributions  are  made  with  respect  to 
stock  the  shareholder  owns  for  less  than  the  entire  year.  The  latter 
adjustment,  contained  in  section  951(a)(2)(B),  reduces  a  U.S.  share- 
holder's pro  rata  share  by  a  fraction  of  the  dividends  distributed  to 
any  other  person  during  the  controlled  foreign  corporation's  tax- 
able year  on  stock  owned  by  the  U.S.  shareholder  at  year-end.  The 
fraction  equals  the  proportion  of  the  taxable  year  during  which  the 
U.S.  shareholder  did  not  own  the  stock. 

Primary  insureds  . 

The  Act  defines  related  person  insurance  income  as  any  insur- 
ance income  attributable  to  a  policy  of  insurance  or  reinsurance 
with  respect  to  which  the  primary  insured  is  either  a  U.S.  share- 
holder (as  defined  above)  in  the  foreign  corporation  receiving  the 
income  or  a  person  related  to  such  a  shareholder. 

It  was  Congress's  intent  that  related  person  insurance  income  in- 
clude income  attributable  to  policies  of  reinsurance  issued  by  a  for- 
eign corporation  to  its  U.S.  shareholders  that  previously  insured 
the  risks  covered  by  such  policies  or  to  persons  related  to  such 
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shareholders  that  previously  insured  the  risks  covered  by  such  poli- 
cies. In  addition,  Congress  gave  the  Secretary  authority  under  the 
Act  to  prevent  the  avoidance  of  the  captive  insurance  rules 
through  cross  insurance  arrangements  or  otherwise. 

The  new  subpart  F  rules  for  captive  insurers  do  not  apply  if  less 
than  20  percent  of  the  stock  of  the  corporation  (by  vote  or  by  value 
of  both  stock  and  policies)  is  owned  (directly  or  indirectly)  by  per- 
sons who  are  the  primary  insureds  under  any  policies  of  insurance 
or  reinsurance  issued  by  the  corporation,  or  by  persons  related  to 
such  primary  insureds. 

Gross  insurance  income 

Under  a  de  minimis  exception  to  the  new  subpart  F  rules  for 
captive  insurers,  these  rules  do  not  apply  to  income  of  a  foreign 
corporation  whose  related  person  insurance  income  for  the  taxable 
year  is  less  than  20  percent  of  its  insurance  income  for  the  year. 
Congress  intended  that  this  computation  be  performed  on  a  gross 
basis.  Insurance  income  is  defined  for  this  purpose  as  it  is  general- 
ly for  subpart  F  purposes  under  the  Act,  except  that  the  exclusion 
of  income  attributable  to  same-country  risks  does  not  apply. 

Definition  of  related  person 

The  application  of  the  new  captive  insurance  rules  turns  on  the 
distinction  between  persons  who  are  and  are  not  related  to  U.S. 
shareholders  (within  the  meaning  of  section  954(d)(3)  as  amended 
by  the  Act).  A  person  is  related  to  a  controlled  foreign  corporation 
if  the  person  controls,  is  controlled  by,  or  is  under  common  control 
with  the  controlled  foreign  corporation. 

Congress  intended  that  related  person  insurance  income  include 
income  attributable  to  officers,  or  directors'  insurance  where  the 
U.S.  shareholders  of  the  foreign  corporation  receiving  such  income 
(or  persons  related  to  such  shareholders)  directly  or  indirectly  pay 
the  premiums  and  the  insureds  are  officers  or  directors  of  the  U.S. 
shareholders  (or  persons  related  to  such  shareholders). 

Definition  of  related  person  insurance  income 

As  stated  above,  the  Act  defines  related  person  insurance  income 
as  a  type  of  "insurance  income.' '  The  Code  provides  special  rules 
for  computing  tax  haven  insurance  income.  Section  953(b)  states 
that  for  these  purposes  all  items  of  income,  expenses,  losses,  and 
deductions  shall  be  properly  allocated  or  apportioned  under  regula- 
tions prescribed  by  the  Secretary.  Section  953(b)  also  eliminates  or 
limits  the  applicability  of  certain  provisions  of  subchapter  L  of  the 
Code  ("Insurance  Companies")  for  these  purposes.  Congress  intend- 
ed that  these  special  rules  for  computing  tax  haven  insurance 
income  apply  in  computing  related  person  insurance  income. 

Information  returns 

Under  the  Code,  U.S.  persons  who  own  or  acquire  5  percent  or 
more  of  the  value  of  the  stock  of  a  foreign  corporation,  others  who 
become  U.S.  persons  while  owning  that  percentage  of  the  stock  of  a 
foreign  corporation,  and  U.S.  citizens  and  residents  who  are  officers 
or  directors  of  foreign  corporations  with  such  U.S.  ownership  are 
required  to  file  information  returns  concerning  the  corporation  and 
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its  shareholders  (sec.  6046;  see  Schedule  O  (Form  5471)  (previously 
Form  959)).  Regulations  excuse  any  shareholder  from  furnishing  re- 
quired information  if  it  is  furnished  by  another  person  having  an 
equal  or  greater  stock  interest  in  the  corporation  (Reg.  sec.  1.6046- 
1(e)(5)).  Due  to  its  5  percent  stock  ownership  threshold,  this  report- 
ing requirement  generally  applied  to  all  U.S.  shareholders  in  con- 
trolled foreign  corporations  prior  to  the  Act.  Under  the  new  captive 
rules,  however,  a  person  owning  less  than  5  percent  of  the  stock  of 
a  controlled  foreign  corporation  may  also  be  a  U.S.  shareholder. 
Generally  Congress  did  not  intend  to  treat  such  less-than-5-percent 
U.S.  shareholders  any  differently  from  other  U.S.  shareholders  in 
controlled  foreign  corporations  for  reporting  purposes. 

Sales  of  captive  company  stock 

Generally,  a  U.S.  shareholder  in  a  controlled  foreign  corporation 
receives  an  income  inclusion  under  subpart  F  when  the  sharehold- 
er owns  stock  in  the  corporation  on  the  last  day  of  the  taxable  year 
on  which  the  corporation  is  a  controlled  foreign  corporation  (sec. 
951(a)(1)).  Prior  to  the  Act,  any  U.S.  shareholder  that  sold  or  ex- 
changed stock  in  a  controlled  foreign  corporation  (or  received  a  dis- 
tribution which  was  treated  as  an  exchange  of  stock  in  the  corpora- 
tion) before  the  last  day  of  the  year  generally  would  have  been  re- 
quired to  treat  the  gain  on  the  sale  as  a  dividend,  to  the  extent  of 
the  earnings  and  profits  of  the  corporation  attributable  to  such 
stock  and  accumulated  since  1962  during  periods  in  which  the  cor- 
poration was  a  controlled  foreign  corporation  and  in  which  the  U.S. 
person  held  the  stock  sold  or  exchanged  (sec.  1248).  Thus  a  mid- 
year stock  sale  would  result  in  shareholder  dividend  income  simi- 
lar to  an  income  inclusion  under  subpart  F. 

Under  present  and  prior  law,  this  rule  for  treating  gains  as  divi- 
dends applies  only  to  the  class  of  U.S.  shareholders  defined  under 
the  usual  10  percent  ownership  threshold  of  subpart  F — that  is,  the 
class  of  U.S.  shareholders  as  that  term  was  defined  prior  to  the 
Act.  The  Act's  captive  insurance  rules,  however,  created  a  new 
class  of  U.S.  shareholders  that  need  not  satisfy  this  10  percent 
threshold.  Congress  did  not  intend  to  treat  this  new  class  of  U.S. 
shareholders  differently  from  10-percent  U.S.  shareholders  for  pur- 
poses of  the  existing  rule  for  treating  gains  as  dividends. 

Uninsured,  unrelated  shareholders 

Under  the  new  captive  insurance  rules,  the  term  U.S.  sharehold- 
er includes  a  U.S.  person  that  owns  any  stock  in  a  foreign  corpora- 
tion that  owns  (directly  or  indirectly)  any  stock  in  a  foreign  corpo- 
ration that  earns  related  person  insurance  income. 

Explanation  of  Provisions 

Election  to  treat  related  person  insurance  income  as  effectively  con- 
nected with  a  U.S.  business 

The  bill  supplements  the  Code  provisions  describing  the  election 
to  treat  related  person  insurance  income  as  effectively  connected 
with  the  conduct  of  a  U.S.  trade  or  business  in  order  to  clarify  that 
the  election  is  not  available  to  a  corporation  that,  without  applying 
the  special  subpart  F  rules  for  captive  insurance  companies,  is  a 
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controlled  foreign  corporation  with  a  U.S.  shareholder  that  owns 
directly  or  indirectly  (without  application  of  the  attribution  rules  of 
958(b))  stock  in  the  foreign  corporation  for  any  pre-election  taxable 
year  beginning  after  1986.  The  bill  further  provides  that  if  a  corpo- 
ration is  entitled  to  make  the  election  in  one  year,  but  in  a  later 
year  becomes  a  controlled  foreign  corporation  with  such  a  U.S. 
shareholder  as  defined  by  the  general  subpart  F  rules,  an  election 
made  for  the  earlier  year  shall  not  apply  to  any  taxable  year  after 
the  later  year.  Thus,  the  bill  clarifies  that  the  election  is  available 
only  in  situations  where  a  foreign  corporation  and  its  shareholders 
are  subject  to  subpart  F  treatment  by  virtue  of  the  Act's  special 
captive  insurance  rules,  and  not  where  subpart  F  treatment  results 
from  application  of  the  rules  that  are  generally  applicable  outside 
the  captive  insurance  context. 

The  bill  also  provides  that  in  making  the  election  the  foreign  cor- 
poration must  waive  all  benefits  granted  by  the  United  States 
(other  than  benefits  with  respect  to  the  branch  profits  and  branch 
interest  taxes  newly  imposed  by  the  Act)  under  any  treaties  be- 
tween the  United  States  and  any  foreign  country.  Thus,  for  exam- 
ple, U.S.  tax  benefits  claimed  under  a  friendship,  commerce,  and 
navigation  treaty  would  have  to  be  waived  by  a  foreign  corporation 
making  the  election.  However,  the  bill  clarifies  that  treaty  benefits 
with  respect  to  the  branch  taxes  need  not  be  waived  with  respect  to 
related  person  insurance  income  when  that  income  is  effectively 
connected  without  regard  to  the  election. 

Amount  of  subpart  F  inclusion 

The  bill  provides  a  special  definition  of  "pro  rata  share"  for  pur- 
poses only  of  taking  into  account  related  person  insurance  income. 
For  these  purposes,  the  special  pro  rata  share  definition  is  the 
lesser  of  (i)  the  amount  which  would  be  determined  under  the  gen- 
eral subpart  F  definition  of  pro  rata  share  if  only  related  person 
insurance  income  were  taken  into  account,  if  stock  owned  by  U.S. 
shareholders  on  the  last  day  of  the  taxable  year  were  the  only 
stock  in  the  foreign  corporation,  and  if  only  distributions  received 
by  U.S.  shareholders  were  taken  into  account  under  section 
951(a)(2)(B);  or  (ii) .'the  amount  which  would  be  determined  under 
the  general  subpart  F  definition  of  pro  rata  share  if  the  entire 
earnings  and  profits  of  the  corporation  for  the  taxable  year  were 
subpart  F  income. 

For  example,  assume  that  throughout  the  first  taxable  year  of  a 
foreign  corporation,  50  percent  of  its  stock  is  owned  by  U.S.  persons 
and  the  rest  by  foreign  persons  unrelated  to  U.S.  persons.  The  cor- 
poration's only  activity  is  insuring  risks  of  its  U.S.  shareholders 
and  its  foreign  shareholders.  During  the  taxable  year  exactly  50 
percent  of  its  income  is  related  person  insurance  income  and  its 
earnings  and  profits  for  the  year  are  twice  its  related  person  insur- 
ance income  for  the  year.  Assume  that  the  corporation  has  no  U.S. 
tax  liability,  that  it  has  no  other  subpart  F  income  for  the  taxable 
year,  and  that  it  does  not  distribute  any  of  its  earnings  or  invest  in 
U.S.  property  during  the  year. 

Under  the  Act's  new  rules  for  captives,  all  U.S.  persons  that  own 
stock  in  the  corporation  are  U.S.  shareholders.  Under  the  general 
subpart  F  rules  for  computing  their  income  inclusions,  they  would 
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be  treated  as  if  the  corporation  distributed  to  them  half  of  its  relat- 
ed person  insurance  income.  This  portion  of  the  corporation's  relat- 
ed person  insurance  income  would  be  taxed  to  the  U.S.  sharehold- 
ers; the  rest  of  the  corporation's  related  person  insurance  income 
would  not  be  taxed  currently  by  the  United  States.  Under  the  bill, 
by  contrast,  the  U.S.  shareholders  are  taxed  currently  on  all  of  the 
corporation's  related  person  insurance  income. 

The  effect  of  the  bill's  pro  rata  share  definition  is  to  ensure  that 
if  related  person  insurance  income  of  a  controlled  foreign  corpora- 
tion is  at  all  currently  taxable  to  U.S.  shareholders  under  subpart 
F,  then  the  full  amount  of  the  controlled  foreign  corporation's  re- 
lated person  insurance  income  will  be  currently  taxable,  up  to  the 
U.S.  shareholders'  proportionate  share  of  the  controlled  foreign  cor- 
poration's earnings  and  profits.  Where  the  corporation  earns  a  suf- 
ficient level  of  income  that  is  not  related  person  insurance  income, 
partial  ownership  of  the  corporation  by  foreign  persons  will  not 
reduce  the  portion  of  the  corporation's  related  person  insurance 
income  that  is  currently  taxable  in  the  United  States.  As  used  in 
the  bill's  pro  rata  share  definition,  the  term  "U.S.  shareholder"  has 
the  meaning  that  it  has  when  taking  into  account  related  person 
insurance  income:  i.e.,  as  modified  by  section  953(c)(1)(a)  (which  dis- 
penses with  the  10  percent  threshold). 

The  bill  further  provides  the  Secretary  with  authority  to  modify 
the  other  rules  of  subpart  F  where  necessary  to  permit  an  appro- 
priate computation  of  pro  rata  share  under  the  bill's  special  rule. 
For  example,  it  may  be  necessary  or  appropriate  for  the  Secretary 
to  coordinate  this  rule  with  the  general  pro  rata  share  definition 
where  the  controlled  foreign  corporation  has  other  types  of  subpart 
F  income;  or  regulations  may  be  appropriate  for  determining  how 
the  various  types  of  subpart  F  income  are  to  be  reduced  to  account 
for  the  earnings  and  profits  limitation  on  subpart  F  income. 

Primary  insureds 

The  bill  eliminates  the  word  ' 'primary"  from  the  references  to 
"primary  insureds"  in  the  definition  of  related  person  insurance 
income  and  in  the  exception  from  the  special  captive  insurance 
rules  for  corporations  less  than  20  percent  of  whose  owners  are  in- 
sureds or  related  to  insureds.  Thus  the  bill  clarifies  that  these  ref- 
erences are  intended  to  cover  policies  of  reinsurance  issued  to  U.S. 
shareholders  and  related  persons,  regardless  of  whether  the  con- 
tracts being  reinsured  were  issued  to  unrelated  persons.  The  bill 
also  clarifies  that  insurance  income  from  contracts  insuring  indi- 
rectly (as  well  as  directly)  shareholders  or  persons  related  to  share- 
holders of  the  foreign  corporation  is  included  in  the  definition  of 
related  person  insurance  income  and  that  such  persons  indirectly 
(as  well  as  directly)  insured  are  included  in  the  group  of  insured 
shareholders  and  shareholders  related  to  insureds  for  purposes  of 
determining  whether  the  foreign  corporation  is  less  than  20  per- 
cent owned  by  insureds  or  persons  related  to  insureds. 

For  example,  if  a  foreign  corporation  reinsures  the  risk  of  a  U.S. 
insurance  company  that  insures  a  U.S.  individual  and  stock  of  the 
foreign  corporation  is  owned  by  the  U.S.  individual,  then  the  for- 
eign corporation's  income  on  the  reinsurance  of  the  U.S.  individual 
is  related  person  insurance  income  under  the  bill  because  one  of  its 
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U.S.  shareholders  is  indirectly  an  insured  of  the  foreign  corpora- 
tion. In  addition,  if  a  foreign  corporation  reinsures  the  risk  of  a 
U.S.  insurance  company  that  insures  a  U.S.  individual  and  stock  of 
the  foreign  corporation  is  owned  by  the  U.S.  insurance  company, 
then  the  foreign  corporation's  income  on  the  reinsurance  contract 
is  related  person  insurance  income  under  the  bill  because  one  of  its 
U.S.  shareholders  is  directly  an  insured  of  the  foreign  corporation. 

The  foregoing  amendments  affecting  the  types  of  insureds  whose 
insurance  and  reinsurance  policies  give  rise  to  related  person  in- 
surance income  subject  to  the  new  captive  rules  apply  to  taxable 
years  of  foreign  corporations  beginning  after  1987.  The  Secretary 
retains  regulatory  authority  to  identify  instances  where  a  stock- 
holder of  a  foreign  corporation  (or  a  related  person)  is  the  indirect 
insured  under  a  policy  of  insurance  or  reinsurance  issued  by  the 
corporation,  and  to  extend  related  person  insurance  income  treat- 
ment to  income  from  reinsurance  issued  to  unrelated  parties,  in 
those  cases  where  doing  so  is  necessary  to  prevent  the  avoidance  of 
the  captive  insurer  rules. 

Gross  insurance  income 

The  bill  clarifies  that  for  purposes  of  applying  the  de  minimis  ex- 
ception to  the  captive  insurance  rules,  comparison  of  a  foreign  cor- 
poration's related  person  insurance  income  to  its  insurance  income 
is  made  on  a  gross  basis.  Thus,  the  de  minimis  rule  is  applied  with- 
out regard  to  the  relative  profitability  of  the  foreign  corporation's 
related  person  insurance  income,  on  the  one  hand,  and  its  total  in- 
surance income,  on  the  other. 

Definition  of  related  person 

The  bill  modifies  the  definition  of  related  person  for  purposes  of 
the  captive  insurance  rules,  making  it  clear  that  in  the  case  of  any 
insurance  policy  covering  liability  arising  from  services  performed 
as  a  director,  officer,  or  employee  of  a  corporation  or  as  a  partner 
or  employee  of  a  partnership,  the  person  performing  the  services 
and  the  entity  for  which  the  services  are  performed  will  be  treated 
as  related  persons.  (As  discussed  below,  the  bill  also  raises  the  con- 
trol threshold  for  related  person  status  generally  from  50  percent 
to  more  than  50  percent.) 

Definition  of  related  person  insurance  income 

The  bill  refines  the  definition  of  related  person  insurance  income 
so  that  it  specifically  refers  to  insurance  income  as  that  term  is  de- 
fined in  section  953(a),  thus  incorporating  the  special  rules  set  forth 
in  953(b)  for  computing  tax  haven  insurance  income. 

Information  returns 

The  bill  extends  the  information  reporting  requirements  for  U.S. 
persons  who  are  5  percent-or-more  shareholders  of  foreign  corpora- 
tions and  U.S.  citizens  or  residents  who  are  officers  or  directors  of 
such  corporations  so  that  they  apply  to  all  persons  who  are  U.S. 
shareholders  in  controlled  foreign  corporations  by  virtue  of  the 
new  captive  insurance  company  rules  and  all  U.S.  officers  and  di- 
rectors of  companies  that  are  controlled  foreign  corporations  by 
virtue  of  those  rules. 
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Sales  of  captive  company  stock 

The  bill  modifies  the  treatment  of  gains  on  sales  of  stock  in  for- 
eign corporations  that  are  controlled  foreign  corporations  under 
the  captive  insurance  rules  to  conform  to  the  dividend  treatment 
accorded  to  gains  on  sales  of  controlled  foreign  corporation  stock  in 
general.  Thus,  when  a  person  that  is  a  U.S.  shareholder  solely  by 
Virtue  of  the  captive  rules  sells  captive  company  stock  to  another 
U.S.  person,  for  example,  before  the  end  of  the  taxable  year,  buyer 
and  seller  will  each  be  treated  as  having  received  dividend  income 
only  with  respect  to  that  part  of  the  year  that  it  owned  the  stock. 

Uninsured,  unrelated  shareholders 

The  bill  gives  the  Secretary  authority  to  provide  regulations 
under  which  U.S.  persons  who  are  neither  insured  or  reinsured  by 
a  foreign  corporation  (directly  or  indirectly),  nor  related  to  a 
person  insured  or  reinsured  (directly  or  indirectly)  by  the  corpora- 
tion will  not  be  treated  as  U.S.  shareholders  of  the  foreign  corpora- 
tion. 

The  committee  anticipates  that  the  Secretary  will  exercise  this 
authority  to  provide  for  instances  where  it  is  administratively  im- 
practicable to  identify  noninsureds  with  insignificant,  indirect 
shareholdings  in  foreign  corporations  as  U.S.  shareholders.  Mor- 
ever,  the  committee  anticipates  that  the  Secretary  may  excuse 
such  a  U.S.  person  from  treatment  as  a  U.S.  shareholder  of  the 
captive  company  even  if  a  U.S.  person  can  be  identified  as  the  indi- 
rect owner  of  stock  of  a  captive  insurance  company,  if  the  captive 
stock  represents  an  insignificant  enough  portion  of  the  assets  of  its 
direct  owner.  For  example,  where  a  publicly  traded,  widely  held, 
foreign  corporation  incidentally  owns  stock  (directly  or  indirectly) 
in  a  foreign  corporation  with  related  person  insurance  income,  U.S. 
investors  who  own  small  proportions  of  the  stock  of  the  first  corpo- 
ration and  who  have  no  relationship  to  the  second  may  technically 
be  U.S.  shareholders  under  the  statute.  In  these  circumstances, 
however,  it  might  be  appropriate  for  regulations  to  exclude  such  in- 
vestors from  the  definition  of  U.S.  shareholder. 

2.  Insurance  companies  in  general 

Present  Law 

Fresh  start  for  computing  discounted  unpaid  losses 

To  take  partial  account  of  the  time  value  of  money,  the  Act 
amends  subchapter  L  of  the  Code  to  provide  for  the  discounting  of 
the  deduction  for  loss  reserves  of  property  and  casualty  insurance 
companies.  Thus,  the  Act  limits  the  deduction  for  unpaid  losses  to 
the  amount  of  discounted  unpaid  losses  (new  sec.  846  of  the  Code): 

In  general,  the  new  discounting  provisions  apply  to  taxable  years 
beginning  after  December  31,  1986.  A  fresh  start  is  provided  with 
respect  to  undiscounted  loss  reserves  applicable  to  the  last  taxable 
year  beginning  before  January  1,  1987.  Under  this  fresh  start  rule, 
the  difference  between  the  amount  of  undiscounted  loss  reserves 
and  the  discounted  balances  is  not  taken  into  income. 

The  Act  provides  that  the  fresh  start  adjustment  is  to  be  taken 
into  account  in  full  in  the  first  taxable  year  to  which  the  discount- 
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ing  provisions  apply  (generally,  taxable  years  beginning  in  1987)  for 
purposes  of  calculating  any  adjustment  to  earnings  and  profits.  The 
current  earnings  and  profits  of  a  controlled  foreign  corporation 
serve  as  a  limitation  on  the  amount  of  the  corporation's  subpart  F 
income  for  the  current  taxable  year. 

Definition  of  United  States  risk 

Section  861(a)(7)  (unchanged  by  the  Act)  treats  as  U.S.  source 
income  amounts  received  as  underwriting  income  derived  from  the 
insurance  of  U.S.  risks  as  defined  in  section  953(a).  Prior  to  the 
Act,  section  953(a)  defined  the  term  "income  derived  from  the  in- 
surance of  U.S.  risks"  as  income  that  would  (subject  to  certain 
modifications  described  in  section  953(b))  be  taxed  under  subchap- 
ter L  if  the  income  were  that  of  a  domestic  insurance  company, 
and  that  is  attributable  to  the  reinsuring  or  the  issuing  of  any  in- 
surance or  annuity  contract  (1)  in  connection  with  property,  activi- 
ties, or  the  lives  or  health  of  individuals  resident  in  the  United 
States,  or  (2)  under  any  arrangement  where  another  corporation 
receives  a  substantially  equal  amount  for  covering  such  risks. 

In  connection  with  the  Act's  expansion  of  the  subpart  F  tax 
haven  insurance  definition,  extending  current  taxation  to  any 
income  attributable  to  the  issuing  (or  reinsuring)  of  any  insurance 
or  annuity  contract  in  connection  with  risks  in  a  country  other 
than  that  in  which  the  insurer  is  created  or  organized,  the  defini- 
tion of  U.S.  risk  was  no  longer  relevant  for  section  953(a)  purposes. 
Congress  did  not  intend  to  alter  the  substance  of  the  related  source 
rule  in  section  861(a)(7). 

Allocation  of  insurance  company  expenses 

In  connection  with  prior  law's  shareholder-level  taxation  of  con- 
trolled foreign  corporation  income  from  insurance  of  U.S.  risks,  the 
Code  provided  for  tax  on  all  of  the  underwriting  income  and  net 
investment  income  from  insuring  such  risks.  Certain  deductions 
generally  allowed  domestic  insurance  companies  were  not  allowed 
in  the  case  of  these  foreign  operations,  and  other  allowed  deduc- 
tions were  to  be  taken  into  account  only  to  the  extent  they  were  in 
respect  of  contracts  insuring  U.S.  risks.  All  other  deductions,  as 
well  as  all  items  of  income,  were  to  be  properly  allocated  or  appor- 
tioned under  regulations  between  income  from  insuring  U.S.  risks 
and  income  from  insuring  foreign  risks.  Under  this  regime,  for  ex- 
ample, the  regulations  generally  allocated  reserve  deductions  to 
underwriting  income  {see  Reg.  sec.  1.953-4(h)). 

The  Act  not  only  imposed  on  U.S.  shareholders  current  taxation 
on  all  of  the  controlled  foreign  corporation's  net  underwriting 
income  from  insuring  foreign  risks  outside  its  home  country  ("non- 
same-country  risks"),  but  also  subjected  income  derived  from  the 
corporation's  investments  of  funds  generally  to  current  U.S.  tax- 
ation under  subpart  F,  regardless  of  the  extent  to  which  the  corpo- 
ration receiving  such  income  is  engaged  in  the  business  of  insuring 
same-country  risks.  Congress  intended  that,  under  the  existing  stat- 
ute calling  for  regulations  to  allocate  and  apportion  deductions 
with  respect  to  insurance  income,  reserve  and  other  deductions 
would  be  allocated  and  apportioned,  where  appropriate^  to  invest- 
rient  income  so  as  to  result  in  current  taxation  of  net  investment 
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income  and  deferral  of  tax  on  same-country  underwriting  income 
without,  in  the  latter  case,  reduction  for  expenses,  losses,  or  re- 
serves properly  allocable  to  investment  income. 

Carryover  of  insurance  company  deficits 

Under  the  Act,  subpart  F  insurance  income  of  a  controlled  for- 
eign corporation  may  be  reduced  by  post-1986  accumulated  deficits 
in  that  corporation's  earnings  and  profits  attributable  to  activities 
that  give  rise  to  subpart  F  insurance  income,  provided  that  the  con- 
trolled foreign  corporation  receiving  such  income  was  a  qualified 
insurance  company.  A  qualified  insurance  company  is  a  controlled 
foreign  corporation  predominantly  engaged  in  the  active  conduct  of 
an  insurance  business  in  both  the  year  in  which  the  corporation 
earned  the  income  and  the  year  in  which  the  corporation  incurred 
the  deficit.  Thus,  a  qualified  insurance  company's  investment 
income  attributable  to  non-same  country  insurance  (which  is  a  type 
of  subpart  F  insurance  income)  may  be  eligible  for  reduction  by  ac- 
cumulated deficits. 

A  qualified  insurance  company's  investment  income  attributable 
to  same  country  insurance  is  generally  foreign  personal  holding 
company  income.  Foreign  personal  holding  company  income  may 
sometimes  be  reduced  by  accumulated  deficits  under  a  rule  similar 
to  that  for  subpart  F  insurance  income,  but  generally  not  if  the 
income  is  earned  by  an  insurance  company  eligible  for  the  benefits 
of  the  insurance  income  deficit  rule.  Rather,  the  opportunity  to 
reduce  foreign  personal  holding  company  income  by  accumulated 
deficits  is  available  only  if  the  controlled  foreign  corporation  re- 
ceiving such  income  was  predominantly  engaged  in  the  active  con- 
duct of  a  banking,  financing,  or  similar  business  in  both  the  year  in 
which  the  corporation  earned  the  income  and  the  year  in  which 
the  corporation  incurred  the  deficit. 

Explanation  of  Provisions 
Fresh  start  for  computing  discounted  unpaid  losses 

The  bill  provides  that  for  purposes  of  computing  the  earnings 
and  profits  limitation  on  subpart  F  income,  current  earnings  and 
profits  are  determined  without  regard  to  the  increase  in  current 
earnings  and  profits  under  the  discounting  fresh  start  provision  of 
the  Act.  Thus,  the  one-time  increase  in  current  earnings  and  prof- 
its of  a  controlled  foreign  corporation  under  the  discounting  fresh 
start  provision  will  not  result  in  any  increase  in  subpart  F  income 
of  that  corporation. 

Definition  of  United  States  risk 

The  bill  reinstates  for  purposes  of  861(a)(7)  the  pre- Act  definition 
of  income  from  U.S.  risks.  The  bill  treats  as  U.S.  source  income 
amounts  received  as  underwriting  income  derived  from  the  issuing 
(or  reinsuring)  of  any  insurance  or  annuity  contract  (1)  in  connec- 
tion with  property,  activities,  or  the  lives  or  health  of  individuals 
resident  in  the  United  States,  or  (2)  under  any  arrangement  where 
another  corporation  receives  a  substantially  equal  amount  for  cov- 
ering such  risks. 
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Allocation  of  insurance  company  expenses 

The  bill  clarifies  that  regulations  are  to  provide  for  the  proper 
allocation  and  apportionment  of  all  insurance  company  expenses, 
losses,  and  deductions  between  income  that  is  subject  to  current 
U.S.  shareholder  taxation  under  subpart  F  (such  as  investment 
income)  and  income  that  is  not  (namely,  same-country  underwrit- 
ing income).  Generally,  it  is  anticipated  that  amounts  not  specifi- 
cally allocable  are  to  be  apportioned  on  the  basis  of  premiums  and 
investment  income. 

Carryover  of  insurance  company  deficits 

The  bill  conforms  the  treatment  of  foreign  personal  holding  com- 
pany income  of  qualified  insurance  companies,  for  accumulated  def- 
icit purposes,  to  that  of  subpart  F  insurance  income  of  such  compa- 
nies. Thus,  same  country  and  non-same  country  investment  income 
of  a  controlled  foreign  corporation  predominantly  engaged  in  the 
insurance  business  are  both  eligible  for  reduction  by  post-1986  ac- 
cumulated deficits  under  the  same  terms.  However,  deficits  from 
same  country  underwriting  income  continue  to  be  ineligible  to 
reduce  same  country  and  non-same  country  investment  income 
earned  in  later  years  for  subpart  F  purposes. 

3.  Withdrawals  of  qualified  shipping  reinvestments  that  pre-Act 
law  excluded  from  subpart  F  income 

Present  Law 

The  Act  repealed  the  rule  that,  under  prior  law,  excluded  from 
subpart  F  income  foreign  base  company  shipping  income  that  was 
reinvested  in  foreign  base  company  shipping  operations.  This 
change  was  not  intended  to  modify  the  taxation  of  withdrawals 
(whether  by  disposition  of  assets,  adjustments  to  basis,  or  other- 
wise) of  previously  excluded  subpart  F  income  from  qualified  ship- 
ping reinvestments.  Under  the  Act,  the  withdrawal  from  qualified 
investment  for  a  particular  taxable  year  is  measured  by  reference 
to  the  excess  of  qualified  investments  as  of  the  close  of  the  last  tax- 
able year  beginning  before  1987  over  the  qualified  investments  at 
the  close  of  the  subsequent  taxable  year. 

Explanation  of  Provision 

The  bill  makes  it  clear  that  withdrawals  of  previously  excluded 
subpart  F  income  from  qualified  shipping  reinvestments  are  to  be 
taxed  only  once.  For  any  taxable  year  beginning  after  1986,  the 
amount  of  withdrawal  from  qualified  shipping  investments  for  that 
year  is  limited  by  the  bill  to  the  excess  (if  any)  of  (1)  the  amount  of 
pre-1987  qualified  investments  then  remaining  after  the  decreases 
in  qualified  investments  determined  for  prior  taxable  years  begin- 
ning after  1986,  over  (2)  qualified  shipping  investments  at  year-end. 
Under  this  rule,  post-1986  investments  that  meet  the  definition  of 
qualified  investments  in  foreign  base  company  shipping  operations 
will  delay  the  taxation  of  withdrawals  until  all  such  post-1986  in- 
vestments are  withdrawn. 
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4.  Definition  of  related  person 

Present  Law 

Whether  a  controlled  foreign  corporation's  income  is  subject  to 
subpart  F  will  depend  in  certain  cases  on  whether  the  income  is 
received  from  a  related  person.  Generally,  for  example,  dividends, 
interest,  royalties,  and  rents  are  subpart  F  income.  However,  rents 
and  royalties,  for  example,  may  be  excluded  from  subpart  F  income 
if  derived  in  the  active  conduct  of  a  trade  or  business  and  received 
from  a  person  other  than  a  related  person  (sec.  954(c)(2)(A)).  As  an- 
other example,  dividends  and  interest  may  be  excluded  if  received 
from  certain  related  persons  organized  under  the  laws  of  the  same 
country  as  the  controlled  foreign  corporation  (sec.  954(c)(3)(A)(i)). 

A  related  person  is  one  which  controls,  is  controlled  by,  or  is 
under  common  control  with  the  controlled  foreign  corporation.  The 
Act  amended  the  definition  of  control  for  this  purpose.  In  the  case 
of  a  corporation,  control  means  the  direct  or  indirect  ownership  of 
50  percent  or  more  of  the  total  combined  voting  power  of  all  classes 
of  stock  entitled  to  vote  or  of  the  total  value  of  such  corporation.  In 
the  case  of  a  partnership,  trust,  or  estate,  control  is  defined  as 
direct  or  indirect  ownership  of  50  percent  or  more  of  the  total 
value  of  the  beneficial  interests  in  the  entity. 

Whether  income  is  subject  to  the  separate  foreign  tax  credit  limi- 
tation for  passive  income  may  also  turn  on  whether  it  is  received 
from  a  related  person.  The  definition  of  the  passive  income  basket 
is  generally  based  on  the  definition  of  foreign  personal  holding 
income  under  subpart  F,  which  in  turn  uses  the  concept  of  '  'related 
person"  to  provide  certain  exceptions  from  foreign  personal  holding 
company  income,  such  as  rents  and  royalties  derived  in  an  active 
business,  and  certain  same-country  dividends  and  interest.  In  addi- 
tion, if  a  corporation  is  a  controlled  foreign  corporation,  payments 
that  it  makes  to  its  U.S.  shareholders  may  be  characterized  for  pur- 
poses of  the  foreign  tax  credit  baskets  by  reference  to  the  character 
of  the  income  of  the  controlled  foreign  corporation. 

In  contrast  to  the  definition  of  control  for  purposes  of  defining  a 
related  person,  the  Code  treats  a  foreign  corporation  as  a  con- 
trolled foreign  corporation  only  if  more  than  50  percent  of  its  stock 
(by  vote  or  value)  is  owned  (directly,  indirectly,  or  by  attribution) 
by  U.S.  shareholders.  Prior  to  the  Act,  the  ownership  threshold  for 
related  party  status  was,  similarly,  more  than  50  percent  of  the 
total  combined  voting  power  of  a  corporation's  voting  stock. 

Different  thresholds  for  defining  "control"  in  the  definitions  of 
controlled  foreign  corporation,  on  the  one  hand,  and  related  person, 
on  the  other,  may  produce  unintended  anomalies  in  the  operation, 
of  the  foreign  tax  credit  limitation  baskets,  especially  where  look- 
through  treatment  may  be  involved.  For  example,  assume  that  a 
foreign  corporation  owned  50-50  by  two  unrelated  persons,  one  for- 
eign and  one  U.S.,  derives  all  of  its  income  from  manufacturing, 
and  that  it  pays  royalties  to  its  U.S.  shareholder,  which  derives  the 
royalties  in  the  active  conduct  of  its  trade  or  business.  This  income 
of  the  shareholder  is  ineligible  for  the  active  royalty  exception 
from  foreign  personal  holding  company  income  because  the  payor 
is  a  ' 'related  person."  However,  the  foreign  corporation  is  not  a 
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controlled  foreign  corporation,  and  therefore  the  royalty  income  of 
the  shareholder  cannot  be  recharacterized  under  the  look-through 
rules  to  reflect  the  overall  limitation  character  of  the  foreign  corpo- 
ration's income.  Thus,  the  royalty  is  passive  basket  income  of  the 
shareholder,  even  though  it  would  not  have  been  if  the  U.S.  share- 
holder owned  either  more  or  less  than  50  percent  of  the  foreign 
corporation's  stock. 

Explanation  of  Provision 

The  bill  provides  that  control,  for  purposes  of  the  related  person 
definition  of  section  954(d)(3),  means  direct  or  indirect  ownership  of 
more  than  50  percent  (by  vote  or  value)  of  the  stock  of  a  corpora- 
tion or  more  than  50  percent  (by  value)  of  the  beneficial  interests 
in  a  partnership,  trust  or  estate.  Therefore,  as  was  true  prior  to  the 
Act,  the  definitions  of  both  controlled  foreign  corporation  and  relat- 
ed person  under  subpart  F  are  keyed  to  the  same  definition  of  cor- 
porate control. 

In  the  case  of  royalties  derived  in  the  active  conduct  of  a  trade  or 
business,  for  example,  the  bill  prevents  treatment  of  a  50-percent 
U.S. -owned  foreign  corporation  in  a  manner  which  is  different  than 
the  treatment  of  both  foreign  corporations  owned  more  than  50 
percent  by  U.S.  persons  and  foreign  corporations  owned  less  than 
50  percent  by  U.S.  persons.  The  bill  eliminates,  by  contrast,  the  op- 
portunity for  a  controlled  foreign  corporation  to  exclude  from  for- 
eign personal  holding  company  income,  under  section  954(c)(3)(A)(i), 
same-country  dividends  from  a  50-percent  owned  foreign  corpora- 
tion. 

5.  Treatment  of  gains  as  foreign  personal  holding  company 
income 

Present  Law 

Under  the  Act,  the  Code  section  954(c)  definition  of  foreign  per- 
sonal holding  company  income  for  subpart  F  purposes  includes  the 
excess  of  gains  over  losses  from  sales  and  exchanges  of  non-income 
producing  property  and  property  that  gives  rise  to  the  following 
types  of  income:  first,  dividends  and  interest;  second,  rents  and  roy- 
alties other  than  active  business,  unrelated  party  rents  and  royal- 
ties; and  third,  annuities. 

The  Act  retained  certain  exceptions  to  foreign  personal  holding 
company  treatment  from  prior  law,  and  added  new  exceptions  to 
such  treatment,  in  connection  with  gains  of  regular  dealers;  gains 
on  inventory  property  (sec.  1221(1));  active  business  gains  or  losses 
in  connection  with  certain  commodity  transactions  by  any  con- 
trolled foreign  corporation  substantially  all  of  the  business  of 
which  is  as  an  active  producer,  processor,  merchant,  or  handler  of 
commodities;  and  foreign  currency  gains  and  losses  related  to  the 
business  needs  of  the  controlled  foreign  corporation.  For  example, 
the  Act  retained  prior  law's  subpart  F  exception  for  gains  and 
losses  of  a  producer,  processor,  merchant,  or  handler  of  a  commodi- 
ty which  arise  from  bona  fide  hedging  transactions  reasonably  nec- 
essary to  the  conduct  of  its  business  in  the  manner  in  which  such 
business  is  customarily  and  usually  conducted  by  others.  Congress 
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did  not  intend  that  net  losses  from  the  class  of  transactions  the 
gains  on  which  are  covered  by  the  regular  dealer  and  inventory  ex- 
ceptions would  be  available  to  reduce  foreign  personal  holding  com- 
pany income. 

Explanation  of  Provisions 

The  bill  adds  to  the  category  foreign  personal  holding  company 
income  the  excess  of  gains  over  losses  from  sales  and  exchanges  of 
interests  in  trusts,  partnerships,  and  REMICs.  As  a  corollary,  these 
gains  will  generally  constitute  passive  income  for  purposes  of  the 
foreign  tax  credit  limitation. 

The  bill  provides  that  the  use  of  losses  to  reduce  gains  on  sales  or 
exchanges  of  property  subject  to  foreign  personal  holding  company 
treatment  does  not  apply  to  loss  from  sales  or  exchanges  of  inven- 
tory property  or  from  any  other  property  by  a  regular  dealer  in 
that  property.  Thus  the  bill  clarifies  that  any  excess  of  losses  over 
gains  on  such  sales  or  exchanges  does  not  reduce  subpart  F  income. 

The  bill  also  provides  a  new  hedging  exception  for  regular  deal- 
ers in  property,  under  which  gains  and  losses  arising  out  of  bona 
fide  hedging  transactions  reasonably  necessary  to  the  conduct  of 
the  business  of  being  a  dealer  in  such  property  are  excluded  from 
the  computation  of  foreign  personal  holding  company  income. 
Thus,  where  a  regular  dealer  in  bonds,  for  example,  uses  forwards, 
futures,  options,  or  similar  instruments  in  which  it  is  not  a  regular 
dealer  to  hedge  its  exposure  to  losses  on  its  bonds,  the  bill  permits 
netting  of  gains  and  losses  from  both  bonds  and  hedging  instru- 
ments in  arriving  at  the  dealer's  non-subpart  F  income. 

6.  Losses  from  foreign  base  company  sales  and  services  income 

Present  Law 

As  described  above,  the  Act  provided  for  reductions  of  a  con- 
trolled foreign  corporation's  subpart  F  income  in  certain  categories 
by  post-1986  accumulated  deficits  in  that  corporation's  earnings  at- 
tributable to  activities  giving  rise  to  those  same  categories.  The  cat- 
egories of  income  within  which  such  reductions  are  available  under 
the  Act  are  foreign  base  company  shipping  income,  foreign  base 
company  oil  related  income,  subpart  F  insurance  income,  and  for- 
eign personal  holding  company  income  of  qualified  banking  corpo- 
rations. Foreign  base  company  sales  income  and  foreign  base  com- 
pany services  income  cannot  be  reduced  by  accumulated  deficits. 

Explanation  of  Provision 

The  bill  adds  foreign  base  company  sales  income  and  foreign  base 
company  services  income  to  the  list  of  income  categories  reducible 
by  post-1986  accumulated  deficits.  Thus,  foreign  base  company 
sales  income  of  a  controlled  foreign  corporation  may  be  reduced  by 
post-1986  accumulated  deficits  in  that  corporation  s  earnings  and 
profits  attributable  to  activities  that  give  rise  to  foreign  base  com- 
pany sales  income.  Similarly,  foreign  base  company  services  income 
of  a  controlled  foreign  corporation  may  be  reduced  by  post-1986  ac- 
cumulated deficits  in  that  corporation's  earnings  and  profits  attrib- 
utable to  activities  that  give  rise  to  foreign  base  company  services 
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income.  As  is  true  for  the  other  categories  of  income  entitled  to 
similar  treatment,  accumulated  deficits  may  be  used  only  once,  but 
those  that  cannot  be  utilized  in  one  year  may  be  carried  over  in- 
definitely for  possible  use  in  later  years.  To  be  eligible  for  use 
under  the  rule,  an  accumulated  deficit  must  arise  in  a  year  begin- 
ning after  1986  for  which  the  foreign  corporation  incurring  such 
deficit  is  a  controlled  foreign  corporation.  Moreover,  the  deficit  can 
reduce  the  subpart  F  inclusion  of  only  those  U.S.  persons  that  are 
U.S.  shareholders  in  the  controlled  foreign  corporation  when  the 
deficit  was  incurred. 

7.  Measurement  of  earnings  and  profits 

Present  Law 

As  noted  above,  the  amount  of  earnings  and  profits  of  a  con- 
trolled foreign  corporation  for  a  taxable  year  serves  as  a  limitation 
on  the  amount  of  its  subpart  F  income  for  the  year.  Except  as  pro- 
vided in  section  312(k)(4),  for  purposes  of  subpart  F  the  earnings 
and  profits  (or  deficit  in  earnings  and  profits)  of  any  foreign  corpo- 
ration for  any  taxable  year  generally  is  determined  according  to 
rules  substantially  similar  to  those  applicable  to  domestic  corpora- 
tions, subject  to  regulations. 

The  Tax  Reform  Act  of  1984  introduced  several  provisions  to 
make  a  corporation's  earnings  and  profits  more  closely  conform  to 
its  economic  income  where  economic  income  diverged  from  taxable 
income.  Under  the  1984  Act,  for  example,  a  corporation  using  the 
LIFO  method  of  accounting  for  inventory  adjusts  earnings  and 
profits  under  rules  designed  to  eliminate  the  impact  of  LIFO  on 
earnings  and  profits  (current  Code  sec.  312(n)(4)).  A  corporation's 
earnings  and  profits  for  a  year  in  which  the  corporation  sells  prop- 
erty on  the  installment  basis  generally  are  to  be  computed  as  if  the 
corporation  did  not  use  the  installment  method  to  account  for  the 
installment  sale  (current  Code  sec.  312(n)(5)). 

A  corporation  that  accounts  for  income  and  expenses  attributa- 
ble to  a  long-term  contract  on  the  completed  contract  method  of  ac- 
counting generally  recognizes  income  and  expense  in  the  year  in 
which  the  contract  is  completed.  Under  the  1984  Act,  a  corporation 
that  accounts  for  income  and  expense  on  this  method  is  required  to 
compute  earnings  and  profits  as  if  it  were  accounting  for  income 
and  expense  attributable  to  long-term  contracts  on  a  percentage  of 
completion  basis  (sec.  312(n)(6)). 

The  effect  of  these  provisions  is  generally  to  accelerate  the  inclu- 
sion of  amounts  in  earnings  and  profits,  reducing  to  some  extent 
amounts  of  earnings  and  profits  that  can  be  treated  as  current 
earnings  in  future  taxable  years.  In  the  case  of  a  domestic  corpora- 
tion computing  taxable  dividends,  this  reduction  in  subsequent 
years'  current  earnings  and  profits  does  not  generally  reduce  the 
tax  on  amounts  distributed  in  the  subsequent  year,  because  the  dis- 
tribution of  accumulated  earnings  is  also  taxed. 

In  the  case  of  computing  the  subpart  F  limitation,  on  the  other 
hand,  acceleration  of  earnings  under  these  provisions  generally  has 
the  effect  of  raising  the  subpart  F  limitation  in  an  earlier  year 
than  the  year  in  which  those  earnings  would  be  included  in  taxable 
income  of  U.S.  shareholders. 
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The  Act  put  new  limits  on  the  amounts  by  which  prior  year  defi- 
cits in  earnings  and  profits,  or  deficits  in  non-subpart  F  income, 
can  be  used  to  reduce  subpart  F  inclusions  (sec.  952(c)).  Those  provi- 
sions generally  do  not,  however,  provide  for  increasing  the  earnings 
and  profits  limitation  by  a  prior  year  excess  of  earnings  and  profits 
over  subpart  F  income,  even  if  those  earnings  and  profits  relate  to 
subpart  F  income  categories. 

Explanation  of  Provision 

Under  the  bill,  the  earnings  and  profits  limitation  on  subpart  F 
income  is  to  be  determined  without  regard  to  the  rules  that  accel- 
erate the  recognition  of  earnings  and  profits  from  inventory  assets 
accounted  for  under  the  LIFO  method,  from  installment  sales,  and 
from  contracts  the  income  from  which  is  accounted  for  under  the 
completed  contract  method.  By  conforming  the  computation  of 
earnings  and  profits  for  this  purpose  to  the  computation  of  taxable 
income,  the  bill  ensures  that  subpart  F  income  inclusions  more 
closely  match  the  controlled  foreign  corporation's  taxable  subpart 
F  income.  The  bill  thus  reduces  the  possibility  that  tax  haven 
income  will  go  untaxed. 

The  modification  also  provides,  however,  that  under  regulations, 
if  the  earnings  and  profits  arising  from  the  inventory  assets,  in- 
stallment sale,  or  completed  contract  are  distributed  prior  to  the 
year  that  they  would  otherwise  be  included  in  income  (e.g.,  the 
year  in  which  the  installment  receivable  is  collected  or  the  contract 
is  completed),  those  earnings  are  not  to  be  included  in  income  in 
the  later  year.  This  treatment  may  be  necessary  to  eliminate  the 
potential  for  those  earnings  to  be  taxed  twice. 

8.  Effective  date  of  accumulated  earnings  tax  amendments 

Present  Law 

The  Act  amended  sections  535  and  545  to  provide  that  the  accu- 
mulated earnings  tax  and  personal  holding  company  tax  applicable 
to  a  foreign  corporation  will  be  calculated  by  taking  net  capital 
gains  into  account  when  computing  the  net  capital  gain  deduction 
only  if  they  are  effectively  connected  with  the  conduct  of  a  U.S. 
trade  or  business,  and  only  if  they  are  not  exempt  by  treaty  from 
U.S.  tax.  Congress  intended  that  the  amendments  apply  to  gains 
and  losses  realized  on  or  after  January  1,  1986,  rather  than  only 
those  gains  and  losses  realized  after  March  1,  1986  as  stated  in  the 
Act.9 

Explanation  of  Provision 

The  bill  amends  the  effective  date  of  the  Act's  amendments  to 
section  535  and  545.  Under  the  bill  the  Act's  amendments  apply  to 
gains  and  losses  realized  on  or  after  January  1,  1986. 

i 

■  :  j  ) 


9  See  H.  Rep.  99-841,  Vol.  II  (September  18,  1986),  p.  628  (Conference  Report). 
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9.  Dividends  received  deduction 

Present  Law 

The  Act  rewrote  section  245(a),  which  governs  the  deduction  for 
dividends  received  from  foreign  corporations,  modifying  it  in  sever- 
al important  respects.  Under  the  Act,  dividends  eligible  for  the  de- 
duction are  based  on  the  ratio  of  (a)  the  foreign  corporation's  post- 
1986  earnings  and  profits  that  have  been  subject  to  net-basis  U.S. 
corporate  income  tax  and  that  have  not  been  distributed  to  (b)  the 
corporation's  total  accumulated  earnings  and  profits. 

The  Act  disallowed  indirect  foreign  tax  credits  (sec.  902)  to  the 
extent  the  taxes  are  attributable  to  the  portion  of  dividends  from 
foreign  corporations  that  is  eligible  for  the  dividends  received  de- 
duction. In  addition,  for  foreign  tax  credit  limitation  purposes,  the 
portion  of  any  dividend  from  a  foreign  corporation  that  is  eligible 
for  the  dividends  received  deduction  is  treated  as  U.S.  source. 

Under  Code  section  1248,  where  a  U.S.  person  sells  or  exchanges 
stock  in  a  foreign  corporation  (or  receives  a  distribution  which  is 
treated  as  an  exchange  of  stock  in  a  foreign  corporation)  which 
was,  during  the  previous  5  years,  a  controlled  foreign  corporation 
in  which  the  U.S.  person  was  a  U.S.  shareholder,  the  gain  recog- 
nized on  the  sale  or  exchange  is  treated  as  dividend  income  of  the 
U.S.  person  to  the  extent  of  the  earnings  and  profits  of  the  foreign 
corporation  attributable  to  such  stock  and  accumulated  since  1962 
during  periods  in  which  the  corporation  was  a  controlled  foreign 
corporation  and  in  which  the  U.S.  person  held  the  stock  sold  or  ex- 
changed. For  these  purposes,  certain  income  items,  including  gen- 
erally amounts  effectively  connected  with  a  U.S.  trade  or  business 
of  the  controlled  foreign  corporation  and  not  exempt  from  tax  (or 
subject  to  a  reduced  tax  rate)  by  treaty,  are  excluded  from  earnings 
and  profits.  Thus,  amounts  treated  as  dividends  under  section  1248 
are  generally  derived  from  earnings  not  subject  to  U.S.  corporate 
income  tax,  and  therefore  generally  are  not  eligible  for  the  divi- 
dends received  deduction  under  the  Act. 

Explanation  of  Provision 

The  bill  modifies  the  Act's  disallowance  of  foreign  tax  credits. 
The  bill  extends  the  potential  disallowance  to  any  foreign  taxes, 
those  eligible  for  the  direct  credit  (sec.  901)  as  well  as  the  indirect 
credit  (sec.  902). 

In  addition,  to  the  extent  that  a  treaty  obligation  of  the  United 
States  requires  the  United  States  to  treat  dividends  from  a  foreign 
corporation  that  are  eligible  for  the  dividends  received  deduction  as 
foreign  source,  the  bill  allows  any  recipient  of  such  dividends  to 
elect  the  treaty  source  rule,  but  the  bill  subjects  the  portion  of  divi- 
dends from  that  corporation  that  would  be  treated  as  U.S.  source 
income  absent  a  treaty  to  their  own  separate  foreign  tax  credit  lim- 
itation. 

An  example  illustrates  the  operation  of  this  provision.  A  foreign 
corporation,  wholly  owned  by  a  U.S.  corporation,  accumulates  $100 
of  earnings  and  profits  in  1987,  of  which  $60  is  post-1986  undistrib- 
uted U.S.  earnings.  Because  of  a  U.S.  corporate-level  tax  prefer- 
ence, there  is  no  U.S.  corporate  tax  on  the  $60  of  post-1986  undis- 
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tributed  U.S.  earnings.  An  income  tax  treaty  prevents  imposition 
of  the  U.S.  branch  profits  tax  on  this  $60  of  post- 1986  undistributed 
U.S.  earnings.  The  foreign  country  imposes  $30  of  corporate-level 
tax  on  this  foreign  corporation.  Of  this  $30,  $18  is  attributable  to 
the  $60  of  post-1986  undistributed  U.S.  earnings.  The  foreign  corpo- 
ration distributes  $70  to  its  U.S.  corporate  shareholder.  That  $70 
incurs  a  $7  foreign  withholding  tax,  of  which  $4.20  is  attributable 
to  the  $60  of  pre-foreign  corporate-level  tax  post-1986  undistributed 
U.S.  earnings. 

The  tax  treaty  with  the  foreign  corporation's  residence  country 
obligates  the  United  States  to  treat  dividends  from  the  foreign  cor- 
poration as  foreign  source.  The  taxpayer  elects  the  treaty  source 
rule.  Of  the  total  foreign  tax  of  $37,  60  percent,  or  $22.20,  is  attrib- 
utable to  the  $60  of  post-1986  undistributed  U.S.  earnings.  The  U.S. 
pre-credit  tax  on  the  $60  income  inclusion,  at  a  34-percent  rate,  is 
$20.40.  The  $22.20  foreign  taxes  eligible  for  credit  exceed  the  $20.40 
U.S.  tax  on  the  $60  of  post-1986  undistributed  U.S.  earnings.  The 
$1.80  excess  may  be  carried  forward  for  use  against  the  U.S.  tax  on 
future  dividends  out  of  post-1986  undistributed  U.S.  earnings  from 
this  foreign  corporation,  but  not  for  other  use.  (No  carryback  is  pos- 
sible on  these  facts,  but  carrybacks  could  occur  in  other  cases.) 

The  $40  of  dividend  income  that  is  not  attributable  to  post- 1986 
undistributed  U.S.  earnings  is  not  affected  by  the  bill.  That  $40  is 
treated  as  foreign  source  income  under  Code  rules,  and  the  $14.80 
of  foreign  tax  that  is  attributable  to  that  $40  is  associated  with 
that  income  (and  excess  credits  are  eligible  for  cross-crediting 
against  income  of  the  taxpayer  other  than  post-1986  undistributed 
U.S.  earnings)  under  Code  rules. 

The  bill  also  provides  that  for  purposes  of  section  245(a),  the 
term  dividend  does  not  include  any  amount  treated  as  a  dividend 
under  section  1248.  Thus,  the  bill  clarifies  that  a  taxpayer  which  is 
treated  as  having  received  dividend  income  due  to  the  sale  or  ex- 
change of  stock  in  a  controlled  foreign  corporation  will  not  be  eligi- 
ble for  a  deduction  of  any  portion  of  the  amount  treated  as  a  divi- 
dend. 


D.  Special  Tax  Provisions  for  U.S.  Persons 

1.  Possession  tax  credit  (sec.  10212(n)  of  the  bill,  sec.  1231  of  the 

Reform  act,  and  sec.  936  of  the  Code) 

Present  Law 

Under  present  law,  the  possession  tax  credit  is  not  allowed 
unless  a  possessions  corporation  satisfies  a  trade  or  business 
income  test.  This  test  is  satisfied  if  75  percent  or  more  of  the  gross 
income  of  the  possessions  corporation  in  the  3-year  period  including 
the  current  and  preceding  two  taxable  years  is  derived  from  the 
active  conduct  of  a  trade  of  business  within  a  possession  of  the 
United  States.  (For  taxable  years  beginning  after  1984  and  before 
1987,  a  65-percent  trade  or  business  income  test  was  imposed.) 

Explanation  of  Provision 

A  possessions  corporation  would  not  be  disqualified  in  taxable 
years  beginning  in  1987  or  1988  if:  (1)  it  meets  the  65-percent  trade 
or  business  income  requirement  of  prior  law;  (2)  75  percent  or  more 
of  the  gross  income  of  the  corporation  for  taxable  years  beginning 
after  1986  is  trade  or  business  income;  and  (3)  it  elects  to  reduce 
qualified  possession  source  investment  income  to  the  extent  in 
excess  of  that  allowed  under  the  1986  Act.  Income  attributable  to 
disallowed  investment  income  would  not  be  treated  as  qualified 
possession  source  investment  income  for  any  taxable  year. 

2.  Effective  date  of  provision  governing  transfers  of  intangibles  to 

related  parties  (sec.  10212(n)  of  the  bill,  sec.  1231  of  the 
Reform  Act,  and  sec.  482  of  the  Code) 

Present  Law 

The  Act  requires  that  payments  with  respect  to  intangibles  that 
a  U.S.  person  transfers  to  a  related  foreign  corporation  or  posses- 
sions corporation  be  commensurate  with  the  income  attributable  to 
the  intangible.  The  new  provisions  carrying  out  this  rule  apply  to 
taxable  years  beginning  after  December  31,  1986,  but  only  with  re- 
spect to  transfers  after  November  16,  1985,  or  licenses  granted 
after  that  date  (or  before  that  date  with  respect  to  property  not  in 
existence  or  owned  by  the  taxpayer  on  that  date).  For  purposes  of 
section  936,  the  new  provisions  apply  to  taxable  years  beginning 
after  December  31,  1986,  without  regard  to  when  any  transfer  (or 
license)  was  made. 

In  view  of  the  fact  that  the  objective  of  these  provisions — that 
the  division  of  income  between  related  parties  reasonably  reflect 
the  relative  economic  activity  undertaken  by  each — applies  equally 
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to  inbound  transfers,  Congress  concluded  that  it  would  be  appropri- 
ate for  these  principles  to  apply  to  transfers  between  related  par- 
ties generally  (via  Code  sec.  482)  if  income  must  otherwise  be  taken 
into  account.  However,  in  the  case  of  a  transfer  of  the  type  that  is 
covered  by  the  Act  but  that  would  not  have  been  affected  by  the 
House  version  of  H.R.  3838,  Congress  intended  to  apply  the  above 
effective  date  provision  substituting  "August  16,  1986"  for  "Novem- 
ber 16,  1985." 


In  the  case  of  transfers  and  licenses  of  intangibles  which  are  not 
to  foreign  persons  (and  not  to  possessions  corporations),  and  there- 
fore not  of  the  type  affected  by  the  House  version  of  H.R.  3838,  the 
bill  modifies  the  relevant  effective  date  provision  of  the  Act.  In  the 
case  of  a  transfer  or  license  which  is  not  to  a  foreign  person  or  a 
possessions  corporation,  the  bill  provides  that  the  Act  applies  to 
taxable  years  beginning  after  December  31,  1986,  but  only  with  re- 
spect to  transfers  after  August  16,  1986,  or  licenses  granted  after 
that  date  (or  before  that  date  with  respect  to  property  not  in  exist- 
ence or  owned  by  the  taxpayer  on  that  date).  The  bill  clarifies  that 
for  purposes  of  section  936,  which  governs  income  from  certain  in- 
tangibles whether  or  not  the  intangibles  are  actually  transferred, 
the  Act's  provisions  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1986,  regardless  of  whether  a  transfer  (or  license)  was  made. 

3.  Information  returns  on  resident  status  (sec.  10212(o)  of  the  bill, 
sec.  1234  of  the  Reform  Act,  and  sec.  6039E  of  the  Code) 


The  Act  provided  that  an  IRS  information  return  generally  must 
be  filed  in  conjunction  with  a  citizen's  passport  application  and 
with  a  resident  alien's  green  card  application.  These  returns  must 
provide  the  individual's  taxpayer  identification  number  (if  any),  in- 
formation with  respect  to  whether  a  green  card  applicant  has  been 
required  to  file  a  tax  return  for  the  individual's  most  recent  three 
taxable  years,  and  such  other  information  as  the  Secretary  may  re-* 
quire.  The  Act  further  required  U.S.  agencies  which  collect  (or  are 
required  to  collect)  the  new  information  returns  to  provide  them, 
and  the  names  (and  any  other  identifying  information)  of  any  indi- 
viduals who  refuse  to  provide  them  as  required,  to  the  Secretary. 

The  Immigration  Reform  and  Control  Act  of  1986  became  law 
after  the  Tax  Reform  Act  of  1986.  This  new  immigration  law  estab- 
lished a  legalization  program  (section  245A  of  the  Immigration  and 
Nationality  Act;  8  U.S.C.  sec.  1255a).  Under  the  program  the  U.S.- 
Attorney  General  is  to  accord  eligible  applicants  who  were  undocu- 
mented aliens  the  status  of  aliens  lawfully  admitted  to  the  United 
States  for  permanent  residence.  Applicants  are  to  provide  the  Jus- 
tice Department  with  information  establishing  their  eligibility  for 
legalization.  The  new  immigration  law  contains  confidentiality 
rules,  violation  of  which  is  punishable  as  a  felony,  that  generally 
preclude  government  employees  involved  in  the  legalization  pro- 
gram from  sharing  or  disseminating  outside  the  confines  of  the  pro- 
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gram  information  furnished  pursuant  to  an  application  for  legaliza- 
tion. 

Explanation  of  Provision 

The  bill  clarifies  that  the  confidentiality  provisions  of  the  legal- 
ization program  enacted  in  the  Immigration  Reform  and  Control 
Act  of  1986  are  not  overridden  by  the  previously  enacted  Tax 
Reform  Act  provisions  requiring  federal  agencies  to  share  informa- 
tion on  green  card  applicants  with  the  Secretary  of  the  Treasury. 

4.  Treatment  of  certain  passive  foreign  investment  companies 
(sec.  10212(p)  of  the  bill,  sec.  1235  of  the  Reform  Act,  and 
sees.  904,  1246,  1248,  1291,  1293,  1294,  1296,  and  1297  of  the 
Code) 

Present  Law 

Overview 

The  Act  established  rules  for  passive  foreign  investment  compa- 
nies (PFICs)  and  established  separate  rules  for  each  of  two  types  of 
PFICs.  One  set  of  rules  applies  to  PFICs  that  are  " qualified  elect- 
ing funds,"  where  each  U.S.  shareholder  includes  currently  in  gross 
income  his  or  her  share  of  a  PFICs  total  earnings,  with  an  election 
to  defer  payment  of  tax,  subject  to  an  interest  charge,  on  income 
not  currently  received.  The  second  set  of  rules  applies  to  PFICs 
that  are  not  qualified  electing  funds  ("nonqualified  funds"),  whose 
U.S.  shareholders  pay  tax  on  income  realized  from  a  PFIC  and  an 
interest  charge  which  is  attributable  to  the  value  of  deferral. 

Definition  of  passive  foreign  investment  company 

General  definition 

A  passive  foreign  investment  company  (PFIC)  is  any  foreign  cor- 
poration if  75  percent  or  more  of  its  gross  income  for  the  taxable 
year  consists  of  passive  income,  or  any  foreign  corporation  if  50 
percent  or  more  of  the  average  value  of  its  assets  consists  of  assets 
that  produce,  or  are  held  for  the  production  of,  passive  income. 
Passive  income  for  these  purposes  means  generally  income  that  is 
includible  in  the  passive  income  separate  foreign  tax  credit  limita- 
tion (Code  sec.  904(d)(2)(A)),  without  regard  to  the  exceptions  con- 
tained therein  (i.e.,  without  regard  to  the  exceptions  to  passive 
income  for  income  included  in  other  separate  foreign  tax  credit 
limitations,  export  financing  interest,  high-taxed  income,  and  for- 
eign oil  and  gas  extraction  income).  Thus,  for  example,  passive 
income  does  not  include  any  dividend  received  by  a  corporation 
from  a  related  corporation  organized  in  the  same  foreign  country 
as  the  shareholder  if  the  dividend  is  excluded  from  passive  income 
for  foreign  tax  credit  purposes.  Although  the  Act  incorporates  the 
definition  of  passive  income  that  is  applied  for  foreign  tax  credit 
limitation  purposes,  it  is  unclear  whether  the  look-through  rules 
contained  therein  (i.e.,  sees.  904(dX3)  and  (dX5)),  are,  to  the  extent 
applicable,  to  be  used  in  determining  whether  income  is  passive  for 
PFIC  purposes  as  well.  Passive  assets  for  this  purpose  are  those 
assets  that  produce  or  are  held  for  the  production  of  passive 
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income.  It  is  intended  that  assets  that  are  property  which,  in  the 
hands  of  the  foreign  corporation,  are  inventory  property  (as  defined 
in  sec.  1221(1)),  or  are  held  by  a  regular  dealer  in  that  property,  be 
treated  as  nonpassive  assets,  even  where  that  property  generates 
passive  income,  such  as  in  the  case  of  a  securities  broker-dealer 
that  holds  debt  securities  as  inventory. 

Exceptions  to  PFIC  classification 

Except  as  provided  in  regulations,  passive  income  does  not  in- 
clude income  derived  by  a  bona  fide  insurance  company  that  would 
be  subject  to  taxation  under  subchapter  L  if  the  company  were  a 
U.S.  corporation.  It  was  intended  that  regulations  provide  that  en- 
tities engaged  in  the  business  of  providing  insurance  derive  passive 
income  and,  thus,  may  be  PFICs  in  certain  cases  where  the  entities 
maintain  financial  reserves  in  excess  of  the  reasonable  needs  of 
their  insurance  business. 

In  determining  whether  foreign  corporations  that  own  subsidiar- 
ies that  are  primarily  engaged  in  active  business  operations  are 
PFICs,  look-through  treatment  is  provided  in  certain  cases.  Under 
this  look-through  rule,  a  foreign  corporation  that  owns  at  least  25 
percent  of  the  stock  of  another  corporation  is  treated  as  owning  a 
proportionate  part  of  the  other  corporation's  assets  and  income. 
Thus,  amounts  such  as  interest  and  dividends  received  from  foreign 
or  domestic  subsidiaries  are  eliminated  from  the  shareholder's 
income  in  applying  the  income  test  and  the  stock  or  debt  invest- 
ment is  eliminated  from  the  shareholder's  assets  in  applying  the 
asset  test.  It  is  unclear  under  the  Act  whether  the  look-through 
rule  applies  when  the  25  percent  ownership  is  indirectly  held. 

General  rule — nonqualified  funds 

General  rule 

United  States  shareholders  in  PFICs  that  are  not  "qualified 
electing  funds"  pay  U.S.  tax  and  an  interest  charge  based  on  the 
value  of  tax  deferral  at  the  time  the  shareholder  disposes  of  stock 
in  the  PFIC  or  on  receipt  of  an  "excess"  distribution  (Code  sec. 
1291).  Under  this  rule,  gain  recognized  on  disposition  of  stock  in  a 
PFIC  or  on  receipt  of  an  "excess"  distribution  from  a  PFIC  is  treat- 
ed as  ordinary  income  and  is  treated  as  earned  pro  rata  over  the 
shareholder's  holding  period  of  his  or  her  investment.  Distributions 
from  nonqualified  funds  are  not  eligible  for  a  deemed  paid  foreign 
tax  credit  under  section  902. 

Definition  of  excess  distribution 

An  "excess"  distribution  is  any  current  year  distribution  in  re- 
spect of  a  share  of  stock  that  exceeds  125  percent  of  the  average 
amount  of  distributions  in  respect  of  the  share  of  stock  received 
during  the  3  preceding  years  (or,  if  shorter,  the  total  number  of 
years  of  the  taxpayer's  holding  period  prior  to  the  current  taxable 
year).  It  is  unclear  whether  excess  distributions  are  included  in  de- 
termining any  3-year  average  distribution  amount  in  respect  of  a 
share  of  stock. 

Although  the  Act  provided  for  certain  adjustments  in  determin- 
ing the  amount  of  an  excess  distribution,  the  Act  did  not  provide 
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any  adjustment  for  amounts  that  may  be  currently  included  in 
income  under  other  current  inclusion  rules. 

Anti-avoidance  rules 

The  Act,  in  addition  to  incorporating  certain  anti-avoidance  rules 
in  present  law  section  1246  (relating  to  foreign  investment  compa- 
nies), provided  the  Secretary  the  authority  to  disregard  any  nonrec- 
ognition  provision  of  present  law  on  dispositions  of  PFIC  stock.  For 
example,  it  is  contemplated  that  regulations  may  treat  a  gift  of 
stock  in  a  nonqualified  fund  to  a  non-taxpaying  entity,  such  as  a 
charity  or  a  foreign  person,  as  a  disposition  for  purposes  of  those 
rules  in  order  that  the  deferred  tax  and  interest  charge  attributa- 
ble to  that  stock  not  be  eliminated. 

Qualified  electing  funds 

General  rule 

United  States  persons  who  own  stock  in  a  '  'qualified  electing 
fund"  must  include  currently  in  gross  income  their  pro  rata  share 
of  the  PFIC's  total  earnings  and  profits.  This  inclusion  rule  re- 
quires current  payment  of  tax,  absent  a  shareholder-level  election 
to  defer  tax.  A  qualified  electing  fund  is  any  PFIC  that  properly 
elects  with  the  Secretary  and  complies  with  the  requirements  the 
Secretary  prescribes  to  determine  the  income  of  the  PFIC,  to  ascer- 
tain its  stock  ownership,  and  to  ascertain  any  other  information 
necessary  to  carry  out  the  purposes  of  those  rules. 

The  amount  currently  included  in  income  is  divided  between  a 
shareholder's  pro  rata  share  of  the  ordinary  income  of  a  PFIC  and 
net  capital  gain  income  of  a  PFIC.  The  characterization  of  income, 
and  the  determination  of  earnings  and  profits,  is  made  pursuant  to 
general  Code  rules.  Pro  rata  share  of  income  is  determined  by  ag- 
gregating a  PFIC's  income  for  the  taxable  year  and  attributing 
that  income  ratably  over  every  day  in  the  PFIC's  year.  United 
States  persons  then  include  in  income  for  the  period  in  which  they 
hold  stock  in  the  PFIC  their  daily  ownership  interest  in  the  PFIC 
multiplied  by  the  amount  of  income  attributed  to  each  day. 

Election  to  defer  current  payment  of  tax 

United  States  investors  in  qualified  electing  funds  may  generally, 
subject  to  the  payment  of  interest,  elect  to  defer  payment  of  U.S. 
tax  on  amounts  currently  included  in  income  but  for  which  no  cur- 
rent distribution  has  been  received.  An  election  to  defer  tax  is 
treated  as  an  extension  of  time  to  pay  tax  for  which  a  U.S.  share- 
holder is  liable  for  interest. 

Certain  events  cause  an  extension  of  time  to  pay  tax  on  undis- 
tributed earnings  to  terminate.  One  of  those  events  is  the  disposi- 
tion of  stock  in  a  PFIC,  which  terminates  all  previous  extensions  of 
time  to  pay  tax  with  respect  to  the  earnings  attributable  to  that 
stock.  It  is  intended  that  disposition  for  this  purpose  mean  any 
transfer  of  ownership,  regardless  of  whether  the  transfer  consti- 
tutes a  realization  or  recognition  event  under  general  Code  rules. 
For  example,  a  transfer  at  death  or  by  gift  of  stock  of  a  qualified 
electing  fund  is  to  be  treated  as  a  disposition  for  these  purposes. 
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Special  rules  applicable  to  both  types  of  funds 

Coordination  of  section  1291  with  taxation  of  shareholders  in 
qualified  electing  funds 

Gain  recognized  on  disposition  of  stock  in  a  PFIC  by  a  U.S.  inves- 
tor is  not  taxed  under  section  1291  if  the  PFIC  is  a  qualified  elect- 
ing fund  for  each  of  the  fund's  taxable  years  which  begin  after  De- 
cember 31,  1986  and  which  include  any  portion  of  the  investor's 
holding  period. 

Distributions  received  from  a  PFIC  in  a  year  the  PFIC  is  a  quali- 
fied electing  fund  are  also  intended  not  to  be  taxed  under  section 
1291  if  the  PFIC  is  a  qualified  electing  fund  for  each  of  the  fund's 
taxable  years  which  begin  after  December  31,  1986,  and  which  in- 
clude any  portion  of  an  investor's  holding  period.  This  provision 
prevents  a  fund  from  retaining  its  annual  income,  electing  to  be  a 
qualified  electing  fund  in  a  subsequent  year,  and  then  distributing 
the  accumulated  income  without  the  imposition  of  an  interest 
charge. 

Any  U.S.  shareholder  who  owns  stock  in  a  PFIC  which  previous- 
ly was  not  a  qualified  electing  fund  for  a  taxable  year  but  which 
becomes  one  for  the  subsequent  taxable  year  may  elect  to  be  taxed 
on  the  unrealized  appreciation  inherent  in  his  or  her  PFIC  stock 
up  through  the  first  day  of  the  subsequent  taxable  year,  pay  all 
prior  deferred  tax  and  interest,  and  acquire  a  new  basis  and  hold- 
ing period  in  his  or  her  PFIC  investment.  Thereafter,  the  share- 
holder is  subject  to  the  rules  applicable  to  qualified  electing  funds. 

Attribution  of  ownership 

In  determining  stock  ownership,  a  U.S.  person  is  considered  to 
own  his  proportionate  share  of  the  stock  of  a  PFIC  owned  by  any 
partnership,  trust,  or  estate  of  which  the  person  is  a  partner  or 
beneficiary  (or  in  certain  cases,  a  grantor),  or  owned  by  any  foreign 
corporation  if  the  U.S.  person  owns  50  percent  or  more  of  the  value 
of  the  corporation's  stock.  However,  if  a  U.S.  person  owns  any 
stock  of  a  PFIC,  the  person  is  considered  to  own  his  proportionate 
share  of  any  PFIC  stock  owned  by  the  upper-tier  PFIC,  regardless 
of  the  percentage  of  his  ownership  in  the  upper-tier  PFIC.  In  at- 
tributing stock  ownership,  holders  of  options  for  stock  of  a  corpora- 
tion are  not  treated  as  owning  the  stock  in  the  corporation. 

Anti-avoidance  rules 

The  Act  provided  authority  to  the  Secretary  to  prescribe  regula- 
tions that  are  necessary  to  carry  out  the  purposes  of  the  Act's  pro- 
visions and  to  prevent  circumvention  of  the  interest  charge. 

One  example  where  regulations  may  be  necessary  to  carry  out 
the  purposes  of  the  Act's  provisions  is  where  the  ownership  attribu- 
tion rules  impute  stock  ownership  in  a  PFIC  to  a  U.S.  person 
through  an  intervening  entity  and  the  U.S.  person  disposes  of  his 
interests  in  the  intervening  entity.  In  these  cases,  the  intervening 
entity  may  not  be  a  PFIC,  so  that  the  U.S.  person  could  technically 
avoid  the  imposition  of  any  interest  charge.  In  this  instance,  regu- 
lations are  intended  to  treat  the  disposition  of  interests  in  the  in- 
tervening entity  as  a  disposition  of  the  PFIC  stock.  Similarly,  if 
necessary  to  avoid  circumvention  of  the  Act's  interest  charge,  it 
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may  be  necessary  under  regulations  to  treat  distributions  received 
by  an  intervening  entity  as  being  received  by  the  U.S.  person. 

Coordination  with  other  current  inclusion  and  disposition 
rules 

The  Act  adopted  rules  to  coordinate  the  PFIC  provisions  with  the 
subpart  F  and  FPHC  current  inclusion  rules  in  the  case  of  quali- 
fied electing  funds.  Under  these  coordination  rules,  amounts  re- 
quired to  be  included  in  income  currently  under  either  section  951 
or  551  shall  be  included  first  under  those  rules  and  then  any  addi- 
tional amounts  shall  be  included  currently  under  section  1293.  The 
Act  did  not  provide  coordination  of  the  PFIC  provisions  and  the 
subpart  F  and  FPHC  provisions  for  nonqualified  funds. 

Explanation  of  Provision 
Definition  of  passive  foreign  investment  company 

The  bill  conforms  the  PFIC  definition  of  passive  income  to  the 
definition  of  passive  income  under  subpart  F  (sec.  954(c)),  subject  to 
an  exclusion  for  dividends  and  other  amounts  received  with  respect 
to  stock  in  certain  related  corporations  organized  in  the  same  coun- 
try as  the  shareholder  (sec.  954(c)(3)),  and  subject  to  a  new  set  of 
PFIC  look-through  rules  in  addition  to  the  Act's  rules  that  treat 
assets  held  by,  and  income  received  by,  certain  25-percent-owned 
corporations  as  being  held  by,  and  received  by,  those  corporations' 
shareholders  (sec.  1296(c)).  These  changes  make  explicit  that  earn- 
ings of  certain  related  foreign  corporations  that,  if  paid  as  a  divi- 
dend, would  be  excluded  from  foreign  personal  holding  company 
income  under  subpart  F  are  subject  to  section  1296(c)  look-through 
treatment  (i.e.,  they  are  treated  as  earned  directly  by  the  25-per- 
cent or  greater  parent  corporation,  and  dividends  of  those  earnings 
are  disregarded  for  purposes  of  testing  the  level  of  the  parent's  pas- 
sive income).  Moreover,  the  bill's  new  PFIC  look-through  rules  are 
substantially  similar  to  the  look-through  rules  under^the-^breign 
tax  credit  provisions,  which  were  intended  to  apply  for  PFIC  pur- 
poses as  well. 

Under  the  bill's  new  PFIC  look-through  rules,  interest,  rents,  and 
royalties  received  from  related  persons  are  treated  as  passive 
income  to  the  extent  that  under  regulations  those  amounts  are  al- 
locable to  income  of  the  payor  that  is  passive  income.  As  a  corol- 
lary, the  characterization  of  the  assets  that  generate  the  income 
will  follow  the  characterization  of  the  income  so  that,  for  example, 
a  loan  to  a  related  person  will  be  treated  as  a  nonpassive  asset  if 
the  interest  on  the  loan  is  treated  as  nonpassive  income.  The  com- 
.  mittee  anticipates  that  the  regulations  will  follow  the  approach  of 
the  foreign  tax  credit  allocation  rules  in  making  these  allocations 
for  PFIC  purposes.  The  bill  defines  a  related  person  by  reference  to 
the  related  person  definition  in  subpart  F  (that  is,  sec.  954(d)(3)). 

The  bill  clarifies  the  exception  from  passive  income  for  income 
received  by  bona  fide  insurance  companies.  This  exception  from 
passive  income  extends  only  to  income  derived  by  insurance  compa- 
nies that  are  predominantly  engaged  in  the  active  conduct  of  an  in- 
surance business  and  that  would  be  taxed  under  the  special  rules 
applicable  to  domestic  insurance  companies  if  they  were  domestic 
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corporations.  Thus,  income  derived  by  entities  engaged  in  the  busi- 
ness of  providing  insurance  will  be  passive  income  to  the  extent  the 
entities  maintain  financial  reserves  in  excess  of  the  reasonable 
needs  of  their  insurance  business. 

The  bill  clarifies  that  the  look-through  rule  for  25-percent-owned 
corporations  applies  to  direct  or  indirect  25-percent  ownership  that 
is  held  by  an  upper-tier  foreign  corporation. 

The  bill  treats  stock  of  certain  U.S.  corporations  owned  by  an- 
other U.S.  corporation  which  is  at  least  25-percent  owned  by  a  for- 
eign corporation  as  an  active  asset.  Under  this  rule,  in  determining 
whether  a  foreign  corporation  is  a  PFIC,  stock  of  a  regular  domes- 
tic C  corporation  owned  by  a  25-percent  owned  domestic  corpora- 
tion is  treated  as  an  asset  which  does  not  produce  passive  income 
(and  is  not  held  for  the  production  of  passive  income),  and  income 
derived  from  that  stock  is  treated  as  income  which  is  not  passive 
income.  Thus,  a  foreign  corporation,  in  applying  the  look-through 
rule  available  to  25-percent  owned  corporations,  will  be  treated  as 
owning  non-passive  assets  in  these  cases.  This  rule  does  not  apply, 
however,  if,  under  a  treaty  obligation  of  the  United  States,  the  for- 
eign corporation  is  not  subject  to  the  accumulated  earnings  tax, 
unless  the  corporation  agrees  to  waive  the  benefit  under  the  treaty. 
This  rule  is  designed  to  mitigate  the  potential  disparate  tax  treat- 
ment between  U.S.  individual  shareholders  who  hold  U.S.  stock  in- 
vestments through  a  U.S.  holding  company  and  those  who  hold 
those  investments  through  a  foreign  holding  company.  If  a  foreign 
investment  company  attempts  to  use  this  rule  to  avoid  the  PFIC 
provisions,  it  will  be  subject  to  the  accumulated  earnings  tax  and, 
thus,  the  shareholders  of  that  company  will  be  subject  to  tax  treat- 
ment equivalent  to  that  of  the  shareholders  of  PFICs. 

The  bill  further  provides  an  election  to  a  foreign  corporation  in 
determining  whether  it  is  a  PFIC.  Under  the  election,  a  foreign 
corporation  can  apply  the  asset  test  using  the  adjusted  bases  of  the 
corporation's  assets,  rather  than  the  fair  market  value  of  its  assets, 
in  determining  whether  it  is  a  PFIC.  This  rule  will  simplify  the 
PFIC  determination  for  corporations  whose  assets'  fair  market 
values  and  adjusted  bases  are  not  substantially  different.  The  elec- 
tion, once  made,  is  revocable  only  with  the  consent  of  the  Secre- 
tary. 

Nonqualified  funds 

The  bill  makes  several  modifications  and  clarifications  to  the 
rules  applicable  to  PFICs  that  are  not  qualified  electing  funds. 

The  bill  eliminates  the  potential  for  double  taxation  by  coordi- 
nating the  nonqualified  fund  rules  with  the  rules  applicable  to  the 
Code's  other  current  inclusion  rules,  the  subpart  F  and  the  foreign 
personal  holding  company  rules.  Thus,  for  example,  excess  distribu- 
tions will  not  include  any  amounts  that  are  treated  as  previously 
taxed  income  under  section  959(a)  when  distributed  by  a  controlled 
foreign  corporation  that  is  also  a  PFIC  that  is  not  a  qualified  elect- 
ing fund.  (Because  items  of  previously  taxed  income  increase  a  U.S. 
shareholder's  stock  basis  to  the  extent  those  items  are  not  distrib- 
uted (sec.  961),  the  deferred  tax  and  interest  charge  rules  of  section 
1291  that  apply  to  dispositions  of  stock  in  a  PFIC  that  is  not  a 
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qualified  electing  fund  but  that  is  a  controlled  foreign  corporation 
are  not  affected  by  the  above-described  modifications.) 

The  bill  modifies  the  determination  of  an  excess  distribution  to 
exclude  from  the  3-year  average  distribution  amount  that  part  of 
an  excess  distribution  that  is  considered  attributable  to  deferred 
earnings  (i.e.,  that  part  of  the  excess  distribution  that  is  not  alloca- 
ble to  pre-PFIC  years  and  to  the  current  year).  This  modification  is 
necessary  to  prevent  the  avoidance  of  the  interest  charge  that 
would  otherwise  be  due  on  accumulated  earnings.  For  example,  a 
PFIC  could  accumulate  earnings  for  a  period  of  years,  and  then  dis- 
tribute those  earnings  ratably  over  a  period  greater  than  three 
years.  If  the  excess  distributions  received  in  the  first  three  years 
were  to  be  included  in  the  3-year  average  distribution  amount,  dis- 
tributions received  after  three  years  would  not  be  excess  distribu- 
tions, and  hence  no  interest  would  be  imposed  on  the  deferred 
earnings  inherent  in  those  later  distributions. 

The  bill  clarifies  the  determination  of  a  taxpayer's  holding 
period  as  it  relates  to  receipt  of  an  excess  distribution.  This  clarifi- 
cation provides  that  a  taxpayer's  holding  period  is  considered  to 
end  on  the  date  of  receipt  of  an  excess  distribution  but  only  with 
respect  to  that  distribution.  Thus,  the  taxpayer's  holding  period  in 
its  stock  to  which  the  excess  distribution  is  attributable  does  not 
end  on  the  date  of  receipt  of  the  excess  distribution. 

The  bill  repeals  the  Act's  provision  which  denies  U.S.  corporate 
shareholders  in  PFICs  that  are  not  qualified  electing  funds  benefit 
of  the  indirect  foreign  tax  credit  under  section  902.  Thus,  if  a  U.S. 
corporation  owns  at  least  10  percent  of  the  voting  stock  in  a  PFIC, 
the  corporation  is  treated  as  paying  its  share  of  the  PFICs  foreign 
income  taxes  imposed  on  the  earnings  the  PFIC  distributes  to  the 
U.S.  corporation. 

The  bill  further  clarifies  that  the  regulatory  authority  provided 
under  the  Act  to  deny  the  benefits  of  any  nonrecognition  treatment 
extends  to  any  transfers  of  PFIC  stock,  including  transfers  at  death 
or  by  gift. 

Qualified  electing  funds 

The  bill  also  modifies  and  clarifies  the  rules  applicable  to  PFICs 
that  are  qualified  electing  funds. 

The  bill  provides  that,  to  the  extent  provided  in  regulations,  if  a 
qualified  electing  fund  establishes  to  the  Secretary's  satisfaction 
that  it  maintains  records  that  determine  investors'  pro  rata  shares 
of  income  more  accurately  than  allocating  a  taxable  year's  income 
ratably  over  a  daily  basis  (for  example,  by  allocating  a  month's 
income  ratably  over  a  daily  basis),  the  fund  can  determine  the  in- 
vestors' pro  rata  shares  of  income  on  that  basis.  This  provision  is 
designed  to  allow  those  funds  that  maintain  appropriate  records  to 
more  accurately  determine  U.S.  investors'  pro  rata  shares  of 
income,  which  may  be  important  in  cases  where  the  investors  own 
their  stock  for  only  parts  of  a  year.  For  example,  if  a  PFIC  main- 
tains records  on  a  monthly  basis  and  allows  redemptions  and  acqui- 
sitions of  its  stock  only  at  a  month's  end,  this  provision  would 
allow  U.S.  investors  to  include  in  income  amounts  actually  earned 
by  the  PFIC  for  each  month  rather  than  including  in  income  under 
the  general  rule  their  pro  rata  share  of  the  year's  total  income. 
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The  bill  modifies  the  determination  of  a  PFIC's  earnings  and 
profits.  This  modification  provides  that  earnings  and  profits  are 
computed  using  the  installment  method  of  accounting  (and  the 
completed  contract  method  of  accounting  and  the  LIFO  inventory 
method,  if  applicable)  if  a  PFIC  uses  the  method  to  compute  its 
income.  For  example,  if  a  PFIC  uses  the  installment  method  of  ac- 
counting in  computing  its  income,  U.S.  investors'  pro  rata  shares  of 
income  will  take  into  account  that  method.  This  modification  only 
affects  earnings  and  profits  for  income  inclusion  purposes.  Thus,  it 
does  not  change  earnings  and  profits  for  purposes  of  determining, 
for  example,  if  a  distribution  is  a  dividend.  The  modification  also 
provides,  however,  that,  under  regulations,  if  the  earnings  and 
profits  arising  from  the  installment  method  and  considered  de- 
ferred for  income  inclusion  purposes  are  distributed  prior  to  the 
year  that  they  would  otherwise  be  included  in  income  (e.g.,  the 
year  in  which  the  installment  receivable  is  collected),  those  earn- 
ings are  not  to  be  included  in  income  in  the  later  year.  This  latter 
rule  is  necessary  to  eliminate  the  potential  for  double  taxation  of 
those  earnings. 

The  bill  clarifies  that  disposition,  for  purposes  of  determining 
whether  an  extension  of  time  to  pay  tax  on  undistributed  PFIC 
earnings  terminates,  means  any  transfer  of  stock,  regardless  of 
whether  it  would  give  rise  to  a  realization  or  recognition  event 
under  general  Code  rules.  For  example,  a  transfer  of  stock  by  gift 
causes  a  termination  of  all  prior  extensions  of  time  to  pay  tax  for 
the  earnings  attributable  to  that  stock. 

The  bill  provides  for  another  event  that  terminates  an  extension 
of  time  to  pay  tax  on  undistributed  PFIC  earnings.  This  provision 
is  designed  to  reflect  the  Act's  policy  that  tax  on  an  income  inclu- 
sion should  be  payable  when  the  shareholder  receives  the  income 
from  the  PFIC.  Under  this  provision,  if  the  PFIC  lends  property, 
directly  or  indirectly,  to  the  U.S.  shareholder,  the  loan  is  treated  as 
a  distribution  and  the  extension  of  time  to  pay  tax  on  the  undis- 
tributed PFIC  earnings  to  which  the  loan  is  attributable  is  termi- 
nated. In  addition,  the  deemed  distribution  will  reduce  the  share- 
holder's PFIC  stock  basis  and  the  subsequent  actual  distribution  of 
those  earnings  will  be  treated  as  a  distribution  that  is  not  a  divi- 
dend to  the  extent  the  shareholder  establishes  that  fact  with  the 
Secretary.  An  indirect  loan  may  occur  under  this  provision  where 
the  PFIC  lends  property  to  a  U.S.  corporation  in  which  the  U.S. 
person  owns,  for  example,  a  50-percent  interest. 

The  bill  provides  modifications  to  the  rules  applicable  to  PFICs 
that  are  qualified  electing  funds  that  are  also  controlled  foreign 
corporations.  First,  the  amount  of  income  treated  as  ordinary 
income  on  a  sale  or  exchange  of  stock  in  a  controlled  foreign  corpo- 
ration (under  sec.  1248)  does  not  include  any  amount  of  income  pre- 
viously included  under  the  qualified  electing  fund  rules  to  the 
extent  that  that  amount  of  income  has  not  been  distributed  from 
the  PFIC  prior  to  the  sale  or  exchange  of  the  stock.  Further,  look- 
through  treatment  is  provided  in  determining  the  foreign  tax 
credit  limitation  treatment  of  income  inclusions  under  the  quali- 
fied electing  fund  rules  when  (1)  the  PFIC  is  also  a  controlled  for- 
eign corporation,  and  (2)  the  U.S.  person  with  the  income  inclusion 
is  a  U.S.  shareholder  in  the  controlled  foreign  corporation.  Thus, 
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contrary  to  the  Act's  result,  an  income  inclusion  from  a  qualified 
electing  fund  will  not  automatically  be  treated  as  passive  income 
for  foreign  tax  credit  purposes. 

Special  rules  applicable  to  both  types  of  funds 

Coordination  of  section  1291  with  taxation  of  shareholders  in 
qualified  electing  funds 

The  bill  clarifies  that  the  deferred  tax  and  interest  charge  rules 
of  section  1291  do  not  apply  to  any  distribution  received  by  a  tax- 
payer from  a  PFIC  if  the  PFIC  is  a  qualified  electing  fund  for  all  of 
its  years  beginning  after  1986  for  which  it  is  a  PFIC  and  which  in- 
clude any  part  of  the  taxpayer's  holding  period.  This  treatment 
parallels  the  rule  for  dispositions  provided  under  the  Act. 

The  bill  also  modifies  the  Act's  rule  that  allows  a  shareholder  in 
a  nonqualified  fund  to  elect  to  recognize  the  gain  inherent  in  the 
value  of  his  or  her  stock  owned  in  the  PFIC  where  the  PFIC  be- 
comes a  qualified  electing  fund.  Under  this  modification,  instead  of 
recognizing  the  entire  gain  in  the  value  of  his  or  her  stock,  a  U.S. 
shareholder  in  a  controlled  foreign  corporation  (as  both  terms  are 
defined  for  subpart  F  purposes)  that  is  a  PFIC  and  that  becomes  a 
qualified  electing  fund  can  include  in  gross  income  as  a  dividend 
his  or  her  share  of  the  corporation's  earnings  and  profits  accumu- 
lated after  1986  and  since  the  corporation  was  a  PFIC.  Upon  this 
election,  the  U.S.  shareholder's  stock  basis  is  increased  by  the 
amount  included  in  income  and  the  shareholder  is  treated  as 
having  a  new  holding  period  in  his  or  her  stock.  Thereafter,  the 
shareholder  is  subject  to  the  rules  applicable  to  qualified  electing 
funds. 

Attribution  of  ownership 

The  bill  provides  that  under  regulations  any  person  who  has  an 
option  to  acquire  stock  shall  be  treated  as  owning  the  stock.  The 
committee  anticipates  that  regulations  will  provide  this  treatment 
where  necessary  to  prevent  avoidance  of  the  imposition  of  interest. 

Anti-avoidance  rules 

The  bill  also  provides  that  under  regulations  if  a  U.S.  person  is 
treated  as  owning  stock  in  a  PFIC  by  virtue  of  the  attribution 
rules,  any  distribution  to  the  actual  holder  of  the  stock  is  treated 
as  a  distribution  to  the  U.S.  person.  The  committee  anticipates  that 
regulations  will  provide  this  treatment  where  necessary  to  prevent 
avoidance  of  the  imposition  of  interest.  In  these  cases,  the  bill  also 
provides  that  the  amounts  deemed  distributed  to  the  U.S.  person 
are  not  to  be  included  in  gross  income  of  the  holder  actually  receiv- 
ing those  amounts  for  purposes  of  causing  the  U.S.  person  to  in- 
clude those  amounts  in  income  again. 

The  bill  also  provides  regulatory  authority  for  the  Secretary  not 
to  treat  the  pledge  of  stock  in  a  PFIC  as  a  disposition  of  that  stock. 
For  example,  the  committee  anticipates  that  regulations  may  pro- 
vide that  a  pledge  in  effect  prior  to  1987  shall  not  be  treated  as  a 
disposition. 


E.  Treatment  of  Foreign  Taxpayers 

1.  Branch  profits  tax  (sec.  10212(q)  of  the  bill,  sec.  1241  of  the 
Reform  Act,  and  sees.  26,  861,  884,  906,  and  2104  of  the  Code) 

Present  Law 

Overview 

The  Act  imposed  branch-level  taxes  on  profits  of  foreign  corpora- 
tions operating  businesses  in  the  United  States  and  on  interest 
paid  or  deducted  by  U.S.  businesses  operated  by  foreign  corpora- 
tions. The  Act  also  reduced  the  U.S.  business  threshold  that  trig- 
gers the  withholding  tax  on  dividends  paid  by  foreign  corporations 
(applicable  where  the  branch  profits  tax  cannot  be  applied). 

Branch  profits  tax 

A  tax  of  30  percent  is  imposed  on  a  foreign  corporation's  "divi- 
dend equivalent  amount."  The  "dividend  equivalent  amount"  is  the 
earnings  and  profits  of  a  U.S.  branch  of  a  foreign  corporation  at- 
tributable to  its  income  effectively  connected  (or  treated  as  effec- 
tively connected)  with  a  U.S.  trade  or  business,  subject  to  two  ad- 
justments (detailed  below).  The  determination  of  effectively  con- 
nected earnings  and  profits  is  made  without  reduction  for  dividend 
distributions  made  by  a  foreign  corporation  during  a  year,  so  that 
tax  is  imposed  on  a  foreign  corporation  that  has  current  earnings 
(which  are  not  reinvested  in  a  branch's  trade  or  business,  as  de- 
tailed below). 

In  arriving  at  the  dividend  equivalent  amount,  a  branch's  effec- 
tively connected  earnings  and  profits  are  adjusted  in  two  circum- 
stances. These  adjustments  identify  changes  in  a  branch's  U.S.  net 
equity  (the  difference  between  a  branch's  assets  that  are  treated  as 
connected  with  its  U.S.  trade  or  business  and  its  liabilities  that  are 
so  treated)  that  reflect  profit  remittances  during  a  taxable  year. 
The  first  adjustment  to  the  dividend  equivalent  amount  reduces 
the  tax  base  to  the  extent  the  branch's  earnings  are  reinvested  in  \ 
trade  or  business  assets  in  the  United  States  (or  reduce  trade  or  | 
business  liabilities).  This  reduction  is  measured  by  the  increase  in 
the  U.S.  net  equity  of  the  branch:  the  difference  between  (1)  the 
excess  of  the  money  and  adjusted  basis  of  the  branch's  assets  over 
its  liabilities  at  the  end  of  the  year  and  (2)  the  excess  of  the  money 
and  adjusted  basis  of  its  assets  over  its  liabilities  at  the  end  of  the 
preceding  year.  The  second  adjustment  increases  the  tax  base  to 
the  extent  prior  reinvested  earnings  are  considered  remitted  to  the 
home  office  of  the  foreign  corporation.  This  adjustment  is  meas- 
ured by  the  reduction  in  the  U.S.  net  equity  of  the  branch:  the  dif- 
ference between  (1)  the  excess  of  the  money  and  adjusted  basis  of 
the  branch's  assets  over  its  liabilities  at  the  end  of  the  preceding 
year  and  (2)  the  excess  of  the  money  and  adjusted  basis  of  the 
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branch's  assets  over  its  liabilities  at  the  end  of  the  year.  The  in- 
crease in  the  tax  base  because  of  a  decrease  in  U.S.  net  equity  was 
intended  to  be  limited  to  the  amount  of  prior  earnings  that  have 
not  been  remitted  to  the  home  office. 

Branch-level  interest  tax 

Interest  paid  by  a  U.S.  trade  or  business  of  a  foreign  corporation 
is  treated  as  if  paid  by  a  U.S.  corporation  and,  hence,  is  U.S.  source 
and  subject  to  U.S.  withholding  tax  of  30  percent,  unless  the  tax  is 
reduced  or  eliminated  by  a  specific  Code  or  treaty  provision.  It  is 
intended  that  where  this  interest  is  paid  to  a  U.S.  person  or  a  U.S. 
trade  or  business  of  a  foreign  person,  the  interest  is  also  to  be 
treated  as  U.S.  source  but  not  subject  to  withholding  since  it  is  sub- 
ject to  tax  on  a  net  income  basis  in  the  hands  of  the  recipient.  To 
the  extent  a  U.S.  branch  of  a  foreign  corporation  has  allocated  to  it 
under  Treasury  Regulation  section  1.882-5  an  interest  deduction  in 
excess  of  the  interest  actually  paid  by  the  branch  (this  generally 
occurs  where  the  indebtedness  of  the  U.S.  branch  is  disproportion- 
ately small  compared  to  the  total  indebtedness  of  the  foreign  corpo- 
ration), the  excess  is  treated  as  if  it  were  interest  paid  on  a  notion- 
al loan  to  a  U.S.  subsidiary  (the  U.S.  branch,  in  actuality)  from  its 
foreign  corporate  parent  (the  home  office).  This  excess  is  also  sub- 
ject to  the  30-percent  tax,  absent  a  specific  Code  exemption  or 
treaty  reduction. 

For  purposes  of  deterniining  whether  the  tax  on  the  excess  inter- 
est is  to  be  reduced  or  eliminated  by  treaty,  the  applicable  income 
tax  treaty  is  the  one  between  the  United  States  and  the  country  of 
the  corporation's  home  office,  subject,  however,  to  the  prohibition 
against  treaty  shopping.  In  the  case  of  U.S.  withholding  tax  on  in- 
terest actually  paid  by  a  branch  to  a  foreign  recipient,  the  appro- 
priate treaty  will  be  that  between  the  United  States  and  the  coun- 
try of  the  recipient,  subject  again  to  the  prohibition  against  treaty 
shopping. 

Relationship  with  tax  treaties 

The  Act  provided  that  the  branch  profits  tax  is  to  yield  to  trea- 
ties only  in  two  cases.  The  first  case  is  where  a  foreign  corporation 
with  a  U.S.  branch  is  a  "qualified  resident"  of  a  country  in  which 
the  corporation  is  a  resident  (i.e.,  the  corporation  is  not  treaty- 
shopping)  and  the  treaty  prohibits  the  branch  profits  tax.  The 
second  case  is  where  a  foreign  corporation  resides  in  a  country 
whose  treaty  permits  the  United  States  to  impose  its  withholding 
tax  on  dividends  paid  by  the  corporation  but  otherwise  prohibits 
the  branch  profits  tax,  whether  or  not  the  foreign  corporation  is 
treaty  shopping.  In  this  second  case,  however,  the  foreign  corpora- 
tion paying  the  dividends  cannot  claim  any  treaty  benefits  (i.e.,  re- 
duced rates)  with  respect  to  the  dividends  it  pays  if  it  is  treaty 
shopping.  The  Act  also  prohibited  any  foreign  corporation  that  re- 
ceives a  dividend  from  another  foreign  corporation  from  claiming 
any  treaty  benefits  with  respect  to  the  dividends  received  if  it  is 
treaty  shopping. 

A  foreign  corporation  generally  is  treaty  shopping  in  two  cases: 
First,  treaty  shopping  occurs  if  more  than  50  percent  (by  value)  of 
the  stock  of  the  foreign  corporation  is  owned  (determined  by  look- 
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ing  through  corporations,  partnerships,  estates,  and  trusts  to  ulti- 
mate individual  ownership)  by  individuals  who  are  not  residents  of 
the  treaty  country.  U.S.  citizens  and  resident  aliens  are  treated  as 
residents  of  the  treaty  country  for  this  purpose. 

Second,  where  50  percent  or  more  of  a  foreign  corporation's 
income  is  used  to  meet  liabilities  to  persons  who  are  not  residents 
of  the  country  in  which  the  corporation  is  a  resident  or  of  the 
United  States,  then  the  corporation  is  treaty  shopping  (a  "base  ero- 
sion" rule). 

If  a  foreign  corporation's  stock  is  primarily  and  regularly  traded 
on  an  established  securities  market  in  the  country  under  whose 
treaty  it  claims  benefits  as  a  resident,  then  the  corporation  is  con- 
sidered a  qualified  resident  of  that  country.  Similarly,  if  a  foreign 
corporation's  parent  is  organized  in  the  same  country  as  its  subsidi- 
ary corporation,  and  the  parent  corporation's  shares  are  primarily 
and  regularly  traded  on  an  established  securities  market  in  that 
country,  then  the  subsidiary  corporation  is  considered  a  qualified 
resident  of  the  country  for  purposes  of  the  country's  treaty  with 
the  United  States.  Under  the  Act,  the  publicly-traded  exception 
does  not  automatically  treat  a  foreign  corporation  that  is  wholly 
owned  by  a  U.S.  corporation  whose  stock  is  primarily  and  regularly 
traded  on  an  established  securities  market  in  the  United  States  as 
a  qualified  resident  of  the  country  in  which  it  is  a  resident.  A  do- 
mestic corporation  in  this  instance  has  to  determine  (in  addition  to 
meeting  the  base  erosion  rule)  if  it  is  more  than  50-percent  owned 
by  either  U.S.  residents  or  residents  of  the  country  of  the  domestic 
corporation's  subsidiary  in  order  to  be  treated  as  a  qualified  resi- 
dent. 

Other  rules 

The  Act  reduced  to  25  percent  prior  law's  business  income 
threshold  for  imposition  of  the  withholding  tax  on  dividends.  The 
Act  also  provided  that  the  withholding  tax  on  dividends  is  not  ap- 
plicable where  the  branch  profits  tax  generally  may  be  imposed, 
even  though  no  branch  tax  may  be  due  in  a  particular  taxable 
year. 

For  U.S.  branches  of  foreign  corporations  that  have  undistrib- 
uted accumulated  earnings  and  profits  as  of  their  first  taxable  year 
beginning  on  or  after  January  1,  1987,  the  branch  profits  tax  provi- 
sions are  intended  to  apply  only  to  earnings  and  profits  generated 
in  taxable  years  beginning  after  December  31,  1986,  that  are  con- 
sidered distributed  from  the  branch  to  the  home  office  (limited  by 
post-effective  date  earnings  and  profits).  Prior  law's  withholding 
tax  on  dividends  is  intended  to  apply  to  the  pre-effective  date  accu- 
mulated earnings  and  profits  that  are  distributed  after  the  effec- 
tive date.  Thus,  if  a  branch's  income  did  not  constitute  at  least  50 
percent  of  the  corporation's  income  for  the  base  period  prescribed 
under  prior  law,  there  is  no  withholding  tax  imposed  on  dividends 
paid  in,  for  example,  1987  that  represent  pre-effective  date  earn- 
ings. Similarly,  pre-effective  date  deficits  in  earnings  and  profits 
are  not  intended  to  be  eligible  to  reduce  post-effective  date  earn- 
ings in  applying  the  branch  profits  tax.  Post-effective  date  deficits 
in  earnings  and  profits  do  not  reduce  pre-effective  date  earnings  in 
applying  prior  law's  withholding  tax  to  distributions  after  1986 
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where  the  distributions  are  attributable  to  pre-effective  date  earn- 
ings. 

Explanation  of  Provision 

Branch  profits  tax 

The  bill  clarifies  that  the  dividend  equivalent  amount  is  limited 
to  the  post-1986  accumulated  effectively  connected  earnings  and 
profits  of  the  U.S.  branch  that  have  not  previously  been  remitted 
to  the  branch's  home  office. 

The  bill  provides  that  for  purposes  of  determining  a  foreign  cor- 
poration's dividend  equivalent  amount,  effectively  connected  earn- 
ings and  profits  do  not  include  the  increase  in  earnings  and  profits 
under  the  discounting  fresh  start  provision  of  the  Act  (see  C.2.  for 
further  discussion  of  the  fresh  start  provision).  Thus,  the  one-time 
increase  in  current  earnings  and  profits  of  a  foreign  corporation 
under  that  provision  will  not  result  in  any  increase  in  branch  tax. 

Branch-level  interest  tax 

The  bill  clarifies  that  interest  paid  or  deducted  by  a  U.S.  trade  or 
business  of  a  foreign  corporation  is  U.S.  source,  regardless  of  the 
recipient.  Thus,  if  the  recipient  is  a  foreign  person  not  engaged  in  a 
U.S.  trade  or  business  the  interest  will  be  subject  to  U.S.  withhold- 
ing tax;  if  the  recipient  is  a  U.S.  person  or  a  foreign  person  en- 
gaged in  a  U.S.  trade  or  business  and  the  interest  is  effectively  con- 
nected therewith,  the  interest  will  not  be  subject  to  withholding 
but  will  be  subject  to  U.S.  tax  in  the  hands  of  the  recipient  on  a 
net  income  basis.  The  bill  further  clarifies  that  this  source  rule  ap- 
plies to  interest  payments  by  any  foreign  corporation  that  has 
gross  income  that  is  effectively  connected  with  a  U.S.  trade  or  busi- 
ness (or  is  treated  as  so  connected,  for  example,  by  an  election 
under  sec.  882(d)). 

The  bill  also  modifies  the  taxation  of  interest  paid  by  a  U.S. 
trade  or  business.  First,  the  bill  excludes  interest  paid  by  interna- 
tional organizations  (as  defined  in  sec.  7701(a)(18))  from  the  scope  of 
the  provision.  Second,  to  the  extent  provided  in  regulations,  the  bill 
will  limit  U.S.  withholding  to  the  amount  of  interest  reasonably  ex- 
pected to  be  deducted  in  arriving  at  the  branch's  effectively  con- 
nected taxable  income. 

Relationship  with  tax  treaties 

The  bill  modifies  the  applicability  of  the  branch  profits  tax  in 
cases  of  treaty  shopping.  This  modification  provides  that  if  a  for- 
eign corporation  is  treaty  shopping,  the  branch  profits  tax  will  be 
-  imposed,  regardless  of  whether  the  treaty  with  the  United  States 
and  the  country  in  which  the  corporation  is  a  resident  allows  the 
United  States  to  impose  its  withholding  tax  on  dividends.  One  of 
the  reasons  Congress  enacted  the  branch  profits  tax  was  the  diffi- 
culty of  administering  prior  law's  withholding  tax.  The  Act's  rule — 
prohibiting  the  imposition  of  the  branch  profits  tax  in  cases  where 
a  treaty  permits  the  U.S.  withholding  tax  on  dividends  paid  by  a 
I   foreign  corporation  whether  or  not  the  corporation  is  treaty  shop- 
i   ping — would  not  in  some  cases  remedy  that  concern.  For  example, 
!   assume  a  treaty  with  the  United  States  prohibits  the  branch  profits 
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tax  but  it  permits  the  withholding  tax  on  dividends  if  the  corpora- 
tion derives  50  percent  or  more  of  its  income  from  the  United 
States.  Assume  further  that  the  foreign  corporation  organized  in 
this  treaty  country  is  treaty  shopping.  The  result  of  the  Act  would 
be  to  impose  the  withholding  tax  on  dividends  in  the  years  in 
which  the  corporation  derives  50  percent  or  more  of  its  income 
from  the  United  States  and  to  impose  the  branch  profits  tax  in 
years  in  which  the  corporation's  U.S.  income  is  below  that  level. 
This  result  would  be  difficult  to  administer  and  would  lead  to  tax 
avoidance  techniques. 

More  importantly,  however,  Congress  was  concerned  that  foreign 
persons  resident  in  one  country  would  attempt  to  use  another 
country's  tax  treaty  with  the  United  States  to  avoid  the  branch 
profits  tax.  The  bill  addresses  this  concern  by  not  allowing  treaties 
to  prevail  in  treaty  shopping  cases. 

The  bill  clarifies  that  the  prohibition  against  treaty  shopping  of 
recipients  of  interest  paid  or  deducted  by  a  U.S.  trade  or  business 
of  a  foreign  corporation  applies  to  any  person  attempting  to  claim 
benefits  under  the  interest  articles  of  the  treaty  of  the  country  in 
which  the  foreign  corporation  is  a  resident.  The  bill  continues  to 
allow,  however,  the  recipient  to  claim  benefits  under  the  treaty  in 
the  country  in  which  the  recipient  is  a  resident,  unless  the  recipi- 
ent is  treaty  shopping  as  well. 

The  bill  modifies  the  definition  of  treaty  shopping  in  two  re- 
spects. First,  the  bill  provides  that  if  nonresidents  of  a  treaty  coun- 
try own  50  percent  or  more  of  the  value  of  stock  of  a  corporation 
the  corporation  is  considered  treaty  shopping.  This  modification 
generally  accords  with  the  ownership  limitation  in  recent  U.S. 
income  tax  treaties.  Second,  the  bill  modifies  the  publicly  traded 
exception  to  treaty  shopping  to  provide  that  a  foreign  corporation 
that  is  wholly  owned  by  a  domestic  corporation  whose  stock  is  pri- 
marily and  regularly  traded  on  an  established  securities  market  in 
the  United  States  is  to  be  treated  as  a  qualified  resident  of  its 
country  of  residence.  This  modification  accords  with  the  Act's  pre- 
sumption that  corporations  whose  stock  is  primarily  and  regularly 
traded  on  a  local  securities  market  is  more  than  50  percent  owned 
by  local  residents  and  with  the  Act's  treatment  of  U.S.  persons  as 
treaty-country  residents. 

Other  rules 

The  bill  clarifies  that  the  withholding  tax  on  dividends  is  not  im- 
posed for  any  taxable  year  with  respect  to  dividends  paid  out  of 
earnings  and  profits  of  the  corporation  for  that  year  if  the  branch 
profits  tax  may  be  imposed  for  that  year  (even  if  no  branch  profits 
tax  may  be  due  in  that  year).  Thus,  the  withholding  tax  on  divi- 
dends may  be  imposed  in  two  cases.  First,  the  withholding  tax  may 
be  imposed  on  dividends  that  are  attributable  to  pre-1987  earnings 
and  profits.  Second,  the  withholding  tax  may  be  imposed  on  divi- 
dends that  are  attributable  to  any  earnings  and  profits  when  the 
branch  profits  tax  is  prohibited  by  a  treaty  with  the  United  States, 
regardless  of  when  the  dividends  are  distributed.  Thus,  in  this 
latter  case,  the  withholding  tax  on  dividends  may  be  imposed  in  a 
year  a  foreign  corporation  is  subject  to  the  branch  profits  tax  if  the 
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dividends  are  attributable  to  years  in  which  the  branch  tax  is  pro- 
hibited, for  example,  by  a  treaty. 

2.  Excise  tax  on  insurance  premiums  paid  to  foreign  insurers  and 
reinsurers  (sec.  10212(q)(13)  of  the  bill  and  sec.  4373  of  the 
Code) 

Present  Law 

In  certain  cases,  an  excise  tax  is  imposed  (Code  sec.  4371)  on  each 
policy  of  insurance,  indemnity  bond,  annuity  contract,  or  policy  of 
reinsurance  issued  by  any  foreign  insurer  or  reinsurer  to  or  for  or 
in  the  name  of  a  domestic  corporation  or  partnership,  or  a  U.S. 
resident  individual  with  respect  to  risks  wholly  or  partly  within 
the  United  States,  or  to  or  for  or  in  the  name  of  any  foreign  person 
engaged  in  business  within  the  United  States  with  respect  to  risks 
within  the  United  States.  The  excise  tax  is  imposed  at  the  rate  of 
(1)  4  cents  on  each  dollar  (or  fraction  thereof)  of  the  premium  paid 
on  a  policy  of  casualty  insurance  or  indemnity  bond;  (2)  1  cent  on 
each  dollar  (or  fraction  thereof)  of  the  premium  paid  on  a  policy  of 
a  life,  sickness,  or  accident  insurance,  or  annuity  contract  on  the 
life  or  hazards  to  the  person  of  a  U.S.  citizen  or  resident,  unless  the 
insurer  is  subject  to  tax  under  Code  section  813  (relating  to  the  tax- 
ation of  foreign  life  insurance  companies);  and  (3)  1  cent  on  each 
dollar  (or  fraction  thereof)  of  the  premium  paid  on  a  policy  of  rein- 
surance covering  any  of  the  contracts  taxable  under  (1)  or  (2). 

Present  law  (Code  sec.  4373)  provides  exemptions  from  the  excise 
tax  in  the  case  of  policies  signed  or  countersigned  by  an  officer  or 
agent  of  the  insurer  in  a  State  or  the  District  of  Columbia,  within 
which  such  insurer  is  authorized  to  do  business. 

The  excise  tax  may  be  waived  under  certain  U.S.  tax  treaties, 
such  as  it  is  in  the  United  States-United  Kingdom  Income  Tax 
Treaty  or  in  the  United  States-France  Tax  Treaty.  Although  premi- 
ums received  by  certain  persons  may  be  exempt  from  the  excise  tax 
(whether  by  treaty  or  by  statutory  exception),  such  exceptions  gen- 
erally do  not  waive  the  excise  tax  for  subsequent  reinsurance 
transactions  covering  insurance  of  U.S.  risks  under  which  premi- 
ums are  paid  to  and  received  by  a  nonexempt  person. 

Explanation  of  Provision 

The  bill  exempts  any  amount  which  is  effectively  connected  with 
the  conduct  of  a  trade  or  business  within  the  United  States  from 
the  excise  tax  on  insurance  and  reinsurance  policies,  unless  that 
amount  is  exempt  from  net-basis  taxation  pursuant  to  a  treaty  obli- 
gation of  the  United  States.  Thus,  for  example,  if  a  treaty  prevents 
the  United  States  from  imposing  net-basis  tax  on  insurance  income 
of  a  foreign  person  unless  that  foreign  person  maintains  a  perma- 
nent establishment  in  the  United  States,  then  any  premium  paid  to 
a  foreign  person  who  does  not  have  a  permanent  establishment  in 
the  United  States  will  be  subject  to  the  gross-basis  excise  tax, 
unless  a  treaty  prevents  imposition  of  the  gross-basis  tax. 

This  provision  is  effective  for  premiums  paid  after  30  days  after 
the  date  of  enactment. 
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3.  Treatment  of  deferred  payments  and  appreciation  arising  out  of 
business  conducted  within  the  United  States  (sec.  10212(r)  of 
the  bill,  sec.  1242  of  the  Reform  Act,  and  sec.  864(c)  of  the 
Code) 

Present  Law 

The  Act  provides  that  any  income  or  gain  of  a  nonresident  alien 
individual  or  foreign  corporation  for  any  taxable  year  which  is  at- 
tributable to  a  sale  or  exchange  of  property,  the  performance  of 
services,  or  any  other  transaction,  in  any  other  taxable  year  shall 
be  treated  as  effectively  connected  with  the  conduct  of  a  trade  or 
business  within  the  United  States  if  it  would  have  been  so  treated 
if  such  income  or  gain  were  taken  into  account  in  such  other  tax- 
able year  (new  Code  sec.  864(c)(6)).  Similarly,  the  Act  provides  that 
if  any  property  ceases  to  be  used  or  held  for  use  in  connection  with 
the  conduct  of  a  trade  or  business  within  the  United  States,  the  de- 
termination of  whether  any  income  or  gain  attributable  to  a  sale  or 
exchange  of  such  property  occurring  within  10  years  after  such  ces- 
sation is  effectively  connected  with  the  conduct  of  a  trade  or  busi- 
ness within  the  United  States  shall  be  made  as  if  such  sale  or  ex- 
change occurred  immediately  before  such  cessation  (new  Code  sec. 
864(c)(7)).  Under  the  Act,  the  amount  of  income  or  gain  taken  into 
account  under  the  latter  provision  is  not  limited  to  the  apprecia- 
tion of  the  property  while  the  property  was  used  in  the  United 
States,  but  rather  is  based  on  the  amount  of  income  or  gain  recog- 
nized at  the  time  of  the  sale  or  exchange. 

A  foreign  corporation  engaged  in  a  trade  or  business  during  the 
taxable  year  is  taxable  on  a  net  basis  on  its  income  which  is  effec- 
tively connected  with  the  conduct  of  a  trade  or  business  within  the 
United  States  (Code  sec.  882(a)).  The  same  treatment  applies  to 
nonresident  alien  individuals  (Code  sec.  871(b)). 

Explanation  of  Provision 

In  the  case  of  payments  for  sales  or  exchanges  of  property,  the 
performance  of  services,  or  any  other  transaction,  that  are  deferred 
from  one  taxable  year  to  a  later  taxable  year,  the  determination 
whether  such  income  or  gain  is  taxable  on  a  net  basis  (under  sec. 
871(b)  or  882(a))  is  to  be  made  as  if  the  income  were  taken  into  ac- 
count in  the  earlier  year  and  without  regard  to  the  requirement  (of 
sec.  871(b)  or  882(a))  that  the  taxpayer  be  engaged  in  a  trade  or 
business  within  the  United  States  during  the  later  taxable  year. 
The  bill  makes  a  similar  amendment  to  the  Act's  provision  taxing 
dispositions  of  property  formerly  used  or  held  for  use  in  connection 
with  the  conduct  of  a  trade  or  business  within  the  United  States 
and  disposed  of  within  10  years  after  that  cessation  of  use.  For  this 
purpose,  the  property  is  treated  as  being  sold  or  exchanged  imme- 
diately before  it  ceased  to  be  used  or  held  for  use  in  connection 
with  the  conduct  of  a  trade  or  business  in  the  United  States,  and 
the  requirement  (of  sec.  871(b)  or  882(a))  that  the  taxpayer  be  en- 
gaged in  a  trade  or  business  within  the  United  States  during  the 
taxable  year  for  which  such  income  or  gain  is  taken  into  account  is 
disregarded. 
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4.  Withholding  tax  on  amounts  paid  by  partnerships  to  foreign 
partners  (sec.  10212(s)  of  the  bill,  sec.  1246  of  the  Reform  Act, 
and  sees.  872,  882,  and  1446  of  the  Code) 

Present  Law 

Partnership  withholding 

Prior  to  the  Act,  partnerships  that  conducted  a  trade  or  business 
in  the  United  States  generally  were  not  required  to  withhold  U.S. 
tax  on  distributions  to  foreign  persons  that  were  attributable  to  the 
U.S.  business  income  of  the  partnership.  Under  the  Act,  however, 
partnerships  must  withhold  in  these  circumstances.  This  withhold- 
ing requirement  supplements  other  withholding  requirements  ap- 
plicable to  certain  generally  passive  types  of  U.S.  source  income  de- 
rived by  partnerships  that  have  foreign  partners. 

Under  the  Act,  the  following  withholding  rules  apply  to  distribu- 
tions to  foreign  partners  in  U.S.  or  foreign  partnerships  that  have 
any  income  effectively  connected  with  the  conduct  of  a  U.S.  trade 
or  business.  First,  withholding  at  30  percent  (sometimes  reduced  or 
eliminated  under  treaties)  is  required  with  respect  to  distributions 
attributable  to  certain  U.S.  source  fixed  or  determinable  annual  or 
periodical  income  not  effectively  connected  with  the  conduct  of  a 
U.S.  trade  or  business.  It  is  intended  that  any  distribution  by  the 
partnership  be  considered  to  come  first  out  of  these  types  of  income 
received  by  the  partnership. 

Second,  any  partnership  distribution  in  excess  of  the  amounts  de- 
scribed immediately  above  is  subject  to  withholding  at  a  20-percent 
rate.  The  amount  withheld  is  creditable  against  the  U.S.  income 
tax  liability  of  the  foreign  partner.  Amounts  withheld  in  excess  of 
a  foreign  person's  tax  liability  are  treated  as  an  overpayment  of 
tax. 

Third,  if  a  partnership's  gross  income  effectively  connected  with 
a  U.S.  trade  or  business  over  a  three-year  period  (or  shorter  period 
if  the  partnership  is  not  in  existence  for  three  years)  is  less  than  80 
percent  of  the  total  gross  income  of  the  partnership  over  that 
period,  then  withholding  is  required  only  on  the  proportion  of  cur- 
rent distributions  that  the  partnership's  gross  income  effectively 
connected  with  its  U.S.  trade  or  business  bears  to  the  partnership's 
total  gross  income  over  its  previous  three  taxable  years  (or  shorter 
period  if  the  partnership  is  not  in  existence  for  three  years). 

Fourth,  the  Act  provides  that,  unless  otherwise  provided  in  regu- 
lations, withholding  is  not  required  if  substantially  all  of  the  U.S. 
source  income  and  substantially  all  of  the  income  effectively  con- 
nected with  a  partnership's  U.S.  trade  or  business  is  allocable  to 
U.S.  partners  pursuant  to  a  valid  special  allocation  under  section 
704(b)  and  the  regulations  thereunder.  This  provision  exempting 
amounts  from  withholding  is  not  intended  to  apply  to  a  partner- 
ship which  has  only  U.S.  source  income  and  in  which  foreign  per- 
sons hold  only  a  minority  interest  such  that,  on  a  straight  alloca- 
tion, "substantially  all"  of  the  partnership's  income  could  be  con- 
sidered to  be  allocated  to  U.S.  persons.  Instead,  it  is  intended  to 
apply  only  to  a  partnership  which  specially  allocates  its  U.S.  source 
income  to  U.S.  persons  and  its  foreign  source  income  to  foreign  per- 
sons. 
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Taxation  of  foreign  persons 

Nonresident  alien  individuals  and  foreign  corporations  generally 
are  subject  to  U.S.  tax  only  on  their  gross  income  which  is  derived 
from  U.S.  sources  and  which  is  not  effectively  connected  with  the 
conduct  of  a  trade  or  business  in  the  United  States  and  on  their 
gross  income  which  is  effectively  connected  with  the  conduct  of  a 
trade  or  business  in  the  United  States  (sees.  872(a)  and  882(b)). 
United  States  tax  on  the  former  type  of  gross  income  generally  is 
collected  by  withholding  whereas  U.S.  tax  on  the  latter  type  of 
gross  income  generally  is  collected  by  the  filing  of  a  U.S.  tax  return 
and  payment  of  estimated  taxes. 

Explanation  of  Provision 
Partnership  withholding 

The  bill  modifies  the  rule  that  requires  withholding  only  on  a 
proportion  of  current  distributions  by  a  partnership  if  the  partner- 
ship's gross  income  effectively  connected  with  its  U.S.  trade  or 
business  is  less  than  80  percent  of  the  partnership's  total  gross 
income.  For  this  purpose,  gross  income,  the  denominator  of  the 
fraction,  does  not  include  any  U.S.  source  fixed  or  determinable 
annual  or  periodical  income  (i.e.,  income  that  is  described  in  sec. 
1441(b))  which  is  not  effectively  connected  with  the  conduct  of  the 
partnership's  U.S.  trade  or  business. 

The  bill  also  modifies  the  Act's  coordination  of  the  20-percent 
withholding  rule  with  the  Code's  other  withholding  rules.  This 
modification  requires  regulations  to  prescribe  rules  to  adjust  the 
amounts  withheld  from  partnership  distributions  in  order  to  ac- 
count for  partnership  income  subject  to  the  regular  30  percent  (or 
reduced  treaty  rate)  withholding  rules  and  the  FIRPTA  withhold- 
ing rules,  and  to  account  for  partnership  income  not  subject  to  U.S. 
tax  (for  example,  certain  capital  gain  income).  Whereas  the  Act's 
legislative  history  adopted  a  tracing  approach  in  coordinating  these 
rules,  the  committee  anticipates  that  the  regulations  will  instead 
adopt  a  fungibility  approach  to  coordinate  the  different  rules. 

The  bill  clarifies  the  exception  to  20-percent  withholding  for 
partnerships  with  certain  special  allocations  of  partnerships'  dis- 
tributive shares.  This  clarification  provides  that  the  exception  ap- 
plies only  to  a  partnership  which  specially  allocates  its  U.S.  income 
to  U.S.  persons  and  its  foreign  income  to  foreign  persons. 

Taxation  of  foreign  persons 

The  bill  clarifies  the  meaning  of  gross  income  for  nonresident 
alien  individuals  and  foreign  corporations.  Under  the  bill,  sections 
872(a)  and  882(b)  are  modified  so  that,  for  those  persons,  unless  the 
context  clearly  indicates  otherwise,  gross  income  includes  only 
gross  income  which  is  derived  from  sources  within  the  United 
States  and  which  is  not  effectively  connected  with  the  conduct  of  a 
trade  or  business  within  the  United  States,  and  gross  income  which 
is  effectively  connected  with  the  conduct  of  a  trade  or  business 
within  the  United  States.  For  example,  when  the  taxpayer  at  issue 
is  a  nonresident  alien  individual  or  a  foreign  corporation,  gross 
income  subject  to  direct  U.S.  income  tax  includes  only  that  gross 
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income  which  is  derived  from  U.S.  sources  and  which  is  not  effec- 
tively connected  with  the  conduct  of  a  U.S.  trade  or  business  and 
that  gross  income  which  is  effectively  connected  with  the  conduct 
of  a  U.S.  trade  or  business.  By  contrast,  a  partnership's  gross 
income,  for  purposes  of  determining  the  proportion  of  distributions 
by  a  partnership  that  is  subject  to  20  percent  withholding,  is  all 
income  from  whatever  source  derived  (as  determined  under  sec. 
61),  except  as  specifically  modified  by  the  change  described  above. 
Thus,  a  partnership's  gross  income  will  include  its  gross  income  de- 
rived from  foreign  operations  in  addition  to  that  gross  income  de- 
rived from  its  U.S.  operations. 

5.  Income  of  foreign  governments  (sec.  10212(t)  of  the  bill,  sec. 
1247  of  the  Reform  Act,  and  sec.  892  and  893  of  the  Code) 

Present  Law 

The  Act  provides  that  the  income  of  foreign  governments  re- 
ceived from  investments  in  the  United  States  in  stocks,  bonds,  or 
other  domestic  securities  owned  by  such  foreign  governments  is  not 
included  in  gross  income  and  is  exempt  from  income  taxation  (Code 
sec.  892).  In  addition,  the  Act  provides  that  the  exemption  does  not 
apply  to  any  income  received  from  or  by  a  controlled  commercial 
entity.  The  Act's  legislative  history  indicates  that,  for  treaty  pur- 
poses, a  foreign  government  is  to  be  treated  as  a  resident  of  its 
country,  unless  it  denies  similar  treaty  benefits  to  the  United 
States. 

In  certain  cases,  wages,  fees,  or  salary  of  an  employee  of  a  for- 
eign government  received  as  compensation  for  official  services  to 
such  government  is  excluded  from  gross  income  and  is  exempt 
from  income  taxation  (Code  sec.  893). 

Explanation  of  Provision 

The  bill  makes  it  clear  that  the  Code  provision  benefiting  certain 
income  of  foreign  governments  (sec.  892)  neither  excludes  from 
gross  income  nor  exempts  from  tax  income  derived  from  the  dispo- 
sition of  any  interest  in  a  controlled  commercial  entity.  Thus,  this 
Code  provision  does  not  benefit  such  income,  whether  or  not  such 
income  is  received  from  investments  in  the  United  States  in  stocks, 
bonds,  or  other  domestic  securities  owned  by  a  foreign  government. 
Such  income  may  not  be  taxable  for  independent  reasons:  for  ex- 
ample, a  sale  of  stock  of  a  U.S.  corporation  that  is  not  a  U.S.  real 
property  interest  by  a  foreign  person  may  not  be  subject  to  tax 
under  general  Code  rules.  For  this  purpose,  however,  a  commercial 
entity  is  to  include  any  U.S.  real  property  holding  corporation 
(Code  sec.  897(c)(2)). 

In  addition,  the  bill  clarifies  that  the  Code's  exclusion  from  gross 
income  and  exemption  from  taxation  do  not  apply  to  income  re- 
ceived indirectly  from  a  controlled  commercial  entity  (as  well  as  to 
income  received  directly  from  such  an  entity).  For  example,  assume 
that  a  foreign  government  owns  all  the  snares  of  a  U.S.  holding 
company  that  owns  all  the  shares  of  a  U.S.  operating  company. 
The  U.S.  holding  company  deducts  all  the  dividends  it  receives 
from  the  operating  company  by  virtue  of  the  100-percent  dividends 
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received  deduction.  Under  the  bill,  dividends  from  the  holding  com- 
pany to  the  foreign  government  are  not  exempt,  because  they  are 
received  indirectly  from  a  controlled  commercial  entity. 

The  bill  codifies  the  rule  that  a  foreign  government,  for  income 
tax  treaty  purposes,  is  treated  as  a  corporate  resident  of  its  country 
if  it  grants  equivalent  treatment  to  the  U.S.  government.  In  addi- 
tion, for  purposes  of  the  Internal  Revenue  Code,  a  foreign  govern- 
ment is  treated  as  a  corporate  resident  of  its  country  (whether  or 
not  it  treats  the  U.S.  government  as  a  U.S.  resident). 

The  bill  conforms  the  gross  income  exclusion  and  tax  exemption 
for  wages,  fees,  or  salary  of  an  employee  of  a  foreign  government  to 
the  exclusion  and  exemption  for  governments  themselves.  Under 
the  bill,  the  exclusion  and  exemption  are  not  available  to  an  em- 
ployee of  a  foreign  government  whose  services  are  primarily  in  con- 
nection with  a  commercial  activity  (whether  within  or  outside  the 
United  States)  of  the  foreign  government,  or  to  any  employee  of  a 
controlled  commercial  entity  of  a  foreign  government. 

6.  Dual  residence  companies  (sec.  10212(u)  of  the  bill,  sec.  1249  of 
the  Reform  Act,  and  sec.  1503  of  the  Code) 

Present  Law 

The  Act  provides  that  if  a  U.S.  corporation  is  subject  to  a  foreign 
country's  tax  on  worldwide  income,  or  on  a  residence  basis  as  op- 
posed to  a  source  basis,  any  net  operating  loss  it  incurs  cannot 
reduce  the  taxable  income  of  any  other  member  of  a  U.S.  affiliated 
group  for  that  or  any  other  taxable  year.  A  net  operating  loss  of 
such  a  company  is  referred  to  as  a  "dual  consolidated  loss."  Regula- 
tory authority  is  provided  to  exclude  a  loss  from  the  ambit  of  this 
rule  to  the  extent  that  that  loss  does  not  offset  the  income  of  for- 
eign corporations  for  foreign  tax  purposes. 

Explanation  of  Provision 

The  bill  provides  that,  to  the  extent  provided  in  regulations,  any 
loss  of  any  separate  and  clearly  identifiable  unit  of  a  trade  or  busi- 
ness of  the  taxpayer  is  to  be  treated  as  a  dual  consolidated  loss  as 
if  that  unit  were  a  wholly  owned  subsidiary  of  that  corporation. 
For  example,  assume  that  a  U.S.  corporation  maintains  a  branch  in 
a  foreign  country.  That  foreign  country  allows  the  loss  of  that 
branch  to  offset  the  taxable  income  of  a  locally  incorporated  corpo- 
ration that  is  wholly  owned  by  the  U.S.  corporation  (or  an  affiliate 
of  the  U.S.  corporation).  The  branch  incurs,  for  both  U.S.  and  for- 
eign tax  purposes,  a  net  operating  loss  of  $100.  The  foreign  corpora- 
tion earns  income  of  $100.  The  U.S.  corporation,  viewed  as  a  whole, 
has  neither  gain  nor  loss  for  the  year:  the  $100  loss  of  the  branch 
offsets  $100  of  income  generated  by  the  rest  of  the  U.S.  corporation. 
Under  the  bill,  regulations  may  provide  that  the  branch's  $100  loss 
is  treated  as  a  dual  consolidated  loss.  It  is  anticipated  that  regula- 
tions will  so  provide  to  the  extent  that  the  branch's  loss  offsets  the 
income  of  a  foreign  corporation  for  foreign  purposes.  In  that  case, 
that  loss  may  not  be  used  to  offset  the  income  that  the  U.S.  corpo- 
ration earns  other  than  from  the  branch  operation.  Thus,  the  tax- 
able income  of  the  U.S.  corporation  is  $100.  The  branch's  $100  loss 
is  available  for  carryforward  against  future  income  of  the  branch. 


F.  Foreign  Currency  Exchange  Rate  Gains  and  Losses 

(Sec.  10212(v)  of  the  bill,  sec.  1261  of  the  Reform  Act,  and  sees. 
986-989  of  the  Code) 

1.  Foreign  currency  translation 

Present  Law 

Translation  of  foreign  income  taxes 

Subpart  J  of  the  Code,  as  added  by  the  Act,  provides  rules  for  the 
translation  of  foreign  income  taxes  that  enter  into  various  compu- 
tations involving  the  foreign  tax  credit.  Foreign  income  taxes  are 
defined  for  purposes  of  subpart  J  as  any  income,  war  profits,  or 
excess  profits  taxes  paid  to  any  foreign  country  or  any  possession  of 
the  United  States.  For  foreign  tax  credit  and  foreign  tax  deduction 
purposes,  income,  war  profits,  and  excess  profits  taxes  include  a  tax 
paid  in  lieu  of  a  tax  on  income,  war  profits,  or  excess  profits  other- 
wise generally  imposed  by  any  foreign  country  or  by  any  possession 
of  the  United  States. 

Generally  for  purposes  of  computing  either  the  direct  or  indirect 
foreign  tax  credit,  the  amount  of  foreign  income  taxes  paid  to  a  for- 
eign government  or  U.S.  possession  is  translated,  under  subpart  J, 
using  the  exchange  rate  in  effect  as  of  the  time  of  payment;  any 
refund  or  credit  of  a  foreign  income  tax  is  translated  using  the  ex- 
change rate  in  effect  as  of  the  time  of  the  original  payment;  and 
any  increase  in  the  amount  of  a  foreign  income  tax  is  intended  to 
be  translated  using  the  exchange  rate  in  effect  when  the  increase 
is  paid.  (Congress  did  not  intend  the  payment  date  rule  to  prevent 
the  allowance  of  a  credit  based  on  accrued  foreign  taxes  where 
those  taxes  are  unpaid  when  the  credit  must  be  computed.) 

Translation  of  section  956  income  inclusions 

On  the  actual  distribution  of  earnings  and  profits  from  a  foreign 
corporation  to  a  U.S.  taxpayer,  the  latter  is  required  to  translate 
such  amounts  (if  necessary)  at  the  current  exchange  rate  on  the 
date  the  distribution  is  included  in  income.  In  the  case  of  deemed 
distributions  under  section  951(a)  of  subpart  F,  the  required  income 
inclusion  is  first  calculated  in  the  functional  currency  and  then 
translated  at  the  weighted  average  exchange  rate  for  the  foreign 
corporation's  taxable  year.  The  Secretary  may  adjust  these  transla- 
tion rates  by  regulation. 

Where  earnings  of  a  controlled  foreign  corporation  are  repatriat- 
ed, the  Code  generally  aims  at  achieving  similar  tax  results  wheth- 
er the  repatriation  is  in  the  form  of  a  dividend  or  of  an  increase  in 
investment  in  U.S.  property  {see  sees.  951(a)(1)(B)  and  956).  Howev- 
er, the  translation  rules  described  above  provide  for  computing 
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translation  rates  differently  depending  on  the  form  of  repatriation. 
Congress  did  not  intend  to  provide  taxpayers  their  choice  of  tax  re- 
sults based  on  translation  method  where  a  similar  economic  result 
is  achieved  in  either  case. 

Explanation  of  Provisions 
Translation  of  foreign  income  taxes 

The  bill  clarifies  that  in  applying  the  foreign  income  tax  transla- 
tion rules  of  new  subpart  J  (as  well  as  the  other  foreign  provisions 
of  the  Code),  foreign  taxes  imposed  in  lieu  of  income  taxes  are 
treated  the  same  as  foreign  income  taxes. 

The  bill  also  clarifies  that  the  exchange  rate  to  be  used  for  deter- 
mining the  dollar  cost  of  any  payment  of  foreign  income  tax  (in- 
cluding a  payment  constituting  an  adjustment  to  a  payment  of  for- 
eign tax)  is  the  exchange  rate  as  of  the  time  the  taxes  are  paid  to 
the  foreign  country  or  U.S.  possession.  The  bill  applies  this  rule 
whether  the  entity  paying  the  tax  to  the  foreign  government  or 
U.S.  possession  is  the  taxpayer  or  (as  in  the  case  where  the  taxpay- 
er claims  an  indirect  foreign  tax  credit)  a  corporation  of  which  the 
taxpayer  is  a  shareholder,  and  whether  or  not  the  tax  is  paid  by  a 
qualified  business  unit. 

Translation  of  section  956  income  inclusions 

The  bill  provides  that  subpart  F  inclusions  under  section 
951(a)(1)(B),  relating  to  increases  in  investments  in  U.S.  property, 
are  to  be  translated  at  the  same  rates  as  actual  distributions  made 
on  the  last  day  of  the  taxable  year,  i.e.,  using  the  spot  rate  on  that 
day.  This  reduces  the  opportunity  for  taxpayers  to  manipulate  tax 
liability  based  on  the  foreseeable  difference  between  the  weighted 
average  annual  rate  and  the  spot  rate  as  of  the  date  when  earnings 
repatriation  is  to  occur.  The  Secretary  retains  authority  to  further 
adjust  translation  rates,  under  regulations,  where  regulatory  ad- 
justments can  usefully  promote  the  aim  of  reducing  similar  oppor- 
tunities for  manipulation. 

2.  Foreign  currency  transactions 

Present  Law 

Exclusion  from  section  988  treatment  for  1256  contracts 

Section  988(c)  defines  the  term  "section  988  transaction"  to  in- ! 
elude,  among  other  things,  (1)  the  acquisition  of  (or  becoming  the 
obligor  under)  a  debt  instrument,  (2)  the  disposition  of  nonfunc- 1 
tional  currency,  and  (3)  entering  into  or  acquiring  any  forward  con- 
tract, futures  contract,  option,  or  similar  financial  instrument 
(such  as  a  currency  swap),  if  such  instrument  is  not  marked  to 
market  at  the  close  of  the  taxable  year  under  section  1256.  Con- 
gress did  not  intend  to  change  generally  the  treatment  of  bank  for- 
ward contracts,  regulated  futures  contracts,  or  other  contracts  sub- 
ject to  the  mark-to-market  rule  under  section  1256.  Therefore,  Con- 
gress intended  to  exclude  such  instruments  from  the  definition  of  a 
section  988  transaction. 
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Measurement  and  recognition  of  foreign  currency  gain  or  loss 

Section  988(b)  defines  foreign  currency  gain  or  loss  as  gain  or  loss 
on  a  section  988  transaction,  but  only  to  the  extent  the  gain  or  loss 
is  realized  by  reason  of  a  change  in  exchange  rates  between  the 
booking  date  with  respect  to  that  transaction  and  the  payment 
date  of  the  transaction.  In  the  case  of  any  disposition  of  nonfunc- 
tional currency,  the  relevant  period  for  measuring  rate  changes  is 
the  time  between  acquisition  and  disposition  of  the  currency. 

For  transactions  involving  forward  contracts  or  similar  positions, 
the  booking  date  is  the  date  on  which  the  position  is  entered  into 
or  acquired;  the  payment  date  includes  the  date  on  which  a  taxpay- 
er's rights  are  terminated  with  respect  to  the  position  (e.g.,  by  en- 
tering into  an  offsetting  position).  The  definition  of  foreign  curren- 
cy gain  or  loss  is  intended  to  apply  to  gain  or  loss  attributable  to 
exchange  rate  movements  between  those  dates  affecting  the  value 
of  forward  contracts  or  similar  instruments,  regardless  of  the  par- 
ticular transaction  in  which  the  gain  or  loss  is  realized. 

The  Secretary  has  general  authority  to  provide  the  regulations 
necessary  or  appropriate  to  carry  out  the  purposes  of  new  subpart 
J.  For  example,  where  a  debt  instrument,  the  acquisition  of  which 
is  a  section  988  transaction,  is  converted  to  stock,  the  sale  of  which 
is  not  a  section  988  transaction,  the  Act  gives  the  Secretary  the  au- 
thority to  prevent  any  foreign  currency  gain  inherent  in  the  debt 
instrument  from  escaping  subpart  J  treatment. 

Section  988  hedging  transactions 

The  Act  authorizes  the  issuance  of  regulations  that  address  the 
treatment  of  transactions  that  are  part  of  a  section  988  hedging 
transaction.  To  the  extent  provided  in  regulations,  in  the  case  of 
any  transaction  giving  rise  to  foreign  currency  gain  or  loss  that  is 
part  of  a  section  988  hedging  transaction  (determined  without 
regard  to  whether  any  position  in  the  hedge  would  be  marked  to 
market  under  section  1256),  all  positions  in  the  hedging  transaction 
are  integrated  and  treated  as  a  single  transaction,  or  otherwise 
treated  consistently  (e.g.,  for  purposes  of  characterizing  the  nature 
of  income  or  the  sourcing  rules).  In  the  case  of  a  foreign  currency 
borrowing  fully  hedged  with  a  series  of  forward  purchase  contracts, 
for  example,  Congress  intended  that  regulations  treat  the  entire 
package  as  a  dollar  borrowing  with  dollar  interest  payments  sub- 
ject to  the  rules  of  section  1271  et  seq.  and  163(e)  for  determining 
the  appropriate  interest  deduction. 

Sourcing  rules 

In  general,  foreign  currency  gain  is  sourced,  and  foreign  curren- 
cy losses  are  allocated,  by  reference  to  the  residence  of  the  taxpay- 
er or  qualified  business  unit  on  whose  books  the  underlying  finan- 
cial asset  or  liability  is  properly  reflected.  For  purposes  of  these 
rules,  an  individual's  residence  is  defined  as  the  country  in  which 
the  "tax  home"  (as  defined  in  sec.  911(d)(3))  is  located.  The  resi- 
dence of  any  U.S.  person  (as  defined  in  sec.  7701(a)(30))  other  than 
an  individual  is  the  United  States.  In  the  case  of  a  foreign  corpora- 
tion, partnership,  trust,  or  estate,  the  residence  is  treated  as  a  for- 
eign country. 
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The  Secretary  has  authority  to  prescribe  regulations  carrying  out 
the  purposes  of  the  Act's  currency  sourcing  provisions  as  well  as 
regulatory  authority  under  the  rules  introduced  by  the  Act  for  de- 
termining generally  the  source  of  income  derived  from  the  sale  of 
personal  property.  Under  the  latter  it  was  contemplated  that  regu- 
lations may  be  required  to  prevent  persons  from  establishing  part- 
nerships or  corporations,  for  example,  to  change  their  residence  to 
take  advantage  of  the  new  rules.  It  was  anticipated  that  the  estab- 
lishment of  an  anti-abuse  rule  to  treat,  for  example,  a  foreign  part- 
nership as  a  U.S.  resident  to  the  extent  its  partners  are  U.S.  per- 
sons would  be  appropriate. 

Explanation  of  Provisions 
Exclusion  from  section  988  treatment  for  1256  contracts 

The  bill  provides  that  if  a  forward  contract,  futures  contract, 
option,  or  similar  financial  instrument  would  have  been  marked  to 
market  under  section  1256  were  it  held  on  the  last  day  of  the  tax- 
able year,  then  the  instrument  is  not  a  "section  988  transaction" 
even  if  it  is  not  actually  marked  to  market  under  section  1256  at 
the  close  of  the  taxable  year.  This  amendment  clarifies  that  taxpay- 
ers who  acquire  1256  contracts  cannot  elect  988  rules  for  character- 
izing, timing,  and  sourcing  or  allocating  the  income  or  loss  on  such 
contracts  simply  by  disposing  of  the  contracts  prior  to  the  last  day 
of  the  taxable  year. 

Measurement  and  recognition  of  foreign  currency  gain  or  loss 

The  bill  provides  that  any  gain  or  loss  from  a  section  988  trans- 
action is  a  foreign  currency  gain  or  loss  if  the  transaction  is  a  dis- 
position of  nonfunctional  currency  or  a  forward  contract,  futures 
contract,  option,  or  similar  financial  instrument  with  respect  to  a 
nonfunctional  currency.  This  makes  it  clear  that  any  gain  or  loss 
on  such  an  instrument  due  to  forward  premium  or  forward  dis- 
count is  subject  to  the  Act's  rules  for  foreign  currency  gains  and 
losses,  regardless  of  movements  in  the  spot  rates  of  exchange  be- 
tween the  booking  and  payment  dates.  Further,  any  gain  or  loss  on 
a  nonfunctional  currency  disposition  is  foreign  currency  gain  or 
loss  regardless  of  whether  the  difference  between  acquisition  and 
disposition  prices  is  due  to  spot  rate  movements  between  acquisi- 
tion and  disposition  dates,  forward  discount  or  premium,  bid-asked 
spreads,  or  other  factors. 

The  bill  provides  that  making  or  taking  delivery  under  a  section 
988  transaction  that  is  a  forward  contract,  futures  contract,  option, 
or  similar  financial  instrument  is  a  gain  or  loss  recognition  event 
(cf.  sec.  1256(c)).  This  rule  prevents  taxpayers  from  opting  for  alter- 
nate treatment  on  such  a  transaction  by  selling  or  otherwise  clos- 
ing out  the  position,  on  the  one  hand,  or  taking  or  making  delivery, 
on  the  other.  Under  a  transitional  provision,  this  rule  will  not 
change  the  treatment  of  deliveries  taken  by  a  taxpayer  on  or 
before  the  date  of  the  bill's  introduction. 

Where  a  forward  contract,  futures  contract,  option,  or  similar  fi- 
nancial instrument  gives  its  owner  the  right  to  make  or  take  multi- 
ple deliveries  of  currency  at  different  times  during  the  life  of  the 
instrument,  the  committee  intends  that  the  bill's  recognition  rule 
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will  generally  treat  the  taxpayer  as  having  sold  an  instrument  rep- 
resenting that  portion  of  the  rights  exercised  at  the  time  a  particu- 
lar delivery  under  the  instrument  is  made  or  taken.  It  is  anticipat- 
ed that  the  Secretary  will  exercise  his  regulatory  authority  under 
subpart  J  to  provide  rules  for  the  allocation  of  any  basis  in  the  in- 
strument for  these  purposes,  to  prevent  the  artificial  acceleration 
of  loss  in  such  a  case,  and  to  impose  any  other  requirements  neces- 
sary or  appropriate  to  carry  out  the  purposes  of  the  bill's  recogni- 
tion rule. 

Section  988  hedging  transactions 

The  bill  provides  that  where  all  transactions  that  are  part  of  a 
section  988  hedging  transaction  are  integrated  and  treated  as  a 
single  transaction  or  otherwise  treated  consistently  under  regula- 
tions, such  treatment  applies  for  purposes  of  all  provisions  in  sub- 
title A  of  the  Code.  Thus  the  bill  makes  clear  Congress's  intent 
that  Code  provisions  other  than  section  988  are  to  be  applied  to  the 
components  of  a  section  988  hedging  transaction  in  their  integrated 
or  otherwise  combined  state  (where  regulations  provide  for  such  in- 
tegration or  combination). 

Sourcing  rules 

For  purposes  of  the  currency  sourcing  rules  as  well  as  the  gener- 
al source  rules  for  income  derived  from  the  sale  of  personal  proper- 
ty, the  bill  treats  any  U.S.  citizen  or  resident  alien  as  a  U.S.  resi- 
dent if  he  or  she  does  not  have  a  tax  home  in  a  foreign  country. 
Thus  the  bill  prevents  such  an  individual  from  being  treated  as  a 
nonresident  if  he  or  she  has  no  tax  home  (which  may  be  the  case, 
for  example,  for  a  traveling  salesperson). 

The  bill  also  clarifies  that  the  Secretary's  regulatory  authority  to 
determine  the  source  of  foreign  currency  gains  encompasses  au- 
thority to  determine  the  source  of  a  partnership's  foreign  currency 
gains  by  reference  to  the  residence  of  the  partners.  The  committee 
anticipates  that  this  authority  will  be  exercised  where  necessary  to 
prevent  persons  from  establishing  partnerships  to  change  their  res- 
idence to  take  advantage  of  the  new  rules. 


G.  Tax  Treatment  of  Possessions  (Sec.  10212(w)-(z)  of  the  bill, 
sees.  1274-1277  of  the  Reform  Act,  and  sec.  932  of  the  Code) 

Present  Law 
Mirroring  of  Virgin  Islands  coordination  rule 

The  Act  contains  a  new  provision  coordinating  U.S.  and  Virgin 
Islands  income  taxes  (Code  sec.  932).  That  Code  section  does  not 
apply  for  purposes  of  determining  income  tax  liability  incurred  to 
the  Virgin  Islands.  The  intent  of  Congress  in  not  having  that  provi- 
sion apply  for  V.I.  tax  purposes  was  to  prevent  any  argument  that 
48  U.S.C.  1397  (the  provision  of  the  Naval  Appropriations  Act  of 
1922  that  holds  the  U.S.  income  tax  laws,  as  amended,  to  be  "like- 
wise in  force  in  the  Virgin  Islands")  or  the  Revised  Organic  Act  of 
the  Virgin  Islands  could  require  ' 'mirroring' '  of  the  new  coordina- 
tion provision  for  internal  Virgin  Islands  purposes. 

Treatment  of  Virgin  Islands  residents 

The  Act  provides  that  in  the  case  of  an  individual  who  is  a  bona 
fide  resident  of  the  Virgin  Islands  at  the  close  of  the  taxable  year 
and  who,  on  his  or  her  return  of  income  tax  to  the  Virgin  Islands, 
reports  income  from  all  sources  and  identifies  the  source  of  each 
item  shown  on  such  return,  for  purposes  of  calculating  income  tax 
liability  to  the  United  States,  gross  income  shall  not  include  any 
amount  included  in  gross  income  on  the  V.I.  return.  The  Act  indi- 
cates that  such  an  individual  is  to  file  his  income  tax  return  with 
the  Virgin  Islands. 

Effective  date  of  prohibition  of  branch  tax 

The  provisions  of  the  Act  applicable  to  Guam,  American  Samoa, 
and  the  Northern  Mariana  Islands  generally  apply  only  if  and  so 
long  as  an  implementing  agreement  under  Act  section  1271  is  in 
effect  between  the  United  States  and  such  possession.  The  Act  pro- 
vides that  for  certain  corporations  created  or  organized  in  Guam, 
American  Samoa,  the  Northern  Mariana  Islands,  or  the  Virgin  Is- 
lands, the  branch  tax  does  not  apply.  This  provision  is  to  be  mir- 
rored, so  that  the  branch  tax  does  not  apply  to  U.S.  corporations 
with  operations  in  any  of  those  possessions. 

Explanation  of  Provisions 
Mirroring  of  Virgin  Islands  coordination  rule 

The  bill  provides  that  in  applying  Code  section  932  (the  provision 
coordinating  U.S.  and  Virgin  Islands  income  taxes)  for  purposes  of 
determining  income  tax  liability  incurred  to  the  Virgin  Islands,  the 
provisions  of  Code  section  932  are  not  to  be  affected  by  any  provi- 
sion of  Federal  law  described  in  Code  section  934(a),  i.e.,  the  Naval 
Appropriations  Act  or  the  Revised  Organic  Act.  Thus,  while  there 
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is  not  to  be  ' 'mirroring' '  of  this  provision,  this  provision,  insofar  as 
it  determines  the  taxable  income  of  Virgin  Islands  residents,  has 
effect  for  V.L  tax  purposes. 

Treatment  of  Virgin  Islands  residents 

The  bill  adds  to  the  bona  fide  resident  requirement  and  the  re- 
porting requirement  a  third  requirement  for  exclusion  of  items  re- 
ported on  a  V.L  return.  That  further  requirement  is  that  the  indi- 
vidual seeking  the  exclusion  fully  pay  his  or  her  tax  liability  (re- 
ferred to  in  sec.  934(a))  to  the  Virgin  Islands  with  respect  to  income 
from  all  sources.  In  addition,  the  bill  provides  that  in  the  case  of  an 
individual  whose  gross  income  excludes  amounts  included  on  a  V.L 
return,  allocable  deductions  and  credits  are  not  to  be  taken  into  ac- 
count. The  bill  also  makes  it  clear  that  such  an  individual  is  to  file 
"an"  income  tax  return  with  the  Virgin  Islands,  rather  than  filing 
"his"  return  with  the  Virgin  Islands,  to  make  it  clear  that  individ- 
uals who  do  not  comply  with  all  requirements  for  U.S.  tax  exemp- 
tion will  have  to  file  a  U.S.  return. 

Effective  date  of  prohibition  of  branch  tax 

The  bill  makes  it  clear  that  the  rule  prohibiting  the  imposition  of 
the  branch  tax  on  certain  corporations  organized  in  the  possessions 
(and  thus  the  prohibition  of  imposition  of  the  branch  tax  by  a  pos- 
session on  a  U.S.  corporation)  applies  for  taxable  years  beginning 
after  December  31,  1986. 


H.  Miscellaneous  Foreign  Provisions 

1.  Relationship  with  treaties  (sec.  10212(aa)  of  the  bill,  Title  VII 
and  Title  XII  of  the  Reform  Act,  and  sec.  7852  of  the  Code) 

Present  Law 

In  general,  when  a  statute  and  a  treaty  provision  conflict,  the 
one  adopted  later  controls.  When  Congress  enacted  the  Internal 
Revenue  Code  of  1954,  it  included  in  that  Code  (sec.  7852(d))  a  state- 
ment that  no  provision  of  the  Internal  Revenue  title,  i.e.,  the  Inter- 
nal Revenue  Code,  was  to  apply  in  any  case  where  its  application 
would  be  contrary  to  any  treaty  obligation  of  the  United  States  in 
effect  on  the  date  of  enactment  of  the  1954  Code  (August  16,  1954). 
The  intent  of  that  provision  was  to  provide  a  transitional  rule  to 
ensure  that  the  substitution  of  the  1954  Code  for  the  preexisting 
1939  Code  did  not  operate  to  override  then-existing  treaty  provi- 
sions. A  House  bill  provision  amending  Code  section  7852(d)  to  re- 
flect that  intent — that  post- 19 54  statutory  changes  not  yield  to  pre- 
1954  treaties — was  inadvertently  dropped  in  the  1986  Tax  Reform 
Act. 

In  a  number  of  respects,  the  Act  (and  its  legislative  history)  did 
not  specifically  address  its  interaction  with  U.S.  treaties.  Many 
recent  tax  Acts,  by  contrast,  have  specifically  addressed  interaction 
with  treaties.  "[I]n  the  interest  of  forestalling  any  possible  litiga- 
tion," the  Revenue  Act  of  1962  expressly  provided  that  it  took  prec- 
edence over  any  prior  treaty  obligation  (H.R.  Rep.  No.  1447,  87th 
Cong.,  2d  Sess.  96  (1962);  Pub.  L.  No.  87-834,  sec.  31).  One  major 
conflict  between  that  Act  and  treaties,  not  identified  in  the  legisla- 
tive history  of  that  Act,  was  the  conflict  between  the  Act's  separate 
foreign  tax  credit  limitation  for  interest  income  and  treaties  that 
(at  least  literally)  required  the  United  States  to  retain  the  foreign 
tax  credit  limitation  rules  that  it  used  at  some  earlier  date. 

The  Foreign  Investors  Tax  Act  of  1966  took  the  opposite  ap- 
proach. Although  that  Act  reduced  the  burdens  on  foreign  inves- 
tors and  thus  no  treaty  violations  were  found,  the  Act  (sec.  110) 
specifically  provided  that  it  did  not  apply  in  any  case  where  its  ap- 
plication would  be  contrary  to  any  U.S.  treaty  obligation.  In  more 
recent  years,  Congress  has  specifically  indicated  that  it  intended 
that  tax  Acts  prevail  over  treaties  in  the  case  of  conflicts.  Congress . 
took  this  approach  with  respect  to  the  foreign  tax  credit  changes  in 
the  Tax  Reform  Act  of  1976  (H.R.  Rep.  No.  94-658,  94th  Cong.,  2d 
Sess.  226  (1975);  S.  Rep.  No.  94-938,  94th  Cong.,  2d  Sess.  237  (1976)) 
and  with  respect  to  the  Crude  Oil  Windfall  Profit  Tax  Act  of  1980 
(H.R.  Rep.  No.  96-817,  96th  Cong.,  2d  Sess.  106  (1980)  (conference 
report)).  In  connection  with  the  Deficit  Reduction  Act  of  1984,  Con- 
gress resolved  certain  conflicts  in  favor  of  treaties  but  indicated 
that,  in  the  event  of  unidentified  treaty  conflicts,  the  legislation  is 
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to  prevail  (see  description  of  technical  corrections  made  to  the  1984 
Act  by  the  1986  Act,  H.R.  Rep.  No.  99-426,  99th  Cong.,  1st  Sess.  917 
(1985);  S.  Rep.  No.  99-313,  99th  Cong.,  2d  Sess.  935  (1986)). 

Explanation  of  Provision 

The  bill  modifies  the  1954  transition  rule  (embodied  in  Code  sec. 
7852(d))  governing  the  relationship  between  treaties  and  the  Code 
to  clarify  that  it  does  not  prevent  application  of  the  general  rule 
providing  that  the  later  in  time  of  a  statute  or  a  treaty  controls 
(Code  sec.  7852(d)).  The  bill  provides  that  no  provision  of  the  Inter- 
nal Revenue  title  that  was  in  effect  on  August  16,  1954,  shall  apply 
in  any  case  where  its  application  would  be  contrary  to  any  treaty 
obligation  of  the  United  States  in  effect  on  the  date  of  enactment 
of  the  1954  Code  (August  16,  1954).  This  provision  makes  it  clear 
that  treaty  provisions  that  were  in  effect  in  1954  and  that  conflict 
with  the  1954  Code  as  originally  enacted  are  to  prevail  over  then- 
existing  statutes  but  not  over  later-enacted  statutes. 

The  bill  clarifies  the  interaction  between  the  1986  Act  and  provi- 
sions of  U.S.  treaties.  The  bill  provides  that  the  following  provi- 
sions of  the  1986  Act  will  not  apply  to  the  extent  that  their  applica- 
tion would  be  contrary  to  any  income  tax  treaty  obligation  of  the 
United  States  in  effect  on  the  date  of  enactment  of  the  1986  Act 
(October  22,  1986):  section  123  of  the  Act  (imposing  tax  on  certain 
scholarship  and  fellowship  grants);  subsections  (b)  and  (c)  of  section 
1212  of  the  Act  (imposing  a  4-percent  gross  withholding  tax  on  cer- 
tain transportation  income  earned  by  foreign  persons  and  amend- 
ing the  rules  that  allow  a  reciprocal  exemption  for  certain  trans- 
portation income  earned  by  foreign  persons);  section  1247  of  the 
Act  (relating  to  the  exemption  that  the  United  States  provides  to 
foreign  governments  in  some  cases);  and  section  1242  of  the  Act  in- 
sofar as  it  relates  to  new  Code  section  864(c)(7)  (treating  gain  from 
sale  of  assets  used  in  a  U.S.  trade  or  business  as  effectively  con- 
nected income  after  cessation  of  the  trade  or  business  in  certain 
cases).  In  addition,  in  the  event  of  conflict  with  an  income  tax 
treaty,  the  source  rules  of  section  1212(a)  of  the  Act  (governing  the 
source  of  certain  transportation  income)  and  of  section  1214  of  the 
Act  (governing  the  source  of  payments  from  80/20  companies)  will 
not  apply  except  for  purposes  of  the  foreign  tax  credit  limitation. 
Further,  the  provisions  of  section  1241  of  the  Act  that  relate  to  new 
Code  section  884(f)(1)(A)  (to  the  extent  that  that  provision  treats  in- 
terest paid  in  excess  of  interest  deducted  as  U.S.  source)  and  to 
Code  section  861(a)(2)(B)  (reducing  the  fraction  of  U.S.  income  that 
exposes  a  foreign  corporation  to  U.S.  withholding  tax  on  dividend 
payments  it  makes)  will  not  apply  in  the  event  of  a  treaty  conflict. 
In  addition,  in  the  event  of  conflict  with  an  income  tax  treaty,  the 
source  rules  of  section  1211  of  the  Act  (determining  the  source  of 
income  from  certain  sales  of  personal  property)  will  not  apply  to 
individuals  treated  as  residents  of  a  treaty  country  under  a  U.S 
treaty. 

Moreover,  to  the  extent  that  the  source  rule  of  section  865(e)(2) 
conflicts  with  a  U.S.  income  tax  treaty,  the  bill  provides  that  the 
treaty  will  prevail.  A  conflict  may  arise  with  this  source  rule  be- 
cause, under  the  Act,  income  derived  by  a  foreign  person  from  the 
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sale  of  inventory  property  that  is  attributable  to  a  U.S.  office  is 
U.S.  source.  This  result  occurs  even  though  the  sale  may  occur  out- 
side the  United  States  and  a  foreign  country  may  tax  the  sale  on  a 
source  basis.  By  contrast,  a  U.S.  resident  who  sells  inventory  prop- 
erty outside  the  United  States  may  not  pay  any  U.S.  tax  on  the 
income  because  the  income  is  considered  foreign  source.  Thus,  the 
nonresident  may  incur  more  burdensome  taxation  than  a  similarly 
situated  U.S.  resident.  If  this  occurs,  the  bill  allows  a  nonresident 
with  nondiscrimination  protection  to  treat  this  income  as  foreign 
source. 

Moreover,  the  bill  provides  that  the  Act's  imposition  of  tax  in 
certain  cases  on  ' 'excess  interest"  (i.e.,  the  amount  of  a  foreign  cor- 
poration's U.S.  interest  deduction  in  excess  of  the  amount  of  inter- 
est its  U.S.  trade  or  business  has  paid)  will  not  apply  in  the  event 
of  a  treaty  conflict.  The  committee  considered  but  did  not  adopt  a 
substitute  for  the  tax  on  excess  interest  that  would  generally  have 
complied  with  U.S.  treaty  obligations:  treatment  of  interest  paid  by 
foreign  corporations  as  U.S.  source  to  the  extent  of  the  U.S.  deduc- 
tion claimed  by  the  payor.  The  committee  noted  that  adoption  of 
this  substitute  would  have  made  it  difficult  for  foreign  corporations 
to  compute  and  withhold  this  tax.  The  committee  believes  that  it 
would  be  appropriate  to  study  this  substitute  and  other  proposals 
designed  to  match,  in  the  case  of  any  interest  payment  or  accrual, 
the  U.S.  interest  expense  deduction  with  the  U.S.  interest  income 
inclusion. 

The  bill's  amendments  to  Act  section  1211,  described  in  section 
B.l.  above,  provide  a  coordination  rule  for  cases  where  sales  of 
stock  and  certain  intangibles  yield  foreign  source  income  under  an 
income  tax  treaty  and  U.S.  source  income  under  new  Code  section 

865. 

The  bill  provides  that  the  following  provisions  of  the  1986  Act 
will  apply  notwithstanding  any  treaty  provision  in  effect  on  the 
date  of  enactment  of  the  1986  Act  (October  22,  1986):  section  1201 
of  the  Act,  amending  the  foreign  tax  credit  limitation,  and  section 
701  of  the  Act  (as  it  relates  to  the  limitation  on  the  use  of  foreign 
tax  credits  against  minimum  tax  liability). 

Except  for  cases  that  have  been  identified  in  the  bill  or  in  the 
Act,  no  cases  are  known  where  a  harmonious  reading  of  the  Act 
and  U.S.  treaties  is  not  possible.  Congress  intended  harmonious 
construction  of  the  Act  and  U.S.  income  tax  treaties  to  the  extent 
possible.  Thus,  in  some  cases,  despite  the  existence  of  technical  ar- 
guments alleging  the  existence  of  a  conflict,  it  is  understood  that 
no  conflict  exists.  For  example,  it  is  understood  that  no  nondiscrim- 
ination provision  of  any  U.S.  treaty  bars  the  application  of  reasona- 
ble collection  mechanisms  designed  to  ensure  the  collection  of  a 
tax,  the  imposition  of  which  is  permitted  by  the  treaty.  Thus,  it  is 
understood  that  the  Act's  partnership  withholding  provision  (new 
Code  sec.  1446),  which  is  refundable  in  appropriate  cases,  consti- 
tutes such  a  reasonable  collection  mechanism,  and  thus  is  fully 
consistent  with  existing  U.S.  treaty  obligations. 

Similarly,  it  is  understood  that  the  Act's  imposition  of  tax  on  in- 
stallment gains  received  after  a  foreign  person  ceases  a  U.S.  trade 
or  business  (Act  section  1242)  is  fully  consistent  with  existing  U.S. 
treaty  obligations.  Some  treaties  prevent  imposition  of  U.S.  tax  on 
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business  profits  of  a  foreign  person  unless  those  profits  are  attrib- 
utable to  a  permanent  establishment  through  which  the  foreign 
person  carries  on  business  in  the  United  States.  It  is  understood 
that  these  treaties  do  not  prevent  imposition  of  U.S.  tax  on  income 
that  was,  when  realized,  attributable  to  a  permanent  establish- 
ment, even  though  that  income  is  recognized  after  the  permanent 
establishment  no  longer  exists.  Under  a  similar  analysis,  it  is  un- 
derstood that  the  Act  creates  no  conflict  with  treaties  in  taxing 
amounts  earned  for  personal  services  in  the  United  States  which 
are  paid  after  the  person  earning  the  income  no  longer  maintains  a 
U.S.  presence. 

Other  Act  provisions  that  are  understood  to  be  fully  consistent 
with  U.S.  treaty  obligations  include  the  Act's  dual  residence  com- 
pany provisions  (Act  sec.  1249). 

Similarly,  requiring  recognition  of  gain  by  a  domestic  corpora- 
tion that  is  liquidating  into  a  foreign  parent  corporation  or  engag- 
ing in  a  tax-free  reorganization  where  the  domestic  corporation's 
assets  are  being  removed  from  U.S.  taxing  jurisdiction  does  not  vio- 
late any  nondiscrimination  clause.  In  some  cases,  provisions  based 
on  capital  ownership  prohibit  imposition  of  more  burdensome  taxes 
on  foreign-owned  U.S.  enterprises  than  on  similar  U.S.-owned  U.S. 
enterprises.  For  this  purpose,  however,  a  U.S.  enterprise  transfer- 
ring assets  to  a  shareholder  who  will  bear  U.S.  corporate  level  tax 
on  the  income  generated  by  those  assets  is  not  similar  to  a  U.S.  en- 
terprise transferring  assets  to  a  shareholder  who  will  not  bear  U.S. 
corporate  level  tax  on  the  income  generated  by  those  assets.  Thus, 
the  Act's  provision  recognizing  gain  in  these  cases  (sec.  631(d)),  and 
the  bill's  provision  making  modifications  thereto,  are  fully  consist- 
ent with  U.S.  treaty  obligations.  Nonetheless,  in  view  of  an  Inter- 
nal Revenue  Service  announcement  (subsequently  withdrawn)  indi- 
cating that  certain  liquidations  were  treaty-protected,  the  commit- 
tee intends  that  the  Reform  Act's  amendments  to  section  367(e)(2) 
of  the  Code  not  apply  in  the  case  of  a  corporation  completely  liqui- 
dated into  a  treaty-country  parent  before  June  10,  1987,  the  date  of 
the  bill's  introduction. 

If,  in  any  of  the  cases  described  above  where  conflicts  are  under- 
stood not  to  exist,  any  treaty  is  somehow  read  to  bar  operation  of 
the  Act,  the  Act  is  to  be  effective  notwithstanding  the  treaty. 

Notwithstanding  Congress'  intent  that  the  Act  and  income  tax 
treaties  be  construed  harmoniously  to  the  extent  possible,  conflicts 
other  than  those  addressed  in  this  bill  or  in  the  Act  ultimately  may 
be  found  to  exist.  Therefore,  the  bill  provides  that  except  as  other- 
wise provided  by  the  bill  or  the  Act,  the  provisions  of  the  1986  Act 
will  apply  notwithstanding  any  treaty  provision  in  effect  on  the 
-  date  of  enactment  of  the  1986  Act  (October  22,  1986).  If  any  such 
now-unknown  conflict  is  ultimately  found,  it  is  expected  that  full 
legislative  consideration  of  that  conflict  will  take  place  to  deter- 
mine whether  application  of  the  general  later-in-time  rule  is  appro- 
priate. 

In  addition,  except  as  indicated  in  this  bill  or  in  other  portions  of 
this  legislative  history,  the  tax  provisions  of  this  bill  (including  this 
technical  corrections  title)  are  understood  not  to  conflict  with  any 
treaty.  Again,  should  a  conflict  ultimately  appear,  the  bill's  tax 
■    provisions  are  to  take  effect. 
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2.  Foreign  personal  holding  companies  (sec.  10212(bb)(l)  of  the 
bill,  sec.  1810(h)  of  the  Reform  Act,  and  sees.  551  and  552  of 
the  Code) 

Present  Law 

Estates  and  trusts  owning  shares  of  foreign  personal  holding  compa- 
nies 

United  States  shareholders  in  a  foreign  personal  holding  compa- 
ny (FPHC)  are  subject  to  current  U.S.  tax  on  their  pro  rata  share 
of  the  company's  undistributed  FPHC  income.  The  FPHC  rules 
were  enacted  in  1937  to  prevent  U.S.  taxpayers  from  accumulating 
income  tax-free  in  foreign  "incorporated  pocketbooks." 

In  1937  there  was  no  statutory  definition  distinguishing  estates 
and  trusts  that  were  U.S.  taxpayers  (for  revenue  act  purposes  in 
general)  from  those  that  were  not.  For  purposes  of  the  FPHC  rules, 
an  estate  or  trust  was  considered  a  "U.S.  shareholder"  in  an  FPHC 
unless  gross  income  of  the  estate  or  trust  for  federal  income  tax 
purposes  included  only  income  from  U.S.  sources.  Subsequently  the 
Code  was  amended  to  include  generally  applicable  definitions  of 
the  terms  "foreign  estate"  and  "foreign  trust."  (Under  current  law, 
these  terms  mean  an  estate  or  trust,  as  the  case  may  be,  the 
income  of  which,  from  sources  outside  the  United  States  which  is 
not  effectively  connected  with  a  U.S.  trade  or  business,  is  not  in- 
cludible in  gross  income  under  the  Code's  income  tax  provisions 
(sec.  7701(a)(31)).) 

The  foreign  personal  holding  company  rules  contain  a  tracing 
rule,  added  by  the  Tax  Reform  Act  of  1984,  to  make  it  clear  that 
U.S.  taxpayers  cannot  avoid  the  FPHC  rules  by  interposing  foreign 
entities  between  themselves  and  a  FPHC.  The  1984  Act  grants  reg- 
ulatory authority  to  the  Secretary  of  the  Treasury  to  provide  for 
such  adjustments  in  the  FPHC  rules  as  may  be  necessary  to  carry 
out  the  purposes  of  this  tracing  rule.  The  1986  Act  included  a  tech- 
nical amendment  to  the  tracing  rule  to  clarify  that  the  tracing  rule 
applies  to  all  foreign  trusts  and  estates  (as  defined  for  Code  pur- 
poses generally)  interposed  between  U.S.  taxpayers  and  FPHCs. 

Same  country  dividend  and  interest  exception 

The  1984  Act  provided  that  dividends  and  interest  received  by  a 
foreign  corporation  from  a  person  (1)  related  to  the  recipient,  (2)  or- 
ganized in  the  same  country  as  the  recipient  corporation,  and  (3) 
having  a  substantial  part  of  its  assets  used  in  its  trade  or  business 
located  in  that  same  country,  generally  do  not  count  in  either  the 
numerator  or  the  denominator  of  the  fraction  that  is  used  in  deter- 
mining whether  the  foreign  corporation  is  an  FPHC.  The  1986  Act 
provided  a  definition  of  related  person  for  this  purpose. 

Explanation  of  Provisions 

Estates  and  trusts  owning  shares  of  foreign  personal  holding  compa- 
nies 

Under  the  bill,  estates  and  trusts  that  are  shareholders  in  an 
FPHC  are  U.S.  shareholders  for  purposes  of  the  FPHC  rules  unless 
they  are  foreign  estates  or  trusts  under  the  general  Code  defini- 
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tions  of  those  terms.  The  bill  clarifies  that  the  1986  Act's  amend- 
ment to  the  FPHC  tracing  rules  treats  estates  and  trusts  as  inter- 
vening foreign  entities  if  and  only  if  they  are  foreign  estates  and 
foreign  trusts  under  the  general  Code  definitions. 

The  bill  provides  that,  in  making  adjustments  to  the  tracing 
rules  by  regulation,  the  Secretary  may  impose  rules  similar  to  the 
rules  of  Code  section  1297(b)(5)  (as  amended  by  the  bill)  applicable 
to  passive  foreign  investment  companies  (PFICs).  These  rules  will 
provide  for  similar  treatment,  under  regulations,  of  distributions 
from  FPHCs,  on  the  one  hand,  and  entities  through  which  FPHC 
ownership  is  attributed,  on  the  other.  For  example,  where  stock 
ownership  in  a  FPHC  is  attributed  to  a  U.S.  person  through  an  in- 
tervening entity,  it  is  anticipated  that  regulations  will  treat  distri- 
butions received  by  the  intervening  entity  as  being  received  by  the 
U.S.  person.  These  regulations  will  prevent  reduction  of  FPHC 
income  by  virtue  of  distributions  that  result  in  no  U.S.  tax. 

Same  country  dividend  and  interest  exception 

The  bill  makes  amendments  to  the  1984  and  1986  Act  provisions 
relating  to  the  same  country  dividend  and  interest  exception  to 
FPHC  income  treatment.  One  such  amendment  defines  a  new 
term,  "related  person  dividend  or  interest,"  as  a  same  country  divi- 
dend or  same  country  interest  of  the  type  excluded  from  FPHC 
income  under  the  1984  Act.  The  bill  restores  related  person  divi- 
dend and  related  person  interest  to  the  denominator  of  the  fraction 
used  in  determining  whether  a  foreign  corporation  is  an  FPHC. 
The  bill  also  restores  FPHC  income  treatment  of  a  related  person 
dividend  or  interest  if  the  dividend  or  interest  is  attributable  to 
income  of  the  related  person  which  would  be  FPHC  income. 

Thus,  for  example,  where  the  entire  amount  of  a  foreign  corpora- 
tion's income  is  related  person  dividends  and  related  person  inter- 
est, and  in  any  taxable  year  some  of  that  income,  but  less  than  60 
percent  (assuming  the  corporation  has  never  been  an  FPHC),  is  at- 
tributable to  income  of  the  related  person  which  would  be  FPHC 
income,  the  bill  prevents  the  foreign  corporation  from  being  treat- 
ed as  an  FPHC. 

Attribution  of  dividends  and  interest  to  income  of  the  related 
person  is  to  be  determined  under  rules  similar  to  the  foreign  tax 
credit  look-through  provisions  for  dividends  and  interest  paid  to  a 
U.S.  shareholder  by  a  controlled  foreign  corporation.  Under  these 
rules,  a  dividend  paid  out  of  the  earnings  and  profits  of  a  corpora- 
tion is  to  be  treated  by  the  recipient  as  FPHC  income  in  proportion 
to  the  FPHC  earnings  and  profits  out  of  which  the  dividend  was 
paid,  divided  by  the  total  earnings  and  profits  out  of  which  the  div- 
idend was  paid  (cf.  sec.  904(d)(3)(D)).  Similarly,  interest  received  or 
accrued  from  a  corporation  is  to  be  treated  as  FPHC  income  to  the 
extent  properly  allocable  (under  regulations  prescribed  by  the  Sec- 
retary) to  FPHC  income  of  the  corporation  (cf.  sec.  904(d)(3)(C)). 

All  of  the  bill's  provisions  described  above  regarding  foreign  per- 
sonal holding  companies  apply  to  taxable  years  of  foreign  corpora- 
tions beginning  after  December  31,  1986. 
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3.  Withholding  on  pensions,  annuities  and  certain  other  deferred 

income  (sec.  10212(bb)(2)  of  the  bill,  sec.  1234(b)  of  the 
Reform  Act,  and  sec.  3405  of  the  Code) 

Present  Law 

The  Act  provides  that  pension  benefits  (and  similar  payments) 
are  subject  to  withholding  under  section  3405  if  delivered  outside 
the  United  States.  The  election  generally  available  to  U.S.  persons 
to  forego  withholding  under  section  3405  is  not  available  in  such 
cases.  Congress  enacted  this  provision  with  a  view  to  taxing  per- 
sons who  reside  abroad  yet  are  likely  to  owe  U.S.  income  tax  on 
pension  benefits  (and  similar  payments)  that  they  receive. 

Explanation  of  Provision 

The  bill  clarifies  that  the  Act's  automatic  withholding  rule  does 
not  apply  if  the  recipient  certifies  to  the  payor  that  he  or  she  is  not 
a  U.S.  citizen  or  a  resident  alien  of  the  United  States,  and  not  a 
tax  avoidance  expatriate.  Thus  under  the  bill  the  automatic  with- 
holding rule  generally  applies  to  foreign-delivered  pension  benefits 
and  similar  payments  to  individuals  subject  to  U.S.  income  tax- 
ation on  their  worldwide  income. 

In  addition,  the  bill  restricts  automatic  withholding  under  the 
Act  to  those  benefits  and  payments  that  are  delivered  outside  both 
the  United  States  and  its  possessions.  Thus,  recipients  of  benefits 
and  payments  delivered  in  any  U.S.  possession  would  continue  to 
be  eligible  to  elect  to  forego  withholding  on  the  same  terms  avail- 
able to  taxpayers  whose  payments  or  benefits  are  delivered  in  the 
United  States.  These  amendments  would  apply  to  distributions 
made  after  the  date  of  the  bill's  enactment. 

4.  Information  exchange  (sec.  10212(bb)(3)  of  the  bill,  sec.  1876(e) 

of  the  Reform  Act,  and  sec.  6103  of  the  Code) 

Present  Law 

Tax  returns  and  return  information  generally  may  not  be  dis- 
closed by  government  employees  except  as  specifically  provided  in 
the  Code.  Violation  of  the  nondisclosure  rules  may  result  in  sanc- 
tions, including  criminal  felony  conviction  in  the  case  of  a  willful 
violation.  One  Code  exception  to  the  general  nondisclosure  rule 
permits  disclosure  of  a  return  or  return  information  to  a  competent 
authority  of  a  foreign  government  which  has  an  income  tax  con- 
vention, gift  and  estate  tax  convention,  or  other  convention  relat- 
ing to  the  exchange  of  tax  information  with  the  United  States,  but 
only  to  the  extent  provided  in,  and  subject  to  the  terms  and  condi- 
tions of,  the  convention.  The  Code  also  permits  disclosure  of  a 
return  or  return  information  to  state  government  agencies  under 
certain  circumstances.  For  these  purposes  the  term  "state"  is  de- 
fined to  include  the  Federated  States  of  Micronesia,  the  Republic  of 
the  Marshall  Islands,  and  the  Republic  of  Palau. 

In  1983,  the  Caribbean  Basin  Economic  Recovery  Act  authorized 
the  Secretary  of  the  Treasury  to  negotiate  and  conclude  bilateral 
and  multilateral  agreements  for  the  exchange  of  information  with 
designated  "beneficiary  countries"  under  the  Caribbean  Basin  Initi- 
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ative  (CBI).  Congress  expected  that  these  agreements  would  gener- 
ally become  effective  on  signature,  without  need  of  prior  approval 
by  the  Senate.  The  Code  treats  these  agreements  with  CBI  benefici- 
ary countries  as  income  tax  conventions  for  return  and  return  in- 
formation disclosure  purposes. 

The  Compact  of  Free  Association  Act  of  1985  gave  approvals  to 
compacts  subsequently  entered  between  the  United  States  and  the 
Federated  States  of  Micronesia,  the  Republic  of  the  Marshall  Is- 
lands, and  the  Republic  of  Palau  that  provide  for  their  self-govern- 
ment. Congress  provided  that  under  those  compacts  the  Federated 
States  of  Micronesia,  the  Republic  of  the  Marshall  Islands,  and  the 
Republic  of  Palau  would  be  treated  as  if  they  were  U.S.  possessions 
for  purposes  of  the  possessions  tax  credit  (Code  sec.  936),  but  that 
this  treatment  would  not  apply  for  any  period  after  1986  in  which 
there  is  not  in  effect  an  exchange  of  information  agreement  of  the 
kind  described  in  the  Caribbean  Basin  Economic  Recovery  Act.  The 
Federated  States  of  Micronesia,  the  Republic  of  the  Marshall  Is- 
lands, and  the  Republic  of  Palau  are  not  CBI  beneficiary  countries. 

The  1986  Act  provided  that  a  country  may  qualify  as  a  host  coun- 
try for  foreign  sales  corporations  (FSCs)  by  entering  into  an  ex- 
change of  information  agreement  of  the  type  provided  for  in  the 
Caribbean  Basin  Economic  Recovery  Act,  whether  or  not  that  coun- 
try is  eligible  to  be  a  CBI  beneficiary  country. 

Explanation  of  Provision 

The  bill  clarifies  that  tax  returns  and  return  information  may  be 
disclosed  to  a  competent  authority  of  a  foreign  government  where 
the  disclosure  is  made  pursuant  to  a  bilateral  agreement  relating 
to  the  exchange  of  tax  information  with  the  United  States.  Thus, 
where  a  country  other  than  a  CBI  beneficiary  country  enters  into  a 
bilateral  information  exchange  agreement  of  the  type  that  qualifies 
it  as  a  FSC  host  country  under  the  Act,  for  example,  or  that  quali- 
fies it  for  the  possessions  tax  credit  pursuant  to  the  Compact  of 
Free  Association  Act,  the  bill  provides  express  protection  to  indi- 
viduals who  make  disclosures  in  accordance  with  the  terms  of  the 
agreement  from  Code  sanctions  for  unauthorized  disclosures.  By 
contrast,  however,  the  bill  does  not  contemplate  the  release  of  in- 
formation under  multilateral  agreements  involving  non-CBI  coun- 
tries. 

In  addition,  the  bill  provides  that  the  Federated  States  of  Micro- 
nesia, the  Republic  of  the  Marshall  Islands,  and  the  Republic  of 
Palau  are  not  to  be  treated  as  "states"  for  purposes  of  the  disclo- 
sure provisions  of  the  Code.  Thus,  an  authorized  disclosure  under  a 
bilateral  information  exchange  agreement  between  the  United 
States  and  one  of  those  governments  will  be  subject  only  to  the 
rules  embodied  in  that  agreement  and  the  usual  rules  for  informa- 
tion exchanges  with  foreign  governments,  and  will  not  be  subject  to 
any  additional  rules  that  might  apply  to  exchanges  of  tax  returns 
and  return  information  between  the  federal  government  and  state 
governments  or  certain  U.S.  possessions. 
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5.  Maintaining  the  source  of  U.S.  source  income  (sec.  10212(bb)(4) 

of  the  bill,  sec.  1810(a)  of  the  Reform  Act,  and  sec.  904(g)  of 
the  Code) 

Present  Law 

Prior  to  the  1984  Act,  a  U.S.  taxpayer  could  convert  U.S.  source 
income  to  foreign  source  income  by  routing  the  income  through  a 
foreign  corporation:  interest  and  dividend  payments  from  (and 
income  inclusions  with  respect  to)  an  intermediate  foreign  corpora- 
tion generally  were  foreign  source  income  to  the  U.S.  taxpayer.  As 
foreign  source  income,  the  income  could  be  free  of  U.S.  tax  under 
the  foreign  tax  credit. 

The  1984  Act  added  to  the  foreign  tax  credit  new  "resourcing" 
rules  that  prevent  U.S.  taxpayers  from  converting  U.S.  source 
income  into  foreign  source  income  through  the  use  of  an  intermedi- 
ate foreign  payee.  These  rules  apply  to  50-percent  U.S.-owned  for- 
eign corporations  only.  They  treat  certain  payments  from,  and 
income  inclusions  {e.g.,  under  the  subpart  F  anti-tax  haven  provi- 
sions) arising  on  account  of,  50-percent  U.S.-owned  foreign  corpora- 
tions, as  U.S.  source. 

The  1986  Act  made  it  clear  that  the  source  maintenance  rules 
apply  notwithstanding  any  contrary  U.S.  treaty  obligation. 

Explanation  of  Provision 

The  bill  provides  new  treatment  for  any  amount  derived  from  a 
50-percent  U.S.-owned  foreign  corporation  that  the  statute  would 
treat  as  U.S.  source  income  (because  it  is  attributable  to  an  item  of 
U.S.  source  income  earned  by  that  foreign  corporation),  that  a 
treaty  (applied  without  regard  to  the  statutory  source  maintenance 
provision)  would  treat  as  foreign  source,  and  with  respect  to  which 
the  taxpayer  chooses  the  new  treatment.  Upon  such  a  taxpayer 
election,  to  the  extent  attributable  to  an  item  of  U.S.  source  income 
earned  by  that  foreign  corporation,  the  taxpayer's  inclusion  is 
treated  as  foreign  source  income  that  is  subject  to  a  separate  for- 
eign tax  credit  limitation.  The  bill  extends  this  elective  treatment 
to  subpart  F  inclusions  (Code  section  951(a)((l))  by  treating  any 
such  inclusion  as  if  it  were  a  dividend  from  the  controlled  foreign 
corporation  causing  the  inclusion  but  only  if  a  dividend  from  each 
intermediary  corporation  in  the  layers  of  ownership  between  the 
corporation  generating  the  subpart  F  inclusion  and  the  U.S.  share- 
holder would  be  treaty  protected  if  paid  to  the  U.S.  shareholder.  It 
is  anticipated,  however,  that  for  administrative  convenience  the 
Secretary  may  allow  grouping  of  similar  items  that  are  similarly 
taxed  by  a  foreign  country  in  applying  the  separate  foreign  tax 
credit  limitation. 

6.  Stock  sales  treated  as  asset  sales  (sec.  10212(bb)(5)  of  the  bill 

and  sec.  338(h)(10)  of  the  Code) 

Present  Law 

Section  338  generally  and  338(h)(10)  in  particular  allow  in  certain 
circumstances  a  sale  of  stock  in  an  affiliated  corporation  to  be 
treated  as  a  sale  of  the  affiliated  corporation's  assets.  A  sale  of 
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stock  in  a  U.S.  corporation  is  sourced  under  the  residence-of-the- 
seller  rule  while  a  sale  of  assets  is  sourced  under  the  residence-of- 
the-seller  rule,  the  place-of-sale  rule,  the  rules  relating  to  intangi- 
ble property,  or  the  recapture  rule  depending  on  the  type  of  asset 
sold  and  the  income  generated  therefrom.  Thus,  for  example,  if  an 
election  under  section  338(h)(10)  is  made,  the  income  inherent  in 
the  appreciation  of  the  stock  may  or  may  not  be  sourced  under  the 
residence-of-the-seller  rule.  This  may  result  in  income  being  treated 
as  foreign  source  even  though  no  foreign  country  asserts  any  juris- 
diction over  the  income,  a  result  contrary  to  the  Act's  source  and 
foreign  tax  credit  rule  changes. 

Explanation  of  Provision 

The  bill  provides,  except  as  provided  in  regulations,  that  an  elec- 
tion under  section  338(h)(10)  to  treat  a  sale  of  stock  in  an  affiliated 
corporation  as  a  sale  of  assets  does  not  treat  that  sale  as  a  sale  of 
assets  for  purposes  of  determining  source  in  determining  the  sell- 
er's foreign  tax  credit  limitation.  Instead,  for  these  purposes,  the 
gain  is  treated  as  a  gain  from  the  sale  of  the  stock.  An  exception  to 
this  rule  is  provided  for  gain  derived  from  the  deemed  sale  of  stock 
in  a  controlled  foreign  corporation  to  the  extent  that  the  gain  is 
treated  as  dividend  income  under  section  1248.  To  that  extent, 
income  derived  from  the  sale  of  stock  of  the  U.S.  corporation  is 
treated,  for  foreign  tax  credit  purposes,  as  income  from  the  sale  of 
the  corporation's  assets. 

It  is  anticipated  that  any  regulations  prescribed  under  the  gener- 
al regulatory  authority  provided  under  section  338  will  limit  the 
applicability  of  the  scope  of  section  338  so  that  that  section  will  not 
affect  inappropriately  the  determination  of  source  and  of  a  taxpay- 
er's foreign  tax  credit  limitation.  Moreover,  to  the  extent  that  regu- 
lations prescribed  under  section  336(e)  extend  the  principles  of  sec- 
tion 338  to  a  sale  of  stock  in  a  foreign  corporation,  it  is  anticipated 
that  those  regulations  will  not  affect  inappropriately  the  determi- 
nation of  source  and  of  a  taxpayer's  foreign  tax  credit  limitation. 
For  example,  the  committee  does  not  believe  it  is  appropriate  to 
allow  the  conversion  of  foreign  source  passive  income  into  overall 
limitation  income  on  the  sale  of  stock  of  a  controlled  foreign  corpo- 
ration by  means  of  an  election  under  section  338.  The  committee 
intends  that  regulations  ensure  that  the  objectives  of  the  Act's  for- 
eign tax  credit  limitation  changes  are  preserved. 

The  bill's  modification  to  section  338(h)(10)  is  effective  for  trans- 
actions occurring  after  the  date  of  the  bill's  introduction. 

7.  Tax-exempt  shareholders  of  DISCs  (sec.  10212(bb)(6)  of  the  bill 
and  sec.  995  of  the  Code) 

Present  Law 

A  Domestic  International  Sales  Corporation  (DISC)  is  deemed  to 
distribute  a  certain  portion  of  its  income  currently  to  its  sharehold- 
ers. Distributions  of  previously  untaxed  income  of  a  DISC  and  cer- 
tain amounts  realized  on  disposition  of  DISC  shares  are  taxable  as 
dividends.  A  DISC  is  not  liable  for  U.S.  tax. 
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Explanation  of  Provision 

The  bill  provides  generally  that  when  a  tax-exempt  entity  (such 
as  a  qualified  pension  plan  described  in  sec.  401(a)  and  exempt 
from  tax  under  sec.  501(a))  that  is  a  shareholder  of  a  DISC  is 
deemed  to  receive  a  distribution  from  a  DISC,  actually  receives  a 
distribution  from  a  DISC  of  previously  untaxed  income,  or  realizes 
gain  from  disposition  of  DISC  shares  which  is  treated  as  a  dividend, 
then  that  income  is  treated  as  derived  from  the  conduct  of  an  unre- 
lated trade  or  business.  This  treatment  prevents  taxable  entities 
from  seeking  to  exempt  active  business  income  from  tax  by  assign- 
ing it  to  their  pension  or  profit-sharing  plans.  No  expenses  are  al- 
lowable as  deductions  against  this  unrelated  business  taxable 
income.  This  provision  is  effective  for  taxable  years  beginning  after 
December  31,  1987. 

8.  Treatment  of  certain  amounts  previously  taxed  under  section 
1248  (sec.  10212(bb)(7)  of  the  bill  and  sec.  959  of  the  Code) 

Present  Law 

A  U.S.  shareholder  that  sells  stock  in  a  controlled  foreign  corpo- 
ration must  include  in  income  as  a  dividend  its  share  of  the  corpo- 
ration's earnings  and  profits  accumulated  since  the  corporation 
was  controlled  and  that  are  attributable  to  the  stock  sold  (sec. 
1248).  Except  as  provided  as  regulations,  a  sale  of  stock  in  a  U.S. 
corporation  that  is  formed  principally  to  hold  the  stock  of  a  con- 
trolled foreign  corporation  is  treated  as  a  sale  of  the  stock  in  the 
controlled  foreign  corporation  (sec.  1248(e)),  thus  requiring  the 
seller  to  recognize  dividend  income  rather  than  capital  gain. 

Under  the  Tax  Reform  Act  of  1984,  a  U.S.  shareholder  that  pur- 
chases stock  from  a  U.S.  shareholder  in  a  controlled  foreign  corpo- 
ration is  allowed  to  treat  distributions  received  from  the  corpora- 
tion as  previously  taxed  income  to  the  extent  of  the  dividend 
income  recognized  by  the  seller  (sec.  959(e)).  Under  this  rule,  a  U.S. 
shareholder  that  purchases  stock  in  a  U.S.  corporation  that  is 
formed  principally  to  hold  the  stock  of  a  controlled  foreign  corpora- 
tion is  entitled  to  the  previously  taxed  income  treatment,  even 
though  the  U.S.  corporation  whose  stock  is  sold  is  the  actual  share- 
holder in  the  controlled  foreign  corporation. 

Explanation  of  Provision 

The  bill  provides  that  a  purchaser  of  stock  in  a  U.S.  corporation 
that  is  formed  principally  to  hold  the  stock  of  a  controlled  foreign 
corporation  will  not  receive  previously  taxed  income  treatment,  but 
that  treatment  will  be  accorded  to  the  U.S.  corporation  whose  stock 
was  acquired  where  dividend  treatment  applies  to  the  seller  of 
stock  in  the  U.S.  corporation  under  1248(e).  Thus,  the  U.S.  corpora- 
tion can  receive  distributions  from  the  controlled  foreign  corpora- 
tion and  treat  them  as  previously  taxed  income  to  the  extent  of  the 
dividend  income  recognized  by  the  seller  of  stock  in  the  U.S.  corpo- 
ration. 

The  bill's  amendment  is  effective  for  transactions  to  which  sec- 
tion 1248(e)  applies  and  that  occur  after  December  31,  1986. 
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9.  Shared  FSC  (sec.  10212(bb)(8)  of  the  bill  and  sees.  922,  924,  927 
of  the  Code) 

Present  Law 

A  foreign  sales  corporation  (FSC)  may  have  up  to  25  sharehold- 
ers, but  may  not  have  any  preferred  stock. 

Explanation  of  Provision 

In  general,  each  separate  account  maintained  by  a  shared  FSC  is 
treated  as  a  separate  corporation  for  income  tax  purposes.  A 
shared  FSC  is  any  foreign  sales  corporation  that  maintains  a  sepa- 
rate account  for  transactions  with  each  shareholder  (and  persons 
related  to  such  shareholder)  that  bases  its  distributions  to  each 
shareholder  on  the  amounts  in  the  separate  account  maintained 
with  respect  to  each  shareholder,  and  meets  such  other  require- 
ments as  the  Secretary  may  prescribe.  The  treatment  of  each  sepa- 
rate account  of  a  shared  FSC  as  a  separate  corporation  does  not 
apply,  however,  for  certain  corporate-level  requirements  for  FSC 
status,  for  the  foreign  presence  and  foreign  economic  process  re- 
quirements, for  the  determination  whether  a  FSC  is  a  small  FSC, 
and  for  such  other  purposes  as  the  Secretary  may  prescribe.  This 
provision  is  effective  as  if  included  in  the  Deficit  Reduction  Act  of 
1984. 


XIII.  Tax-Exempt  Bond  Provisions  (Sec.  10213  of  the  bill,  sees. 
1301,  1302,  and  1311-1318  of  the  Reform  Act,  and  sees.  25,  103, 
and  141-150  of  the  Code) 

1.  Qualified  small-issue  bonds 

Present  Law 

Allowance  of  post-sunset  date  re  fundings 

Qualified  small-issue  bonds  may  be  issued  to  finance  manufactur- 
ing facilities  through  December  31,  1989.  Authority  to  issue  quali- 
fied small-issue  bonds  for  nonmanufacturing  facilities  expired  after 
December  31,  1986. 

The  Reform  Act  allows  qualified  small-issue  bonds  issued  after 
August  15,  1986,  to  be  refunded  after  the  applicable  sunset  date  of 
authority  to  issue  the  type  of  bond  involved,  if — 

(a)  the  refunding  bond  has  a  maturity  date  not  later  than  that  of 
the  refunded  bond; 

(b)  the  amount  of  the  refunding  bond  does  not  exceed  the  out- 
standing amount  of  the  refunded  bond; 

(c)  the  interest  rate  on  the  refunding  bond  is  lower  than  the  in- 
terest rate  on  the  refunded  bond;  and 

(d)  the  net  proceeds  of  the  refunding  bond  are  used  to  redeem  the 
refunded  bond  not  later  than  90  days  after  the  date  of  issuance  of 
the  refunding  bond. 

No  comparable  provision  was  contained  in  the  1954  Code  which 
governs  such  refundings  of  bonds  originally  issued  before  August 
16,  1986.  (See,  Reform  Act  sec.  1313(a).) 

$40-million-per-beneficiary  limit 

Interest  on  small-issue  bonds  is  not  tax-exempt  if  the  aggregate 
face  amount  of  exempt-facility  and  qualified  small-issue  bonds  (in- 
cluding equivalent  prior-law  IDBs)  allocated  to  any  beneficiary  of 
the  small-issue  bonds  exceeds  $40  million.  An  exception  to  this  rule 
is  provided  for  certain  current  refundings  of  qualified  small-issue 
bonds,  under  the  same  conditions  as  apply  to  post-sunset  date  re- 
fundings of  such  bonds  (as  described  above). 1 

Explanation  of  Provisions 
Allowance  of  post-sunset  date  refundings 

The  bill  clarifies  that  post-sunset  date  current  refundings  (includ- 
ing a  series  of  such  refundings)  of  qualified  small-issue  bonds  (in- 
cluding small-issue  IDBs),  which  bonds  are  originally  issued  before 
the  applicable  sunset  date  for  the  type  of  small-issue  bond  involved, 


1  In  the  case  of  refundings  of  bonds  originally  issued  before  August  16,  1986,  the  90-day  limit 
on  completing  a  refunding  is  reduced  to  30  days.  See,  Title  XVIII  of  the  Reform  Act. 
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qualify  for  tax-exemption,  without  regard  to  whether  the  refunded 
(original)  bonds  were  issued  before  August  16,  1986,  and  without 
regard  to  the  requirement  included  in  the  Reform  Act  that  the  in- 
terest rate  on  the  refunding  bonds  be  lower  than  the  rate  on  re- 
funded bonds.  Such  refundings  of  bonds  originally  issued  after 
August  15,  1986,  are  permitted  under  sec.  144(a)(12)  of  the  1986 
Code,  as  modified  by  the  bill.  Refundings  of  bonds  originally  issued 
before  August  16,  1986,  are  permitted  under  a  parallel  rule  which 
is  added  by  the  bill  to  the  1954  Code.  Under  this  latter  rule,  bonds 
may  qualify  to  be  refunded  if  they  could  have  been  originally 
issued  on  August  15,  1986  (e.g.,  the  "substantially  all"  (90  percent) 
requirement  of  the  1954  Code  applies  rather  than  the  new  95  per- 
cent use  requirement). 

Post-sunset  date  refundings  of  qualified  small-issue  bonds  are 
permitted  under  the  bill  provided  that — 

(a)  the  average  maturity  date  of  the  issue  of  which  the  refunding 
bond  is  a  part  does  not  exceed  the  average  maturity  date  of  the 
bonds  being  refunded  by  such  issue,2 

(b)  the  amount  of  the  refunding  bond  does  not  exceed  the  out- 
standing amount  of  the  refunded  bond,  and 

(c)  the  net  proceeds  of  the  refunding  bond  are  used  to  redeem  the 
refunded  bond  not  later  than  90  days  after  the  date  of  issuance  of 
the  refunding  bond.3 

As  indicated  above,  the  bill  replaces  the  limitation  on  the  matu- 
rity of  each  refunding  bond,  contained  in  the  Reform  Act,  with  a 
limitation  on  the  average  maturity  of  the  refunding  issue  (as  com- 
pared to  the  average  maturity  of  the  refunded  bonds).  However,  the 
bill  provides  that  any  refunding  bond  issued  before  July  1,  1987, 
which  complied  with  the  requirement  as  contained  in  the  Reform 
Act,  is  treated  as  satisfying  the  new  requirement. 

The  bill  also  extends  the  1954  Code  sunset  date  for  small-issue 
IDBs  for  manufacturing  facilities,  from  December  31,  1988,  to  De- 
cember 31,  1989.  This  change  permits  bonds  for  manufacturing  fa- 
cilities which  were  issued  before  August  16,  1986  to  be  refunded 
through  December  31,  1989,  without  regard  to  the  special  limita- 
tions (described  above)  that  apply  to  post-sunset  date  refundings. 

$40-million-per-beneficiary  limit 

In  conjunction  with  the  amendments  described  above,  the  bill 
makes  conforming  changes  to  the  refunding  exception  from  the 
$40-million-per-beneflciary  limit  on  qualified  small-issue  bonds. 
Thus,  for  purposes  of  this  exception  also,  the  weighted  average  ma- 
turity of  the  refunding  bonds  is  compared  to  that  of  the  refunded 
bonds,  and  the  requirement  that  the  refunding  bonds  have  a  lower 
interest  rate  than  the  rate  on  the  refunded  bonds  is  deleted.  The 
bill  further  clarifies  that  a  series  of  refundings  may  qualify  under 
this  exception.  As  under  the  rules  for  post-sunset  date  refundings, 
refunding  bonds  issued  before  July  1,  1987,  which  complied  with 


2  Average  maturities,  for  this  purpose,  are  determined  in  the  same  manner  as  for  purposes  of 
the  limitation  on  private  activity  bond  maturity  to  120  percent  of  the  economic  life  of  the  prop- 
erty being  financed. 

3  The  bill  increases  this  period  from  30  days  to  90  days  for  refundings  of  bonds  originally 
issued  under  the  1954  Code  to  conform  the  rules  for  all  post-sunset  date  refundings  of  small- 
issue  bonds. 
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the  maturity  requirement  as  contained  in  the  Act,  are  treated  as 
meeting  the  new  requirement. 

2.  Student  loan  bonds 

Present  Law 

Tax-exemption  is  authorized  for  interest  on  qualified  student 
loan  bonds,  including  bonds  issued  in  connection  with  the  Federal 
GSL  and  PLUS  programs  and  certain  State  supplemental  student 
loan  programs.  Bonds  issued  in  connection  with  the  Federal  GSL 
and  PLUS  programs  must  be  used  to  finance  loans  that  are  both  (1) 
guaranteed  by  the  Department  of  Education  and  (2)  eligible  for  stu- 
dent assistance  (SAP)  payments  (unless  such  payments  are  preclud- 
ed solely  by  virtue  of  the  tax-exempt  status  of  the  bonds).  Addition- 
ally, the  interest  charged  to  student  borrowers  must  be  restricted 
as  provided  in  the  Higher  Education  Act  of  1965.  Bonds  that  meet 
some,  but  not  all,  of  these  requirements  (e.g.,  bonds  the  proceeds  of 
which  are  used  to  make  student  loans  that  receive  Federal  guaran- 
tees, but  for  which  SAP  payments  are  not  available)  may  in  certain 
cases  not  meet  the  definition  of  State  supplemental  student  loan 
bonds  and  therefore  may  not  qualify  for  tax  exemption. 

Explanation  of  Provisions 

The  bill  clarifies  that  student  loan  bonds  that  fail  to  satisfy  some 
but  not  all  of  the  requirements  of  Title  IV  of  the  Higher  Education 
Act  of  1985  may  be  issued  under  the  exception  for  State  supple- 
mental student  loan  bonds,  provided  that  the  bonds  otherwise  satis- 
fy all  requirements  applicable  to  tax-exempt  supplemental  student 
loan  bonds. 

The  bill  clarifies  that  an  issue  may  not  qualify  as  an  issue  of 
qualified  student  loan  bonds  if  the  issue  satisfies  the  trade  or  busi- 
ness use  and  security  interest  tests  contained  in  the  Reform  Act 
(Code  sees.  141(b)(1)  and  (2)).  For  purposes  of  this  provision,  "use" 
by  a  section  501(c)(3)  educational  institution  solely  by  reason  of  its 
administration  of  a  student  loan  program  does  not  affect  the  tax- 
exempt  status  of  an  issue,  provided  such  use  does  not  constitute  an 
unrelated  trade  or  business  of  the  institution. 

3.  Qualified  501(c)(3)  bonds 

Present  Law 

Present  law  permits  tax-exemption  for  interest  on  bonds  to  bene- 
fit section  501(c)(3)  organizations  (qualified  501(c)(3)  bonds).  The 
Reform  Act  provides  that  no  more  than  $150  million  of  such  bonds 
(other  than  hospital  bonds)  may  be  outstanding  with  respect  to  any 
section  501(c)(3)  organization  at  any  time.  The  tax-exempt  status  of 
bonds  issued  before  August  16,  1986,  is  not  affected  by  the  provi- 
sion; however,  such  bonds  count  in  applying  the  provision  to  bonds 
issued  after  August  15,  1986. 

In  the  case  of  pre-August  16,  1986  bonds,  only  the  nonhospital 
portion  of  a  mixed-use  bond  counts  toward  the  $150-million  limita- 
tion. Whether  such  allocations  are  permitted  for  mixed-hospital/ 
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nonhospital-use  bonds  issued  after  August  15,  1986,  is  not  specified 
in  the  Reform  Act. 

Explanation  of  Provisions 

The  bill  clarifies  that  the  proportional  allocation  rule  included  in 
the  $150-million-per-beneficiary  limit  for  qualified  501(c)(3)  bonds, 
for  mixed-hospital/nonhospital-use  issues,  applies  to  bonds  issued 
after  August  15,  1986,  as  well  as  to  bonds  issued  before  August  16, 
1986. 

The  bill  also  adds  a  statutory  reference  clarifying  that  related 
party  rules,  similar  to  those  applied  for  purposes  of  the  $40-million- 
per-beneficiary  limitation  on  qualified  small-issue  bonds,  are  to 
apply  under  the  $150-million  limitation. 

4.  Mortgage  revenue  bonds  and  mortgage  credit  certificates 

Present  Law 

Under  present  law,  authority  to  issue  qualified  mortgage  bonds 
terminates  after  December  31,  1988.  Before  enactment  of  the 
Reform  Act,  this  termination  date  was  December  31,  1987.  These 
bonds  may  not  be  refunded  after  expiration  of  authority  to  issue 
them. 

Current  refundings  (including  a  series  of  refundings)  of  qualified 
mortgage  bonds  originally  issued  before  August  16,  1986,  remain 
subject  to  the  1954  Code.  (See,  Reform  Act  sec.  1313(a).)  Thus,  bonds 
originally  issued  before  August  16,  1986,  may  not  be  refunded  after 
December  31,  1987. 

The  Reform  Act  generally  amends  the  provisions  governing  issu- 
ance of  mortgage  credit  certificates  (MCCs)  to  parallel  the  qualified 
mortgage  bond  provisions.  However,  the  Reform  Act  incorrectly  re- 
tained the  1987  termination  date  for  the  MCC  program,  rather 
than  extending  it  to  parallel  the  1988  termination  of  authority  to 
issue  qualified  mortgage  bonds. 

Explanation  of  Provisions 

The  bill  extends  the  1954  Code  sunset  date  for  qualified  mortgage 
bonds  from  December  31,  1987,  to  December  31,  1988,  to  parallel 
the  1988  sunset  contained  in  the  1986  Code.  This  permits  qualified 
mortgage  bonds  issued  before  August  16,  1986,  to  be  refunded 
through  December  31,  1988.  As  was  stated  in  the  legislative  history 
accompanying  the  Act  for  refundings  occurring  before  January  1, 
1988,  refundings  permitted  under  this  expansion  of  the  transitional 
exception  are  subject  to  certain  restrictions  related  to  the  period 
for  originating  loans  to  homebuyers.  See,  14.,  below. 

Authority  to  elect  to  issue  mortgage  credit  certificates  is  ex- 
tended through  December  31,  1988,  to  parallel  the  qualified  mort- 
gage bond  expiration  date. 

5.  Private  activity  bond  volume  limitation 

Present  Law 

Subject  to  certain  exceptions,  State  volume  limitations  are  im- 
posed on  the  issuance  of  (a)  private  activity  bonds  and  (b)  the  pri- 
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vate  use  portion  (in  excess  of  $15  million)  of  governmental  issues. 
Bond  volume  authority  generally  may  be  allocated  only  to  facilities 
located  within  the  State  making  the  allocation.  Under  a  limited  ex- 
ception, volume  authority  may  be  allocated  to  private  activity 
bonds  for  out-of-State  water-furnishing,  sewage  and  solid  waste  dis- 
posal, and  qualified  hazardous  waste  disposal  facilities,  if  the  issuer 
establishes  that  the  State's  share  of  the  use  (or  output)  of  the  facili- 
ty will  equal  or  exceed  its  share  of  the  private  activity  bonds  issued 
to  finance  the  facility. 

State  volume  authority  may  be  carried  forward  for  up  to  three 
years  for  certain  specified  purposes. 

Current  refunding  bonds  are  not  subject  to  the  State  volume  lim- 
itations if  certain  requirements  are  satisfied.  In  the  case  of  quali- 
fied mortgage  bonds  and  student  loan  bonds,  the  legislative  history 
accompanying  the  Reform  Act  states  that  the  refunding  bonds  are 
exempt  from  volume  limitations  only  if  the  period  for  originating 
loans  does  not  exceed  three  years  from  the  date  the  refunded  (origi- 
nal bonds  in  the  case  of  a  series  of  refundings)  were  issued. 

Explanation  of  Provision 

The  bill  expands  the  circumstances  in  which  State  volume  au- 
thority may  be  allocated  to  certain  out-of-State  facilities  to  permit 
such  allocations  for  out-of-State  facilities  financed  with  governmen- 
tal bonds,  the  private  use  portion  of  which  exceeds  $15  million,  if 
the  governmental  facilities  (a)  are  equivalent  to  any  of  the  catego- 
ries for  which  out-of-State  allocations  are  permitted  in  the  case  of 
private  activity  bonds  (i.e.,  water-furnishing  facilities,  sewage  and 
solid  waste  facilities,  and  qualified  hazardous  waste  disposal  facili- 
ties), or  (b)  are  governmental  output  facilities  financed  with  tax- 
exempt  bonds.4 

Allocations  with  respect  to  governmental  bonds  are  permitted 
only  if  the  State's  share  of  the  use  (or  output)  of  the  private  use 
portion  of  the  bond-financed  facility  equals  or  exceeds  the  State's 
share  of  volume  authority  allocated  to  the  facility.  The  committee 
wishes  to  clarify  that,  unlike  the  general  rule  that  bond  volume  au- 
thority may  not  be  allocated  to  an  issuer  that  is  not  within  or  sub- 
ordinate to  the  same  State  as  the  issuer,  these  allocations  may,  in 
certain  cases,  be  made  to  another  State.  For  example,  assume  that 
a  governmental  power  generation  facility  is  located  in  Nevada,  but 
is  owned  by  a  California  municipality.  Assume  further  that  the 
California  municipality  issued  bonds  to  be  advance  refunded,  but 
that  the  private  use  portion  of  those  bonds  is  attributable  to  use  by 
an  investor-owned  utility  in  Nevada.  In  such  a  case,  Nevada  may 
allocate  its  bond  volume  authority  to  the  California  municipality's 
advance  refunding  issue  in  an  amount  sufficient  to  cover  the 
Nevada  private  use  of  the  refunded  (and  thereby  refunding)  bonds. 

The  bill  also  codifi.es  and  liberalizes  statements  in  the  legislative 
history  accompanying  the  Reform  Act  as  to  permitted  loan  origina- 
tion periods  if  refundings  of  qualified  mortgage  bonds  and  student 
loan  bonds  are  to  be  exempt  from  the  State  volume  limitations. 


4  Because  of  the  limitation  to  $15  million  per  facility  for  private  use  financing  for  these 
output  facilities,  this  provision  will  only  apply  to  refundings  of  such  bonds  originally  issued 
before  September  1,  1986. 
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Under  the  bill,  if  the  refunded  bonds  (including  any  issue  in  a 
series  of  refundings)  included  a  requirement  that  bonds  be  re- 
deemed either  (a)  upon  expiration  of  a  prescribed  loan  origination 
period  (b)  when  prepayments  of  loans  occur,  all  refunding  bonds 
issued  after  the  date  of  committee  action  are  subject  to  the  applica- 
ble State  volume  limitations  unless  the  refunding  bonds  include 
the  same  limitations.  Such  refunding  bonds  additionally  are  subject 
to  the  volume  limitations  if  the  loan  origination  period  specified  in 
the  refunding  bonds  is  later  than  the  end  of  the  period  specified  for 
the  refunded  bonds  (the  first  such  period  to  expire  in  the  case  of  a 
series  of  refundings). 

6.  Public  approval  requirement  for  private  activity  bonds 

Present  Law 

In  order  for  interest  on  a  private  activity  bond  to  be  tax-exempt, 
a  public  hearing  must  be  held  and  issuance  of  the  bonds  approved 
by  an  elected  public  official  or  legislative  body.  (Alternatively,  issu- 
ance of  the  bonds  may  be  approved  by  a  voter  referendum.)  Subject 
to  certain  exceptions,  this  requirement  must  be  satisfied  by  the 
governmental  unit  issuing  the  bonds  (or  on  behalf  of  which  the 
bonds  are  issued)  and  all  other  jurisdictions  in  which  the  bond-fi- 
nanced property  (or  any  part  of  it)  is  located. 

Explanation  of  Provision 

The  bill  clarifies  that,  in  the  case  of  qualified  scholarship  funding 
bonds,  the  public  approval  requirement  for  private  activity  bonds  is 
to  be  satisfied  by  a  governmental  unit  which  requested  organiza- 
tion of  the  qualified  scholarship  funding  corporation,  or  requested 
it  to  exercise  power.  In  the  case  of  such  a  corporation  requested  to 
act  by  more  than  one  local  governmental  unit,  the  public  approval 
requirement  may  be  satisfied  by  the  State  in  which  the  corporation 
operates.  {See,  sec.  150(d)(2)(B).) 

The  bill  further  includes  a  special  rule  for  cases  where  the  elect- 
ed official  responsible  for  approving  issuance  of  private  activity 
bonds  dies  while  in  office.  In  such  a  case,  a  successor  appointed  by 
the  chief  executive  officer  of  the  State  and  approved  by  the  legisla- 
tive body  of  the  State  may  approve  issuance  of  bonds  until  a  new 
election  for  the  office  is  held  with  a  new  elected  official  thereafter 
taking  office. 

7.  Limitation  on  bond-financing  of  issuance  costs 

Present  Law 

At  least  95  percent  of  the  proceeds  of  each  issue  of  private  activi- 
ty bonds  must  be  used  for  the  exempt  purpose  of  the  issue. 
Amounts  used  to  finance  any  costs  of  issuance  are  not  treated  as 
spent  for  the  exempt  purpose  of  the  borrowing.  Thus,  these  costs 
may  be  financed  only  from  the  so-called  5-percent  "bad  money" 
portion  of  an  issue.  Additionally,  the  amount  of  private  activity 
bond  proceeds  that  may  be  used  to  finance  costs  of  issuance  (other 
than  such  costs  attributable  to  financing  of  credit  enhancement 
fees  eligible  for  special  treatment  under  the  arbitrage  restrictions) 


1448 


is  limited  to  two  percent  of  the  aggregate  face  amount  of  the  issue. 
(For  mortgage  revenue  bond  issues  not  exceeding  $20  million,  this 
2-percent  limit  is  increased  to  3.5  percent.) 

Explanation  of  Provision 

The  bill  clarifies  that  the  2-percent  (3.5-percent)  limitation  on 
bond-financing  of  certain  private  activity  bond  issuance  costs  is  ap- 
plied to  the  proceeds,  rather  than  the  aggregate  face  amount,  of  an 
issue.  Thus,  no  more  than  2  percent  (3.5  percent)  of  the  proceeds  of 
a  private  activity  bond  issue  may  be  used  to  finance  most  issuance- 
related  costs. 

This  provision  is  effective  for  bonds  issued  after  June  30,  1987. 
8.  Arbitrage  requirements 

Present  Law 

General  restrictions 

The  Reform  Act  continued  and  expanded  general  restrictions  on 
the  ability  to  invest  bond  proceeds  at  yields  materially  higher  than 
the  yield  on  the  issue.  In  addition,  the  Act  expanded  the  types  of 
investments  subject  to  the  arbitrage  restrictions  from  securities 
generally  to  all  investment-type  property.5 

The  Treasury  Department  is  authorized  specifically  to  adopt  all 
regulations  that  are  "necessary  or  appropriate  to  carry  out  the  pur- 
poses" of  the  Code  arbitrage  restrictions  (sec.  148(i)).  Similar  broad 
regulatory  authority  was  granted  under  the  1954  Code  (sec. 
103(c)(7)).  Treasury  Department  regulations  and  rulings  issued  pur- 
suant to  this  regulatory  authority  define  the  term  proceeds  for  pur- 
poses of  both  prior  and  present  law  and  provide  that  certain 
amounts  are  to  be  treated  as  proceeds.  These  regulations  restrict, 
inter  alia,  transactions  involving  sinking  funds  where  bond  pro- 
ceeds are  used  to  "replace"  the  amounts  invested  (either  before  or 
after  issuance  of  the  bonds)  as  part  of  the  sinking  fund.  Similar 
treatment  applies  to  funds  that  are  pledged  to  pay  debt  service  on  j 
an  issue  and,  thus,  are  "replaced"  by  proceeds  of  the  issue.  See, 
e.g.,  Treas.  reg.  sec.  1.103-13(g). 

In  a  recent  case,  City  of  Tucson  v.  Commissioner,  820  F.  2d  1283 
(D.C.  Cir.,  1987),  the  Court  of  Appeals  for  the  D.C.  Circuit  held 
Treas.  Reg.  sec.  1.103-13(g)  to  be  invalid.  The  court  further  cast 
doubt  on  other  provisions  of  Treasury  regulations  and  the  holdings 
of  several  revenue  rulings  issued  by  the  Internal  Revenue  Service 
regarding  replacement  funds  and  artifices  and  devices.  {See,  e.g., 
footnotes  49,  50,  51,  52,  and  54  of  the  court's  opinion.)  This  case  was 
decided  under  the  1954  Code,  but  the  court  indicated  that  the  regu- 
lations also  might  be  invalid  under  the  1986  Code.  (On  September 
24,  1987,  the  court  denied  a  Treasury  Department  petition  to  dis- 
miss the  case  as  moot  because  of  enactment  of  the  1986  Code.) 


5  In  general,  property  is  investment-type  property  in  any  case  where  it  is  held  as  a  passive 
vehicle  for  the  production  of  income.  Thus,  ownership  of  the  physical  assets  of  a  commercial  or 
industrial  facility  may,  due  to  the  purpose  for  which  the  facility  is  held,  be  investment-type 
property  subject  to  yield  restriction  in  the  same  manner  as  ownership  of  securities. 
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General  requirement  to  rebate  arbitrage  profits 

Issuers  of  all  tax-exempt  bonds  are  required  to  rebate  certain  ar- 
bitrage profits  earned  on  nonpurpose  investments  acquired  with 
gross  proceeds  of  the  bonds.  The  amount  required  to  be  rebated  is 
determined,  and  paid,  on  an  issue-by-issue  basis.  Ninety  percent  of 
the  rebate  required  with  respect  to  any  issue  must  be  paid  at  least 
once  each  five  years,  with  the  balance  being  due  no  later  than  60 
days  after  retirement  of  the  issue. 

Rebate  safe-harbor  for  certain  TRAN  financings 

Arbitrage  profits  are  not  required  to  be  rebated  with  respect  to 
an  issue  if  all  gross  proceeds  are  expended  for  the  governmental 
purpose  of  the  issue  within  6  months  of  the  issue  date.  The  Reform 
Act  provides  a  special  "safe  harbor''  for  applying  this  exception  to 
tax  and  revenue  anticipation  notes  (TRANs).  Under  this  safe 
harbor,  if  during  the  six-month  period  after  the  issue  date,  the  cu- 
mulative cash-flow  deficit  of  the  governmental  unit  using  the 
TRAN  proceeds  exceeds  90  percent  of  the  aggregate  face  amount  of 
the  issue,  all  net  proceeds  of  the  TRAN  issue  (and  any  earnings 
thereon)  are  deemed  to  have  been  spent  for  the  purpose  of  the 
issue. 

Special  exception  from  rebate  for  small  governmental  units 

The  Reform  Act  provides  a  further  exception  to  the  rebate  re- 
quirement for  bonds  issued  by  a  governmental  unit  having  general 
taxing  powers,  if  (a)  95  percent  or  more  of  the  net  proceeds  of  the 
issue  are  to  be  used  for  local  governmental  activities  of  the  issuing 
governmental  unit  (or  a  governmental  unit  entirely  within  the  ju- 
risdiction of  the  issuing  governmental  unit),  and  (b)  the  governmen- 
tal unit  reasonably  expects  to  issue  no  more  than  $5  million  of  tax- 
exempt  bonds  during  the  calendar  year  in  which  the  issuance 
occurs.  In  determining  whether  an  issuer  reasonably  expects  to 
exceed  the  $5-million  limitation,  bonds  issued  by  the  issuing  gov- 
ernmental unit  and  all  entities  that  are  subordinate  to  it  under  ap- 
plicable State  or  local  law  are  counted.  Private  activity  bonds  are 
not  counted  toward  the  limit  and  do  not  qualify  for  this  exception. 

For  bonds  issued  and  refunded  during  the  same  calendar  year, 
only  the  proceeds  of  the  refunding  issue  are  taken  into  account  for 
purposes  of  the  $5  million  dollar  limit.  This  provision  does  not 
apply  to  advance  refundings. 

The  Reform  Act  is  unclear  as  to  the  eligibility  for  this  exception 
of  bonds  issued  by  subordinate  units  to  governmental  units  with 
general  taxing  powers. 

Exception  for  certain  qualified  student  loan  bonds 

The  Reform  Act  provides  a  limited  transitional  exception  to  the 
rebate  requirement  for  qualified  student  loan  bonds  issued  before 
January  1,  1989,  in  connection  with  the  Federal  GSL  and  PLUS 
programs.  Under  this  exception,  the  rebate  requirement  does  not 
apply  to  amounts  earned  from  investing  bond  proceeds  during  an 
initial  18-month  temporary  period  if— 

(a)  the  earnings  are  used  to  pay  costs  of  issuance  financed  with 
the  bonds;  or 
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(b)  the  earnings  are  used  to  pay  administrative  costs  of  the  stu- 
dent loan  program  attributable  to  the  issue  and  the  costs  of  carry- 
ing the  issue,  but  only  to  the  extent  that  the  proceeds  of  the  issue 
are  used  to  make  or  finance  qualified  student  loans  before  the  end 
of  the  18-month  temporary  period. 

This  exception  applies  only  to  the  extent  issuers  are  not  other- 
wise reimbursed  for  these  costs. 

Explanation  of  Provisions 

General  restrictions 

The  bill  enacts  into  positive  law  the  provisions  of  Treasury  regu- 
lation sec.  1.103-13(g)  regarding  sinking  funds.  Under  this  provi- 
sion, these  regulations  are  to  apply  to  all  bond  issues,  under  both 
the  1954  Code  and  the  1986  Code,  in  the  same  manner  as  originally 
provided  when  Treasury  adopted  the  regulations.  The  committee 
has  taken  this  unusual  step  to  eliminate  any  ambiguity  caused  by 
the  Court  of  Appeals  incorrect  decision  in  the  City  of  Tucson  case. 

The  bill  further  deletes  and  re-inserts  the  term  "necessary"  in 
the  specific  regulatory  authority  granted  the  Treasury  Department 
under  the  arbitrage  restrictions.  This  amendment  is  intended  to 
clarify  that  Treasury's  regulatory  authority  is  to  be  interpreted 
broadly,  rather  than  in  a  literal,  dictionary  manner  as  was  done  by 
the  Court  of  Appeals  in  the  City  of  Tucson  case.  That  regulatory 
authority  is  intended  to  permit  Treasury  to  eliminate  any  devices 
designed  to  promote  issuance  of  bonds  either  partially  or  wholly  as 
investment  conduits  in  violation  of  the  provisions  adopted  by  Con- 
gress to  control  such  activities  and  to  limit  the  issuance  of  tax- 
exempt  bonds  to  amounts  actually  required  to  fund  the  activities 
for  which  their  use  specifically  has  been  approved  by  Congress. 
Further,  that  regulatory  authority  is  intended  to  permit  Treasury 
to  adopt  rules  (including  allocation,  accounting,  and  replacement 
rules)  necessary  or  appropriate  to  accomplish  the  purpose  of  the  ar- 
bitrage restrictions,  which  is  to  eliminate  significant  arbitrage  in- 
centives to  issue  more  bonds,  to  issue  bonds  earlier,  or  to  leave 
bonds  outstanding  longer. 

Due  date  of  final  rebate  payments 

The  bill  provides  a  special  rule  for  determining  the  due  date  of 
the  final  installment  of  rebate  payments  in  the  case  of  certain 
short-term  governmental  financings.  Under  this  rule,  a  series  of 
issues  that  are  redeemed  during  a  6-month  period  (or  such  longer 
period  as  the  Treasury  Department  may  prescribe)  are  to  be  treat- 
ed, at  the  election  of  the  issuer,  as  one  issue,  provided  that  no  bond 
which  is  part  of  any  issue  in  the  series  (a)  has  a  maturity  of  more 
than  60  days  (or  such  longer  period  as  the  Treasury  may  prescribe) 
or  (b)  is  a  private  activity  bond. 

Exception  for  certain  TRAN  financings 

The  bill  clarifies  that  the  expenditure  determination  for  the 
"safe  harbor' '  exception  to  the  rebate  requirement  for  certain  tax 
or  revenue  anticipation  notes  (TRANs),  is  determined  by  reference 
to  the  proceeds,  rather  than  the  aggregate  face  amount,  of  an  issue. 
Thus,  under  the  clarification,  net  proceeds  of  an  issue  are  treated 
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as  expended  for  the  governmental  purpose  of  the  issue  on  the  first 
day  (after  the  date  of  issuance)  on  which  the  cumulative  cash  flow 
deficit  to  be  financed  by  the  issue  exceeds  90  percent  of  the  issue 
proceeds. 

This  provision  is  effective  for  bonds  issued  after  June  30,  1987. 
Exception  for  small  governmental  units 
Aggregation  of  entities 

Under  the  Reform  Act,  bonds  of  a  governmental  unit  with  gener- 
al taxing  powers  may  qualify  for  the  special  exception  from  arbi- 
trage rebate  only  if  the  governmental  unit  and  all  subordinate  en- 
tities reasonably  expect  to  issue  no  more  than  $5  million  of  tax- 
exempt  bonds  (other  than  private  activity  bonds)  during  the  calen- 
dar year.  The  bill  clarifies  the  reference  to  subordinate  entities 
contained  in  the  Reform  Act  to  provide  that  issuers  are  to  be  ag- 
gregated, for  purposes  of  applying  the  $5-million  limitation,  as  fol- 
lows: 

(a)  An  issuer,  and  all  entities  which  issue  bonds  on  behalf  of  that 
issuer,  are  to  be  treated  as  one  issuer. 

(b)  If  one  issuer  is  subordinate  to  another  entity,  but  does  not 
issue  bonds  on  behalf  of  the  other  entity,  bonds  issued  by  the  subor- 
dinate entity  are  to  be  taken  into  account  in  applying  the  $5-mil- 
lion  limitation  to  such  other  entity. 

(c)  Any  entity  that  is  formed  or,  as  provided  in  Treasury  regula- 
tions, availed  of  to  avoid  the  purposes  of  the  $5-million  limitation, 
and  all  other  entities  purporting  to  benefit  from  such  a  device  are 
treated  as  one  issuer. 

Treatment  of  re  fundings 

The  bill  clarifies  that  current  refunding  bonds  are  not  considered 
in  determining  whether  an  issuer  otherwise  qualifies  for  the  small- 
issuer  rebate  exception  provided  the  amount  of  the  refunding  issue 
does  not  exceed  the  outstanding  (redeemed)  principal  amount  of 
the  refunded  bond.  Advance  refunding  bonds  are  considered  in  de- 
termining whether  an  issuer  reasonably  expects  to  issue  $5  million 
or  more  in  bonds  in  the  same  manner  as  new  money  bonds. 

Refunding  bonds  (both  current  and  advance)  are  themselves  eligi- 
ble for  this  exception  from  rebate  only  if  (a)  the  refunded  bond 
qualified  for,  and  was  taken  into  account  under,  the  $5  million  ex- 
ception when  issued,6  (b)  the  aggregate  face  amount  of  the  issue  of 
which  the  refunding  bond  is  a  part  does  not  exceed  $5  million,  (c) 
except  in  the  case  of  refunded  issues  having  a  weighted  average 
maturity  of  3  years  or  less,  the  weighted  average  maturity  of  the 
refunding  bonds  does  not  exceed  the  weighted  average  maturity  of 
the  refunded  bonds,  and  (d)  no  bond  which  is  part  of  the  refunding 
issue  has  a  maturity  in  excess  of  30  years  (measured  from  the  date 
of  issuance  of  the  original  bonds). 


6  Bonds  issued  before  September  1,  1986,  that  would  have  qualified  for  the  exception  when 
issued  had  the  new  arbitrage  restrictions  applied  to  the  issue  of  which  they  were  a  part  are 
treated  as  satisfying  this  requirement. 
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Bonds  issued  by  certain  entities  subordinate  to  governmental 
units  with  general  taxing  powers 

The  bill  clarifies  that  governmental  units  with  general  taxing 
powers  may,  in  certain  cases,  allocate  to  a  subordinate  entity  part 
or  all  of  the  $5  million  amount  of  governmental  bonds  they  may 
issue  in  a  calendar  year.  To  qualify,  the  subordinate  entity  may  not 
issue  bonds  in  excess  of  the  amount  that  could  be  issued  if  the  allo- 
cating entity  had  directly  issued  the  bonds.  Additionally,  the  alloca- 
tion must  bear  a  reasonable  relationship  to  the  benefits  received  by 
the  allocating  governmental  unit  with  general  taxing  powers. 
(Amounts  allocated  to  subordinate  entities,  of  course,  reduce  the 
aggegate  amount  of  bonds  that  the  entity  making  the  allocation 
may  issue  directly,  or  through  other  subordinate  entities,  while  re- 
maining qualified  for  the  small-issuer  rebate  exception.) 

The  committee  intends  that  all  allocations  must  be  made  in  ad- 
vance of  issuance  of  the  bonds,  and  that  once  made,  the  allocations 
are  irrevocable.  The  committee  further  intends,  that  in  the  case  of 
entities  subordinate  to  more  than  one  allocating  governmental  unit 
with  general  taxing  powers,  only  the  proportionate  part  of  the 
bonds  represented  by  the  benefit  received  by  each  allocating  gov- 
ernmental unit  be  treated  as  issued  by  that  unit  provided  alloca- 
tions satisfying  the  criteria  above  are  made  in  advance  of  issuance. 
Absent  qualifying  allocations,  the  entire  amount  of  the  bonds 
issued  by  such  multi-jurisdictional  issuers  will  be  treated  as  issued 
by  each  governmental  unit  to  which  the  issuer  is  subordinate. 

Effective  date 

The  amendments  to  the  small  governmental  unit  rebate  excep- 
tion apply  generally  to  bonds  issued  after  June  30,  1987.  A  special 
rule  is  provided  permitting  governmental  units  qualifying  for  the 
exception  to  elect  to  treat  the  amendments  as  if  included  in  the 
Tax  Reform  Act  of  1986  (i.e.,  as  applying  to  bonds  issued  after 
August  31,  1986). 

Exception  for  certain  qualified  student  loan  bonds 

The  Reform  Act  provides  a  transitional  exception  from  the 
rebate  requirement  for  temporary  period  earnings  of  certain  quali- 
fied student  loan  bonds,  which  earnings  are  used  to  pay  otherwise 
unreimbursed  costs.  The  bill  clarifies  that  (a)  amounts  paid  by  stu- 
dent loan  borrowers  as  interest  are  not  to  be  taken  into  account  in 
determining  whether  an  issuer  is  reimbursed  for  costs  under  this 
provision,  and  (b)  in  the  case  of  bonds  eligible  for  this  rebate  excep- 
tion, except  as  provided  otherwise  in  future  Treasury  regulations, 
amounts  earned  under  the  exception  also  may  be  taken  into  ac- 
count in  determining  yield  on  the  student  loans  (i.e.,  interest  pay- 
ments by  student  borrowers  at  rates  generally  established  by  the 
U.S.  Department  of  Education  for  GSL  and  PLUS  bonds,  will  not 
be  treated  as  reimbursed  under  present  Treasury  regulations). 
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9.  Prohibition  of  Federal  guarantees 

Present  Law 

Interest  on  Federally  guaranteed  bonds  does  not  qualify  for  tax- 
exemption.  An  exception  is  provided  {inter  alia)  for  any  guarantee 
by  the  Bonneville  Power  Authority  pursuant  to  the  Northwest 
Power  Act  (16  U.S.C.  sec.  839d),  as  such  provision  was  in  effect  on 
July  18,  1984,  if  the  bonds  are  issued  before  July  1,  1989. 

The  District  of  Columbia  generally  is  not  treated  as  a  U.S.  in- 
strumentality for  purposes  of  the  Federal  guarantee  prohibition, 
and  accordingly  is  permitted  to  issue  tax-exempt  obligations.  The 
District  is  however  treated  as  a  U.S.  instrumentality  in  the  case  of 
certain  private  activity  bonds.  Under  the  Act,  these  include 
exempt-facility,  qualified  small-issue,  student  loan,  and  qualified 
redevelopment  bonds,  if  such  bonds  are  secured  other  than  as  reve- 
nue bonds. 

Explanation  of  Provision 

The  bill  clarifies  that  the  exception  to  the  Federal  guarantee  pro- 
hibition for  any  guarantee  by  the  Bonneville  Power  Authority  pur- 
suant to  the  Northwest  Power  Act  (16  U.S.C.  sec.  839d),  as  such  act 
was  in  effect  on  July  18,  1984  (i.e.,  the  date  of  enactment  of  the  Tax 
Reform  Act  of  1984),  is  a  permanent  provision. 

The  bill  further  clarifies  that  issuance  of  qualified  redevelopment 
bonds,  by  the  District  of  Columbia  is  not  precluded  by  the  prohibi- 
tion on  Federal  guarantee  of  tax-exempt  bonds  solely  by  virtue  of  a 
pledge  of  tax  security  as  required  for  such  bonds  under  the  Code. 

10.  Change  in  use  rules 

Present  Law 

Under  the  Reform  Act,  deductions  for  interest  and  certain  other 
charges  are  denied  if  property  financed  with  private  activity  bonds 
is  used  in  a  manner  not  qualifying  for  tax-exempt  financing  with 
the  type  of  bond  involved  at  any  time  before  the  bonds  are  re- 
deemed. Interest  deductions  may  again  be  claimed  once  use  of  the 
property  reverts  to  a  use  qualifying  for  tax-exempt  financing.7 

The  legislative  history  accompanying  the  Reform  Act  provides 
that  the  change  in  use  penalties  apply  to  property  financed  with 
small-issue  bonds  as  well  as  to  other  private  activity  bonds.  Addi- 
tionally, that  legislative  history  states  that  a  change  in  use  result- 
ing in  loss  of  interest  deductions  occurs  in  the  case  of  small-issue 
bonds  if  the  special  $10  million  capital  expenditure  limit  applicable 
to  those  bonds  is  violated. 

Explanation  of  Provision 

The  bill  clarifies  that  users  of  qualified  small-issue  bond  pro- 
ceeds, like  users  of  the  proceeds  of  othcx  private  activity  bonds,  are 
subject  to  the  new  change  in  use  penalties.  The  bill  codifies  the 


7  The  Reform  Act  is  unclear  as  to  the  applicability  of  this  rule  to  housing  financed  with  mort- 
gage revenue  bonds. 
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rule  that  a  change  in  use  of  facilities  financed  with  qualified  small- 
issue  bonds  is  deemed  to  occur  if  post-issuance  capital  expenditures 
result  in  the  $10-million  small-issue  size  limitation  being  violated 
as  well  as  when  bond-financed  facilities  are  used  in  a  manner  spe- 
cifically prohibited  by  the  Code. 

The  bill  further  clarifies  that  denial  of  interest  deductions  on 
residences  financed  with  mortgage  revenue  bonds  ceases  if  the 
housing  is  again  used  as  a  principal  residence  of  the  mortgagor. 

Multifamily  residential  rental  property  bonds. — The  bill  clarifies 
that  a  prohibited  change  in  use  of  property  financed  with  multi- 
family  residential  rental  property  bonds  issued  before  August  16, 
1986,  does  not  occur  when  the  bonds  are  refunded  after  August  15, 
1986,  solely  because  the  property  continues  to  meet  the  prior-law 
low-income  set-aside  requirement  (as  opposed  to  the  revised  set- 
aside  rules  of  the  Reform  Act). 

11.  Bonds  issued  by  certain  volunteer  fire  departments 

Present  Law 

Certain  volunteer  fire  departments  are  qualified  to  issue  tax- 
exempt  bonds  for  specified  purposes,  notwithstanding  that  the  fire 
departments  may  not  be  governmental  units  (or  acting  on  behalf  of 
such  units)  within  the  meaning  of  the  Code.  The  Reform  Act  does 
not  specify  whether  these  bonds  are  private  activity  bonds. 

Explanation  of  Provision 

The  bill  clarifies  that  bonds  issued  by  certain  volunteer  fire  de- 
partments (sec.  150(e))  are  treated  as  private  activity  bonds  only  for 
purposes  of  the  public  approval  requirement  and  the  prohibition  on 
advance  refunding  of  private  activity  bonds.  (These  bonds  are  treat- 
ed as  governmental  bonds  for  all  other  Code  purposes.) 

This  extension  to  these  bonds  of  the  public  approval  requirement 
and  the  prohibition  on  advance  refundings  is  effective  for  bonds 
issued  after  June  30,  1987. 

12.  Bonds  issued  under  certain  State  programs 

Present  Law 

The  Reform  Act  authorizes  tax-exemption  for  interest  on  bonds 
issued  as  part  of  the  Texas  Veterans'  Land  Bond  Program,  the 
Oregon  Small  Scale  Energy  Conservation  and  Renewable  Resource 
Loan  programs,  and  the  Iowa  Industrial  New  Jobs  Training  Pro- 
gram. The  Reform  Act  permits  annual  bond  volume  authority  to  be 
carried  forward  for  most  purposes  for  which  private  activity  bonds 
may  be  issued.  Carryforwards  of  annual  bond  volume  authority  are 
not  addressed  for  bonds  issued  pursuant  to  these  four  programs. 

Explanation  of  Provision 

The  bill  clarifies  that  bonds  issued  under  the  Texas  Veterans' 
Land  Bond  Program,  the  Oregon  Small  Scale  Energy  Conservation 
and  Renewable  Resource  Loan  programs,  and  the  Iowa  Industrial 
New  Jobs  Training  Program  qualify  for  carryforward  elections 
under  the  applicable  private  activity  bond  volume  limitations,  be- 
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ginning  with  elections  for  the  calendar  year  1987  volume  limita- 
tions. Further,  the  bill  clarifies  that  bonds  issued  under  the  Iowa 
program  are  treated  as  satisfying  the  limitation  on  bond  maturity 
to  120  percent  of  the  economic  life  of  the  assets  financed,  if  the 
weighted  average  maturity  of  the  issue  does  not  exceed  20  years. 

13.  Issuance  of  tax-exempt  bonds  by  U.S.  possessions 

Present  Law 

Both  prior  law  and  the  Reform  Act  permitted  U.S.  possessions  to 
issue  tax-exempt  bonds  where  applicable  organic  Acts  in  conjunc- 
tion with  other  provisions  of  U.S.  law  permitted  such  issuance.  The 
Reform  Act  deletes,  as  deadwood,  the  term  ' 'Territory"  from  the 
the  list  of  qualified  issuers  of  tax-exempt  bonds  since  the  only  Ter- 
ritories of  the  U.S.  in  recent  history  are  now  the  States  of  Alaska 
and  Hawaii.  Bonds  issued  by  U.S.  possessions  are  subject  to  all 
Code  requirements  that  would  apply  if  the  bonds  were  issued  by  or 
on  behalf  of8  States  or  local  governments. 

Explanation  of  Provision 

The  committee  wishes  to  emphasize  that  the  deletion  of  the  word 
"Territory"  from  the  list  of  qualified  issuers  of  tax-exempt  bonds 
had  no  effect  on  the  ability  of  U.S.  possessions  (Puerto  Rico,  the 
Virgin  Islands,  American  Samoa,  and  Guam)  to  issue  tax-exempt 
bonds  since  those  entities  are  U.S.  possessions  and  are  not  Territo- 
ries. 

14.  Effective  dates 

Present  Law 
Mortgage  credit  certificate  (MCC)  targeting  rules 

The  amendments  to  the  mortgage  credit  certificate  (MCC)  target- 
ing rules  made  by  the  Act  apply  to  MCCs  issued  to  qualifying 
homebuyers  after  August  15,  1986. 

Rebate  requirement  for  qualified  veterans'  mortgage  bonds 

Under  the  Act,  the  extension  of  the  rebate  requirement  to  all 
tax-exempt  bonds  generally  applies  for  bonds  issued  after  August 
31,  1986  (in  the  case  of  certain  bonds  that  were  governmental 
bonds  under  prior  law)  or  December  31,  1985  (in  the  case  of  most 
other  bonds).  A  special  effective  date  applies  in  the  case  of  bonds 
used  to  fund  certain  pools.  There  is  no  general  transitional  excep- 
tion to  this  requirement. 

Prohibition  of  advance  refunding  of  pension  arbitrage  bonds  and 
bonds  violating  investment-type  property  restriction 

The  Act  expands  the  arbitrage  yield  restrictions  to  apply  to,  inter 
alia,  investments  in  annuity-type  contracts  (e.g.,  pension  arbitrage 
bonds)  and  all  other  investment-type  property.  The  restriction  on 


8  See,  Treas.  reg.  sec.  1.103-l(b);  Rev.  Rul.  63-20,  1963-1  C.B.  24;  and  Rev.  Proc.  82-26,  1982-1 
C.B.  476. 
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annuity  contract  investments  applies  to  bonds  (including  refunding 
bonds)  issued  after  September  25,  1985.  Otherwise,  the  expansion  of 
the  arbitrage  rstrictions  of  "all  investment-type  property' '  applies 
to  bonds  (including  refunding  bonds)  issued  after  August  15,  1986 
(August  31,  1986,  in  the  case  of  certain  governmental  bonds,  de- 
fined as  under  prior  law). 

Prohibition  of  abusive  devices  in  connection  with  advance  refund- 
ings 

The  Act  prohibits  the  use  of  any  device  intended  to  produce  arbi- 
trage profits  in  connection  with  an  advance  refunding,  effective 
with  respect  to  bonds  issued  after  December  31,  1986.  No  inference 
was  intended  that  such  devices  were  permitted  before  enactment  of 
the  Act. 

Repeal  of  qualified  mortgage  bond  policy  statement  requirement 

Under  prior  law,  issuers  of  qualified  mortgage  bonds  and  MCCs 
were  required  to  submit  to  the  Treasury  Department  annual  state- 
ments explaining  their  policies  in  distributing  bonds  and  credits. 
The  Act  repealed  this  requirement. 

Restrictions  on  use  of  income  of  qualified  scholarship  funding  cor- 
porations 

The  Reform  Act  provides  that  income  of  qualified  scholarship 
funding  corporations  must  be  used  for  the  purchase  of  additional 
student  loan  notes  or  paid  over  to  the  United  States.  Prior  law  had 
provided  for  payment  to  the  State  or  local  governmental  unit  char- 
tering the  corporation  in  lieu  of  payment  to  the  United  States.  The 
Reform  Act  inadvertently  omitted  a  separately  stated  effective  date 
for  this  provision. 

Explanation  of  Provisions 
Mortgage  credit  certificate  (MCC)  targeting  rules 

The  bill  clarifies  that  the  amendments  to  the  MCC  targeting 
rules  are  effective  with  respect  to  elections  to  trade-in  qualified 
mortgage  bond  authority  for  authority  to  issue  MCCs,  which  elec- 
tions are  made  after  August  15,  1986.  Thus,  credits  for  which  elec- 
tions to  trade-in  bond  authority  had  been  made  before  August  16, 
1986,  but  which  are  actually  distributed  after  that  date,  continue  to 
be  subject  to  the  prior-law  targeting  rules. 

Rebate  requirement  for  qualified  veterans '  mortgage  bonds 

The  bill  clarifies  that  the  arbitrage  rebate  requirement  applies  to 
current  refundings  of  qualified  veterans'  mortgage  bonds  issued 
before  August  16,  1986,  if  such  refunding  bonds  are  issued  after 
June  30,  1987. 

Prohibition  of  advance  refunding  of  pension  arbitrage  bonds  and 
bonds  violating  investment-type  property  restriction 

The  bill  clarifies  that  the  arbitrage  restriction  on  investment  in 
annuity  contracts  prohibits  advance  refundings  (as  well  as  new 
issues)  of  so-called  "pension  bonds"  after  September  25,  1985.  Ad- 
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vance  refunding  of  such  bonds  issued  under  project-specific  transi- 
tional exceptions  also  is  prohibited. 

The  bill  further  clarifies  that  the  provision  expanding  the  arbi- 
trage restrictions  to  all  "investment-type  property"  applies  to  ad- 
i  vance  refunding  bonds  issued  after  August  15,  1986  (August  31, 
1986,  for  certain  governmental  bonds  as  defined  under  prior  law)  as 
well  as  to  new  issues. 

Prohibition  of  abusive  devices  in  connection  with  advance  refund- 
ings 

The  bill  clarifies  that  the  Reform  Act's  prohibition  on  abusive  de- 
vices in  connection  with  advance  refundings  applies  to  bonds  issued 
after  August  31,  1986.  As  provided  in  the  legislative  history  accom- 
panying the  Reform  Act,  no  inference  is  intended  that  these  de- 
vices were  permitted  under  prior  law. 

Information  reporting  and  public  approval  requirements 

The  bill  clarifies  that  the  extensions  of  the  information  reporting 
requirement  to  all  bonds  and  of  the  public  approval  requirement  to 
all  private  activity  bonds  apply  to  bonds  issued  after  December  31, 
1986.  Bonds  that  were  subject  to  these  requirements  under  prior 
law  continued  to  be  so  subject  if  issued  between  August  15,  1986, 
and  January  1,  1987. 

Repeal  of  qualified  mortgage  bond  policy  statement  requirement 

The  bill  clarifies  that  the  repeal  of  the  annual  policy  statement 
requirement  for  qualified  mortgage  bonds  was  effective  for  refund- 
ing bonds  (as  well  as  new  money  issues)  issued  after  August  15, 
1986. 

Restrictions  on  use  of  income  of  qualified  scholarship  funding  cor- 
porations 

The  bill  clarifies  that  the  effective  date  of  the  amendments  relat- 
ed to  use  of  the  income  of  qualified  scholarship  funding  corpora- 
tions applies  to  distributions  occurring  after  August  15,  1986,  re- 
gardless of  when  the  bonds  to  which  the  income  relates  were 
issued. 

15.  Transitional  exceptions 

Present  Law 

Transitional  exception  for  certain  advance  refundings 

A  transitional  exception  to  various  requirements  of  the  Act  is 
provided  for  certain  advance  refunding  bonds.  Bonds  that  were 
IDBs  or  private  loan  bonds  under  prior  law  may  not  be  advance  re- 
funded under  this  exception. 

Refundings  of  certain  bonds  issued  pursuant  to  transitional  excep- 
tions 

Bonds  issued  pursuant  to  general  transitional  exceptions 

The  Reform  Act  includes  general  transitional  exceptions  for  cer- 
tain bonds  for  facilities  that  were  "in  progress"  on  September  25, 
1985  (Reform  Act  sec.  1312),  and  for  certain  current  refundings  of 
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bonds  originally  issued  before  August  16,  1986  (Reform  Act  sec. 
1313(a)). 

As  is  true  with  other  types  of  bonds,  the  Reform  Act  permits  cer- 
tain current  refundings  of  mortgage  revenue  bonds  and  student 
loan  bonds  to  occur  without  regard  to  the  new  targeting  rules  of 
the  Act.  The  legislative  history  accompanying  the  Reform  Act 
states  that  refundings  are  not  intended  to  qualify  for  this  transi- 
tional exception  if  the  period  for  originating  loans  under  the  re- 
funding bonds  extends  more  than  three  years  after  the  date  the  re- 
funded (original  bonds  in  the  case  of  a  series  of  refundings)  bonds 
were  issued. 

Bonds  issued  pursuant  to  certain  project-specific  exceptions 

Under  the  Reform  Act,  project-specific  transitional  exceptions 
generally  are  limited  to  a  specified  amount  of  bonds  (Reform  Act 
sees.  1316(g)  and  1317).  The  treatment  of  current  refunding  issues 
for  purposes  of  these  limitations  is  not  specified. 

Treatment  for  volume  limitation  purposes 

Advance  refundings  of  certain  output  facility  bonds 

The  State  private  activity  bond  volume  limitations  generally  are 
effective  for  bonds  issued  after  August  15,  1986.  Transitional  excep- 
tions are  provided  under  specified  circumstances  (Reform  Act  sec. 


A  special  rule  applies  to  advance  refundings  of  bonds  issued 
before  August  16,  1986,  if  the  bonds  were  governmental  bonds 
when  issued.  Under  this  rule,  the  refunding  bonds  are  subject  to 
the  volume  limitation,  to  the  extent  of  the  nongovernmental  use  of 
issue  in  excess  of  $15  million,  if  5  percent  or  more  of  the  proceeds 
of  the  issue  was  used  to  finance  output  facilities  (other  than  facili- 
ties for  furnishing  water). 

Qualified  redevelopment  bonds 

Under  the  Reform  Act,  bonds  issued  pursuant  to  project-specific 
transitional  exceptions  (Reform  Act  sec.  1317),  and  which  would  not 
have  been  subject  to  volume  limitations  under  prior  law,  are 
exempt  from  the  new  private  activity  bond  volume  limitation. 

The  Reform  Act  provides  project-specific  transitional  exceptions 
for  bonds  to  finance  several  redevelopment  projects  (Reform  Act 
sec.  1317(6)).  The  Reform  Act  specifies  that  bonds  issued  pursuant 
to  these  exceptions  are  to  be  treated  as  bonds  which  would  not 
have  been  subject  to  volume  limitations  under  prior  law.  (See, 
Reform  Act  sec.  1315(e).) 


Treatment  under  alternative  minimum  tax  of  bonds  issued  pursuant 
to  transitional  exceptions 

Interest  on  private  activity  bonds  (other  than  qualified  501(c)(3) 
bonds)  issued  after  August  7,  1986, 9  is  treated  as  a  preference  item 
for  purposes  of  the  alternative  minimum  tax.  This  treatment  does 


9  This  date  is  extended  to  August  31,  1986,  in  the  case  of  certain  bonds  that  were  governmen- 
tal bonds  under  prior  law. 
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not  apply  to  refundings  (including  a  series  of  refundings)  of  bonds 
originally  issued  before  August  8,  1986. 

Under  a  special  provision,  interest  on  bonds  issued  pursuant  to 
certain  project-specific  transitional  exceptions  (Reform  Act  sec. 
1317)  is  not  treated  as  a  preference  item,  if  the  bonds  would  not 
have  been  IDBs  or  private  loan  bonds  under  prior  law.  Bonds 
issued  pursuant  to  the  general  transitional  exceptions  for  certain 
"in  progress"  facilities  and  for  certain  refunding  bonds,  as  well  as 
exceptions  for  bonds  transitioned  under  prior  tax  Acts  which  excep- 
tions are  reenacted  (Reform  Act  sec.  1316(g)),  are  not  eligible  for 
this  exception.  Interest  on  these  bonds  is  therefore  a  preference 
item  under  the  alternative  minimum  tax  if  the  bonds  are  private 
activity  bonds,  as  defined  under  present  law. 

Carryforwards  for  certain  bonds  issued  pursuant  to  transitional  ex- 
ceptions 

The  Reform  Act  contains  no  general  rule  allowing  volume  cap 
carryforwards  for  bonds  issued  pursuant  to  transitional  exceptions. 
Certain  transitioned  bonds  (e.g.,  bonds  which  are  specifically  de- 
scribed as  belonging  to  a  category  for  which  carryforward  elections 
are  permitted  under  present  law)  may  qualify  for  carryforward 
elections  under  the  substantive  volume  limitation  rules. 

Project-specific  transitional  exceptions 

The  Reform  Act  provides  transitional  exceptions  to  indicated  pro- 
visions for  various  specifically  described  projects. 

Explanation  of  Provisions 
Transitional  exception  for  certain  advance  refundings 

Under  the  Reform  Act,  bonds  that  were  IDBs  or  private  loan 
bonds  under  prior  law  do  not  qualify  under  the  transitional  excep- 
tion for  certain  advance  refunding  bonds  (Reform  Act  sec.  1313(b)). 
The  bill  clarifies  that  the  determination  of  whether  a  bond  was  a 
private  loan  bond  is  to  be  made  without  regard  to  any  exception  to 
the  private  loan  bond  definition,  except  the  exception  for  so-called 
"excluded  loans"  (former  sec.  103(o)(2)(C)).  Thus  (e.g.),  IDBs,  mort- 
gage revenue  bonds  and  student  loan  bonds  are  treated  as  private 
loan  bonds  for  purposes  of  this  provision,  and  may  not  be  advance 
refunded  under  the  transitional  rule;  however,  bonds  used  to  make 
loans  that  enable  the  borrower  to  finance  a  governmental  tax  or 
assessment  of  general  application  for  an  essential  governmental 
function  may  qualify  under  the  transitional  exception  provided  the 
tax-assessment  bonds  would  not  have  been  IDBs  under  the  prior- 
law  definition. 

Refundings  of  certain  bonds  issued  pursuant  to  transitional  excep- 
tions 

Bonds  issued  pursuant  to  general  transitional  exceptions" 

In-progress"  project  rule— The  bill  clarifies  the  conditions  under 
which  bonds  issued  pursuant  to  the  general  transitional  exception 
for  certain  "in-progress"  projects  (Reform  Act  sec.  1312)  may  be 
currently  refunded,  while  continuing  to  qualify  for  transitional 
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relief.  Such  bonds  are  required  to  meet  satisfy  both  (a)  the  provi- 
sions of  the  Reform  Act  that  apply  to  bonds  issued  under  the  tran- 
sitional exception  for  in-progress  projects  (Reform  Act  sec. 
1312(b)(1)),  and  (b)  the  provisions  that  apply  under  the  general 
transitional  exception  for  current  refunding  bonds  (Reform  Act  sec. 
1313(b)(3)). 

Qualified  mortgage  bonds  and  student  loan  bonds. — The  bill  lib- 
eralizes and  codifies  the  statements  in  the  legislative  history  con- 
cerning the  maximum  loan  origination  periods  for  refundings  of 
qualified  mortgage  bonds  and  student  loan  bonds.  Under  the  bill, 
the  new  targeting  rules  for  qualified  mortgage  bonds  apply  to  all 
loans  made  from  the  proceeds  of  refunding  bonds,  which  loans  are 
orginated  more  than  three  years  after  the  date  the  refunded  bonds 
(original  bonds  in  the  case  of  a  series  of  refundings)  were  issued. 
This  requirement  applies  both  to  loans  originated  from  original 
proceeds  of  the  borrowing  and  to  loans  originated  from  prepay- 
ments of  mortgage  loans. 

Similarly,  in  the  case  of  student  loan  bonds,  the  new  Code  re- 
quirements  apply  to  loans  originated  more  than  three  years  after 
the  date  the  refunded  bonds  (original  bonds  in  the  case  of  a  series 
of  refundings)  were  issued.  In  the  case  of  refundings  of  student 
loans  issued  in  connection  with  the  Federal  GSL  and  PLUS  pro- 
grams, the  applicable  requirements  are  those  for  GSL  and  PLUS 
program  bonds  issued  under  the  1986  Code.  The  rule  does  not 
permit  conversion  of  these  Federally  guaranteed  bonds  into  supple- 
mental student  loan  bonds. 

These  codifications  for  mortgage  revenue  bonds  and  student  loan 
bonds  apply  to  loans  made  after  December  31,  1987,  with  respect  to 
refunding  bonds  issued  after  August  15,  1986.  (For  this  purpose,  a 
loan  is  considered  to  be  made  only  when  funds  actually  are  dis- 
bursed.) A  special  transitional  exception  provides  that  this  provi- 
sion does  not  apply  to  qualified  mortgage  bond  loans  made  after 
December  31,  1987,  with  the  proceeds  of  refunding  issues  issued 
before  October  13,  1987,  provided  that  the  loans  are  made  pursuant 
to  a  binding  contract  entered  into  before  October  13,  1987  (and 
binding  at  all  times  thereafer)  between  the  issuer  and  a  developer 
constructing  housing  the  purchasers  of  which  will  receive  mortgage 
bond  financing  exists.  The  exception  is  not  available  if,  at  any  time 
after  the  date  on  which  it  was  entered,  the  contract  is  modified, 
and  the  exception  applies  only  to  the  extent  of  the  amount  of  loan 
proceeds  irrevocably  committed  under  its  terms. 

Bonds  issued  pursuant  to  certain  project-specific  exceptions 

Where  a  transitional  exception  is  limited  to  a  specified  amount 
of  bonds  (Reform  Act  sees.  1316(g)  and  1317),  the  bill  clarifies  that 
bonds  issued  pursuant  to  the  exception  may  be  currently  refunded, 
under  specified  circumstances,  without  the  refunding  counting 
against  this  dollar  limit.  This  allowance  applies  to  a  refunding  (in- 
cluding a  series  of  refundings)  of  a  transitioned  bond,  provided 
that— 

(a)  the  weighted  average  maturity  of  the  refunding  issue  does  not 
exceed  the  weighted  average  maturity  of  the  refunded  bonds; 

(b)  the  amount  of  the  refunding  bond  does  not  exceed  the  out- 
standing principal  amount  of  the  refunded  bond;  and 
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(c)  the  refunded  bond  is  redeemed  within  90  days  of  the  issuance 
of  the  refunding  bond. 

Treatment  for  volume  limitation  purposes 

Advance  refundings  of  certain  output  facility  bonds 

The  bill  clarifies  that  the  rule  subjecting  the  private  use  portion 
of  advance  refundings  of  pre-August  16,  1986,  bonds  to  the  State 
private  activity  bond  volume  limitations,  if  5  percent  or  more  of 
the  net  proceeds  were  used  for  output  facilities,  applies  notwith- 
standing the  general  transitional  exception  contained  in  Reform 
Act  section  1315  for  certain  bonds  that  were  governmental  bonds 
under  prior  law. 

Qualified  redevelopment  bonds 

Qualified  redevelopment  bonds  that  are  the  subject  of  project-spe- 
cific transitional  exceptions  (Reform  Act  sec.  1317(6))  generally  are 
exempt  from  the  new  State  volume  limitations.  The  bill  clarifies 
that  this  treatment  does  not  apply  to  any  bonds  issued  pursuant  to 
these  exceptions  which  would  have  been  tax-exempt  IDBs  (as  de- 
fined under  the  1954  Code)  if  the  bonds  had  been  issued  before 
August  16,  1986.  (Bonds  for  a  purpose  that  would  not  have  qualified 
for  tax-exemption  under  prior  law  may  not  be  issued  under  these 
transitional  exceptions.) 

This  provision  is  effective  for  bonds  issued  after  June  10,  1987. 

Treatment  under  alternative  minimum  tax  of  bonds  issued  pursuant 
to  transitional  exceptions 

The  bill  clarifies  the  treatment  under  the  individual  and  corpo- 
rate alternative  minimum  taxes  of  interest  on  bonds  issued  pursu- 
ant to  various  transitional  exceptions.  Under  this  clarification,  in- 
terest on  bonds  issued  pursuant  to  transitional  exceptions  general- 
ly is  not  treated  as  a  preference  item  for  purposes  of  the  individual 
or  corporate  alternative  minimum  taxes,  unless  the  bonds  would 
have  been  IDBs  or  private  loan  bonds  if  issued  on  August  7,  1986. 
This  clarification  applies  to  bonds  issued  pursuant  to  the  general 
transitional  exceptions  for  certain  bonds  (Act  sec.  1312),  the  con- 
tinuing exceptions  for  certain  bonds  that  received  transitional 
relief  under  prior  tax  acts  (Act  sec.  1316(g)),  and  project-specific 
transitional  exceptions  (Reform  Act  sec.  1317).  The  clarification 
does  not  apply  to  refunding  bonds  which  are  subject  to  the  transi- 
tional exceptions  contained  in  the  minimum  tax  provisions  of  the 
Reform  Act. 

Carryforwards  for  certain  bonds  issued  pursuant  to  transitional  ex- 
ceptions 

The  bill  clarifies  that  carryforward  elections  under  the  new  State 
volume  limitations  are  permitted  for  bonds  (except  qualified  small- 
issue  bonds)  issued  pursuant  to  transitional  exceptions  (e.g.,  bonds 
authorized  under  Reform  Act  sees.  1312  and  1317). 

Amendments  to  project-specific  transitional  exceptions 

The  bill  clarifies  that  the  new  limitations  on  bond-financing  of 
costs  of  issuance  (sec.  147(g))  apply  to  bonds  issued  pursuant  to 
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project-specific  transitional  exceptions  (Reform  Act  sec.  1317), 
unless  otherwise  expressly  provided. 

The  bill  further  makes  various  amendments  to  project-specific 
transitional  exceptions  contained  in  the  Reform  Act.  Among  these 
amendments  is  a  clarification  that  bonds  authorized  to  be  issued  in 
excess  of  the  $150  million  limitation  on  outstanding  nonhospital 
bonds  for  section  501(c)(3)  organizations  under  the  project-specific 
transitional  exceptions  are  in  addition  to  any  such  bonds  author- 
ized under  a  generic  transitional  exception  to  the  Reform  Act 
(Reform  Act  sec.  1313(b)).  Further,  issuers  may  elect  which  excep- 
tion to  apply  first — the  project-specific  exception  or  the  generic  ex- 
ception. All  transitioned  bonds  count  toward  the  $150  million  limit 
in  determining  the  amount  of  additional  bonds  from  which  a  sec- 
tion 501(c)(3)  organization  may  benefit  in  the  future. 

The  committee  further  wishes  to  clarify  a  question  as  to  the 
order  in  which  bonds  issued  pursuant  to  project-specific  transition 
rules  must  be  issued.  The  committee  intends  that  these  transitional 
bonds  need  not  be  the  first  bonds  issued  by  the  issuer  after  the  ef- 
fective date  of  the  new  provisions.  For  example,  if  bonds  are  issued 
to  finance  airport  facilities  and  the  issue  qualifies  under  all  provi- 
sions of  the  Reform  Act,  these  bonds  do  not  count  against  any  tran- 
sitional exception  provided  for  that  airport.  Thus,  a  subsequent 
issue  may  be  issued  containing  the  full  amount  of  the  transitioned 
bonds. 


XIV.  Trust  and  Estates;  Unearned  Income  of  Certain  Minor  Chil- 
dren; Generation-Skipping  Transfer  Tax  (Sec.  10214  of  the  Bill) 

A.  Income  Taxation  of  Trusts  and  Estates 

1.  Grantor  treated  as  holding  any  power  or  interest  of  grantor's 

spouse  (sec.  10214(a)  of  the  bill,  sec.  1401  of  the  Reform  Act, 
and  sec.  672  of  the  Code) 

Present  Law 

The  grantor  of  a  trust  is  treated  as  the  owner  of  the  trust  assets 
if  he  retains  certain  powers  or  interests  over  all  or  a  portion  of  the 
trust  (sec.  671-678).  In  that  situation,  the  income  and  deductions  of 
the  portion  are  taxed  directly  to  the  grantor.  The  grantor  is  not, 
however,  treated  as  the  owner  by  virtue  of  certain  powers  exercis- 
able by  trustees,  none  of  whom  is  the  grantor  and  not  more  than 
half  of  whom  are  related  or  subordinate  parties  who  are  subservi- 
ent to  the  wishes  of  the  grantor.  The  grantor  is  also  treated  as  the 
owner  of  a  trust  if  the  trust  makes  certain  loans  to  him. 

The  grantor  is  treated  as  holding  all  powers  and  interests  of  the 
grantor's  spouse  if  the  grantor's  spouse  is  living  with  the  grantor 
when  such  interests  and  powers  are  created. 

Explanation  of  Provision 

The  bill  provides  that  the  grantor  will  be  treated  as  holding  any 
power  or  interest  that  was  held  by  an  individual  either  (1)  who  was 
the  grantor's  spouse  at  the  time  that  the  power  or  interest  was  cre- 
ated or  (2)  who  became  the  grantor's  spouse  subsequent  to  the  cre- 
ation of  that  power  or  interest.  For  this  purpose,  individuals  are 
not  considered  married  if  they  are  legally  separated  under  a  decree 
of  divorce  or  of  separate  maintenance. 

In  addition,  the  grantor  is  treated  as  owner  of  a  trust  by  virtue 
of  certain  powers  exercisable  by  trustees  if  the  grantor's  spouse  is  a 
trustee  or  more  than  half  of  the  trustees  are  related  or  subordinate 
parties  subservient  to  the  wishes  of  the  spouse.  The  grantor  is  also 
treated  as  the  owner  where  the  trust  makes  certain  loans  to  the 
grantor's  spouse. 

2.  Limitations  to  reversionary  interest  rule  exceptions  (sec. 

10214(b)  of  the  bill,  sec.  1402  of  the  Reform  Act,  and  sec.  673 
of  the  Code) 

Present  Law 

The  grantor  is  treated  as  the  owner  of  trust  property  where  the 
grantor  or  the  grantor's  spouse  has  a  reversionary  interest  whose 
value  is  more  than  5  percent  of  the  value  of  the  trust  at  the  time  of 
the  inception  of  the  trust. 
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Explanation  of  Provision 

The  bill  provides  that,  in  determining  whether  an  reversionary 
interest  has  a  value  in  excess  of  5  percent  of  the  trust,  it  will  be 
assumed  that  any  discretionary  powers  are  exercised  in  such  a  way 
as  to  maximize  the  value  of  the  reversionary  interest.  In  addition, 
the  bill  reenacts  a  provision  of  prior  law  which  provides  rules  for 
postponements  of  the  date  of  a  reversionary  interest.  This  provision 
was  deleted  by  the  Act,  but  is  necessary  where  the  date  of  the  re- 
versionary interest  is  after  the  life  of  an  individual  and  that  date  is 
later  postponed. 

3.  Taxable  year  of  trusts  (sec.  10214(c)  of  the  bill  and  sec.  1403  of 

the  Reform  Act) 

Present  Law 

Trusts  are  required  to  use  a  calendar  year  as  their  taxable  year, 
effective  for  taxable  years  beginning  after  December  31,  1986.  The 
taxable  income  of  any  beneficiary  of  a  trust  that  is  attributable  to 
the  trust's  short  taxable  year  arising  from  a  required  change  of  its 
taxable  year  to  a  calendar  year  is  to  be  included  in  the  benefi- 
ciary's income  over  a  four  year  period  beginning  with  the  year  of 
change. 

Explanation  of  Provision 

The  bill  provides  that  the  four  year  spread  from  a  required 
change  of  a  taxable  year  also  is  available  to  beneficiaries  of  chari- 
table remainder  trusts  (described  in  sec.  664). 

The  bill  also  specifies  that  any  trust  beneficiary  may  elect  to  in- 
clude the  taxable  income  attributable  to  the  required  change  in  the 
trust's  taxable  year  in  the  following  year.  The  committee  intends 
that  trusts  and  estates  required  to  change  their  taxable  year  annu- 
alize any  income  earned  in  the  short  year. 

4.  Application  of  four  year  spread  to  tiered  pass-through  entities 

(sec.  10214(c)  of  the  bill,  and  sees.  806  and  1403(c)  of  the 
Reform  Act) 

Present  Law 

Owners  of  partnerships,  S  corporations,  common  trust  funds  and 
trusts  are  permitted  to  take  into  income  income  attributable  to  the 
short  taxable  year  required  by  reason  of  changes  made  in  the  1986 
Act  over  the  four  year  period  beginning  in  such  year. 

Explanation  of  Provision 

The  bill  clarifies  that  a  pass-through  entity  which  is  required  to 
change  its  taxable  year  by  the  1986  Act  and  owns  an  interest  in  a 
pass-through  entity  that  also  was  required  to  change  its  taxable 
year  by  the  1986  Act  will  not  be  allowed  the  four  year  spread  with 
respect  to  income  earned  from  such  entity.  A  pass-through  entity  is 
any  partnership,  S  corporation,  common  trust  fund  or  trust. 
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5.  Estimated  taxes  of  trusts  and  estates  (sec.  12014(d)  of  the  bill, 
sec.  1404  of  the  Reform  Act,  and  sec.  6654  of  the  Code) 

Present  Law 

Trusts  and  estates  are  generally  required  to  pay  estimated  taxes 
in  the  same  manner  as  individuals.  Estates  do  not,  however,  pay 
estimated  taxes  for  taxable  years  ending  within  two  years  of  the 
decedent's  death.  Such  treatment  does  not  extend  to  revocable 
trusts,  which  sometimes  serve  as  estate  substitutes. 

Within  65  days  of  the  close  of  death  of  the  trust's  taxable  year, 
the  trustee  may  elect,  in  substance,  to  distribute  any  excess  esti- 
mated payments  to  the  trust  beneficiaries.  This  election  is  made  on 
the  trust's  tax  return  for  that  year. 

A  taxpayer  may  satisfy  the  obligation  to  pay  estimated  taxes  by 
paying  an  annualized  income  installment  which  is  computed  by 
placing  income  for  the  months  in  the  year  ending  before  the  due 
date  of  the  installment  on  an  annualized  basis. 

Explanation  of  Provision 

The  bill  exempts  a  grantor  trust  which  receives  the  residual  of 
the  probate  estate  under  the  grantor's  will  from  payment  of  esti- 
mated taxes  with  respect  to  taxable  years  ending  before  two  years 
after  the  grantor's  death. 

The  bill  provides  that  the  individual  estimated  tax  provisions  do 
not  apply  to  a  trust  subject  to  tax  under  section  511  or  to  any  pri- 
vate foundation.10  In  addition,  the  bill  clarifies  that  the  election  to 
distribute  excess  estimated  tax  payments  to  beneficiaries  need  not 
be  made  on  the  tax  return  for  the  trust  for  the  preceding  year,  but 
may  be  made  in  a  manner  prescribed  by  the  Secretary  of  the 
Treasury. 

The  bill  provides  that  a  trust  or  estate's  annualized  income  in- 
stallment must  be  computed  by  placing  income  for  the  months  in 
the  year  ending  before  the  date  one  month  prior  to  the  due  date  of 
the  installment  on  an  annualized  basis. 


10  See  section  10215h  of  the  bill,  clarifying  the  application  of  the  corporate  estimated  tax  re- 
quirements to  these  organizations. 


B.  Taxation  of  Unearned  Income  of  Minor  Children  (sec.  10214(e) 
of  the  bill,  sec.  1411  of  the  Reform  Act,  and  sees.  1  and  59  of  the 
Code) 

Present  Law 

The  unearned  income  of  a  child  under  age  14  in  excess  of  $1,000 
is  taxed  to  the  child  at  the  highest  marginal  rate  of  the  child's  par- 
ents. This  tax  is  determined  by  calculating  the  additional  tax  that 
the  parents  would  pay  if  the  parents'  income  included  the  un- 
earned income  of  the  child  in  excess  of  $1,000.  In  making  this  cal- 
culation, the  amount  of  the  parents'  deductions  and  credits  are  not 
affected  by  the  inclusion  of  any  of  the  child's  unearned  income  in 
the  parents'  income.  The  Secretary  of  the  Treasury  is  to  issue  regu- 
lations providing  for  the  application  of  these  rules  where  the  minor 
child  or  his  parents  is  subject  to  the  alternative  minimum  tax. 

Where  an  individual  transfers  appreciated  property  to  a  trust 
and  the  trust  disposes  of  such  property  within  2  years  of  the  trans- 
fer, the  tax  on  the  built-in  gain  at  the  time  of  the  transfer  to  the 
trust  is  determined  at  the  highest  marginal  rate  of  the  transferor 
for  the  year  of  sale  (sec.  644). 

Explanation  of  Provision 

Computation  of  child's  tax  where  parents'  rates  are  used  to  deter- 
mine tax  of  trust 

The  bill  provides  that,  where  parents  marginal  tax  brackets  are 
being  used  to  determine  both  the  income  tax  of  a  trust  under  sec- 
tion 644  and  the  income  tax  of  their  minor  children  under  section 
l(i),  the  tax  of  the  trust  is  determined  first  without  regard  to  the 
income  of  the  minor  child  and  then  the  tax  of  the  minor  child  is 
determined  by  including  the  gain  of  the  trust  which  is  taxable 
under  section  644  in  the  income  of  the  parent.  The  bill  also  pro- 
vides that  the  determination  of  the  tax  of  the  child  does  not  affect 
that  amount  of  any  "exclusion,"  as  well  as  any  deduction  or  credit, 
of  the  parents. 

Alternative  minimum  tax 

The  bill  also  provides  that  the  alternative  minimum  tax  imposed 
on  the  net  unearned  minimum  taxable  income  of  a  child  under  14 
years  of  age  will  not  be  less  than  the  alternative  minimum  tax 
which  would  have  been  imposed  on  the  parents  had  that  income 
been  included  in  the  parents'  alternative  minimum  taxable  income. 
The  amount  of  minimum  tax  which  would  have  been  imposed  on 
the  parents  is  computed  by  including  the  child's  net  unearned  min- 
imum taxable  income  in  the  alternative  minimum  taxable  income 
of  the  parents,  and  by  increasing  the  parents'  regular  tax  by  the 
amount  of  the  child's  regular  tax  imposed  on  the  net  unearned 
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income  of  the  child.  For  this  purpose,  net  unearned  minimum  tax- 
able income  means  net  unearned  income  (i.e.,  unearned  income  in 
excess  of  $1,000)  computed  by  taking  into  account  the  preferences 
and  adjustments  provided  in  sections  56,  57  and  58. 

For  example,  assume  that  the  child's  net  unearned  income  (as 
defined  in  section  l(i)(4))  is  $10,000  and  the  unearned  minimum 
taxable  income  (as  defined  in  section  59(j)(3)  as  added  by  the  bill)  is 
$20,000,  by  reason  of  the  child  having  $10,000  of  tax-exempt  inter- 
est on  newly  issued  private  activity  bonds.  Assume  that  the  parents 
are  subject  to  the  alternative  minimum  tax  for  the  taxable  year 
and  that  the  parents'  marginal  rate  for  purposes  of  the  regular  tax 
is  28  percent.  Under  the  rules  of  section  l(i),  the  child's  regular  tax 
on  the  net  unearned  income  is  $2,800.  The  child  is  not  subject  to 
the  alternative  minimum  tax  (determined  without  regard  to  this 
provision)  by  reason  of  the  $30,000  exemption  amount.  Under  the 
bill,  the  child's  minimum  tax  will  be  $1,400  (21  percent  of  $20,000 
($4,200)  less  28  percent  of  $10,000  ($2,800)).  If,  however,  the  parents 
would  not  have  been  subject  to  the  alternative  minimum  tax 
(taking  into  account  the  net  unearned  minimum  taxable  income 
and  the  regular  tax  of  the  child)  because  their  regular  tax  exceeded 
their  tentative  minimum  tax,  no  minimum  tax  would  be  imposed 
on  the  child. 


C.  Generation-Skipping  Transfer  Tax 

1.  Overlap  of  direct  skips  and  taxable  terminations  and  distribu- 
tions (sees.  10214(f)(3),  (f)(15),  (g)(3)  of  the  bill,  sec.  1431  of 
the  Reform  Act,  and  sec.  2611  of  the  Code) 

Present  Law 

A  ' 'direct  skip"  is  defined  as  a  transfer  subject  to  estate  or  gift 
tax  of  an  interest  in  property  to  a  skip  person.  A  ' 'taxable  termina- 
tion" is  defined  as  a  termination  of  an  interest  in  property  held  in 
trust  if  (1)  there  is  no  nonskip  person  who  has  an  interest  in  the 
trust  after  the  termination  or  (2)  at  no  time  after  the  termination 
may  a  distribution  be  made  from  that  trust  to  a  nonskip  person.  A 
' 'taxable  distribution"  is  defined  as  a  distribution  from  a  trust  to  a 
skip  person  (other  than  a  taxable  termination  or  a  direct  skip). 

Excluded  from  the  definition  of  direct  skips  are  (1)  certain  trans- 
fers to  a  grandchild  where  the  parent  of  the  grandchild  is  dead  (the 
predeceased  parent  rule)  and  (2)  certain  transfers  prior  to  January 

1,  1990,  of  less  than  $2  million  (the  $2  million  exemption). 

Explanation  of  Provision 

The  bill  provides  that,  where  a  transfer  meets  the  definitions  of  a 
direct  skip  and  a  taxable  termination  or  distribution,  the  transac- 
tion will  be  treated  as  a  direct  skip.  For  example,  where  an  individ- 
ual transfers  property  into  a  trust  that  is  to  pay  income  to  that  in- 
dividual for  his  life  and,  after  that  individual's  death,  to  pay  the 
remainder  to  that  individual's  grandchild,  there  is  both  a  direct 
skip  and  a  taxable  termination  under  present  law  at  the  death  of 
that  individual.  Under  the  bill,  the  transfer  would  be  treated  as  a 
direct  skip  from  the  individual  to  the  individual's  grandchild  (and 
not  as  a  taxable  termination)  at  the  time  of  that  individual's  death. 

The  bill  also  clarifies  that  transfers  which  do  not  constitute 
direct  skips  because  of  the  deceased  parent  rule  or  the  $2  million 
exemption  also  do  not  constitute  taxable  terminations  or  distribu- 
tions. 

2.  Treatment  of  certain  charitable  interests  (sec.  10214(f)(4)  of  the 

bill,  sec.  1431  of  the  Reform  Act,  and  sec.  2642  of  the  Code) 

Present  Law 

The  amount  of  the  generation-skipping  transfer  tax  is  deter- 
mined by  multiplying  the  amount  involved  by  the  "applicable 
rate."  The  "applicable  rate"  is  the  product  of  the  maximum  Feder- 
al estate  tax  rate  and  the  "inclusion  ratio,"  and  the  "inclusion 
ratio"  is  the  excess  of  1  over  the  "applicable  fraction."  The  "appli- 
cable fraction"  is  a  fraction  the  numerator  of  which  is  the  portion 
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of  the  $1  million  exemption  allowed  each  individual  that  is  allocat- 
ed to  this  transfer  and  the  denominator  of  which  is  the  value  of  the 
property  transferred  to  the  generation-skipping  trust.  For  transfers 
to  trust  (which  are  not  direct  skips),  the  denominator  is  reduced  by 
(1)  any  Federal  estate  or  State  death  taxes  recovered  from  the  trust 
and  (2)  any  charitable  deduction  with  respect  to  the  property,  based 
on  the  present  value  of  the  charitable  interest. 

The  effect  of  deducting  the  present  value  of  any  charitable  inter- 
est from  the  denominator  of  the  applicable  fraction  is  to  permit  le- 
veraging of  the  exemption  amount.  Thus,  if  the  trust  assets  suffi- 
ciently outperform  the  rate  of  return  assumed  in  computing  the 
present  value  of  the  charitable  interest,  the  amount  passed  to  non- 
charitable  persons  can  exceed  the  amount  which  would  have  been 
passed  to  them  had  there  been  no  charitable  interest  in  the  trust. 

Explanation  of  Provision 

The  bill  provides  that  for  any  charitable  lead  trust,  the  applica- 
ble fraction  shall  be  a  fraction,  the  numerator  of  which  is  the  ad- 
justed GST  exemption  and  the  denominator  of  which  is  the  value 
of  all  property  in  the  trust  immediately  after  termination  of  the 
charitable  lead  interest.  The  adjusted  GST  exemption  is  an  amount 
equal  to  the  GST  exemption  allocated  to  the  trust  increased  by  the 
interest  rate  used  in  determining  the  charitable  deduction  for  gift 
or  estate  tax  purposes  for  the  period  of  the  charitable  lead  interest. 
Thus,  the  adjusted  GST  amount  equals  the  claimed  exemption  in- 
creased by  the  applicable  interest  rate  used  when  the  trust  was  cre- 
ated. The  claimed  exemption  is  increased  by  the  applicable  interest 
rate  for  each  year  of  the  actual  length  of  the  charitable  interest, 
determined  when  the  interest  terminates. 

A  charitable  lead  interest  is  one  which  is  in  the  form  of  a  guar- 
anteed annuity  or  is  a  fixed  percentage  distributed  yearly  of  the 
fair  market  value  of  the  property.  The  bill  does  not  affect  the  treat- 
ment of  other  charitable  trusts. 

The  provision  is  effective  for  transfers  made  after  October  13, 
1987. 
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3.  Special  rule  for  determination  of  inclusion  ratio  where  inter 

vivos  transfers  are  includible  in  transferor's  gross  estate  (sec. 
10214(f)(5)  of  the  bill,  sec.  1431  of  the  Reform  Act,  and  sec. 
2642  of  the  Code) 

Present  Law 

The  inclusion  ratio  is  used  to  establish  the  rate  of  tax  which  is 
imposed  on  the  generation-skipping  transfer.  It  is  the  ratio  the  nu- 
merator of  which  is  the  amount  of  the  $1  million  exemption  al- 
lowed to  every  individual  that  the  transferor  has  allocated  to  a  par- 
ticular transfer  and  the  denominator  of  which  is  the  value  of  the 
property  transferred  to  the  trust  reduced  by  any  Federal  or  State 
death  taxes  recovered  from  the  trust  and  the  present  value  of  any 
charitable  interests  in  the  trust.11  Where  any  of  the  $1  million  ex- 
emption is  allocated  to  property  transferred  at  or  after  the  death  of 
the  transferor,  the  value  of  the  property  is  its  value  for  Federal 
estate  tax  purposes.  Where  any  of  the  $1  million  exemption  is  allo- 
cated on  a  timely  filed  gift  tax  return,  the  value  of  the  property  is 
its  value  for  Federal  gift  tax  purposes.  Where  any  of  the  $1  million 
is  allocated  during  the  lifetime  of  the  transferor  but  not  on  a 
timely  filed  gift  tax  return,  the  value  of  the  property  is  determined 
at  the  time  that  the  allocation  is  filed  with  the  Internal  Revenue 
Service. 

Explanation  of  Provision 

The  bill  provides  that  no  allocation  of  any  portion  of  the  trans- 
feror's $1  million  exemption  may  be  made  to  any  portion  of  proper- 
ty that  is  transferred  by  the  transferor  during  his  lifetime,  but 
would  be  includible  in  the  transferor's  gross  estate  (other  than  pur- 
suant to  sec.  2035)  until  the  earlier  of  the  date  of  a  generation-skip- 
ping transfer  with  respect  to  the  property  or  the  transferor's  death. 
The  value  of  property  for  purposes  of  determining  the  inclusion 
ratio  shall  be  its  value  for  Federal  estate  tax  purposes.  If  such 
transfer  is  a  direct  skip  to  a  trust,  such  skip  will  be  treated  as  oc- 
curring on  the  earlier  of  the  date  of  a  generation-skipping  transfer 
from  the  trust  with  respect  to  the  property  or  the  death  of  the 
transferor. 

4.  Definition  of  skip  person  involving  trusts  (sec.  10214(f)(6)  of 

the  bill,  sec.  1431  of  the  Reform  Act,  and  sec.  2613  of  the 
Code) 

Present  Law 

Under  present  law,  a  "skip  person"  is  defined  to  mean  either  (1) 
a  person  assigned  to  a  generation  that  is  two  or  more  generations 
below  that  of  the  transferor  or  (2)  a  trust  all  the  interests  of  which 
are  held  by  such  persons  or  which  at  no  time  can  make  distribu- 
tions to  persons  assigned  to  a  generation  less  than  two  generations 
below  that  of  the  transferor  (sec.  2613(a)).  Also  under  present  law,  a 
trust  generally  is  a  person  (sec.  7701(a)(1)). 


*i  The  bill  modifies  the  allowance  of  the  charitable  deduction  for  purposes  of  determining  the 
inclusion  ratio  for  charitable  lead  trusts. 
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If  an  estate,  trust,  partnership,  corporation,  or  other  entity  has 
an  interest  in  property,  each  individual  having  a  beneficial  interest 
in  such  entity  is  treated  as  having  an  interest  in  that  property  and 
is  assigned  to  a  generation  under  normal  generation  assignment 
rules  consistent  with  that  beneficial  interest  (sec.  2651(e)(2)). 

Explanation  of  Provision 

The  bill  clarifies  the  definition  of  a  "skip  person"  by  providing 
that  a  skip  person  must  be  a  "natural  person"  whose  generation 
assignment  is  two  or  more  generations  below  that  of  the  transferor 
(i.e.,  category  (1),  above).  In  addition,  the  bill  provides  that  the  de- 
termination of  whether  a  trust  is  a  "skip  person"  (i.e.,  category  (2), 
above)  is  to  be  determined  without  regard  to  the  entity  look- 
through  rules  as  they  apply  to  trusts. 

5.  Disregard  of  support  obligations  as  an  interest  (sec.  10214(f)(7) 

of  the  bill,  sec.  1431  of  the  Reform  Act,  and  sec.  2652  of  the 
Code) 

Present  Law 

In  order  to  determine  whether  there  is  a  taxable  termination 
(sec.  2612(a)),  whether  property  is  transferred  to  a  skip  person  (sec. 
2612(c)),  and  whether  property  qualifies  for  the  $2  million  exemp- 
tion for  transfers  to  grandchildren,  it  is  necessary  to  determine 
which  persons  have  an  "interest"  in  the  trust.  A  person  generally 
is  treated  as  having  an  interest  held  in  trust  if  that  person  has  a 
right  (other  than  a  future  right)  to  receive  income  or  corpus  from  a 
trust  or  is  a  permissible  current  recipient  of  income  or  corpus  from 
the  trust. 

Explanation  of  Provision 

The  bill  provides  that  any  income  or  corpus  of  the  trust  that  may 
be  used  to  satisfy  any  obligation  of  support  arising  by  reason  of 
State  law  is  to  be  disregarded  in  determining  whether  a  person  has 
an  interest  in  a  trust  if  such  use  is  discretionary  or  pursuant  to 
any  State  law  substantially  equivalent  to  the  Uniform  Gifts  to 
Minors  Act.  Thus,  a  parent  is  not  treated  as  having  an  interest  in  a 
trust  by  reason  of  powers  he  may  have  as  a  guardian  for  the  child. 
On  the  other  hand,  a  parent  will  be  treated  as  having  an  interest 
in  a  trust  if  the  trust  instrument  mandates  that  trust  assets  be 
used  to  discharge  a  support  obligation. 

6.  Taxation  of  multiple  skips  (sec.  10214(f)(8)  of  the  bill,  sec.  1431 

of  the  Reform  Act,  and  sec.  2653  of  the  Code) 

Present  Law 

There  is  no  generation-skipping  transfer  tax  on  what  otherwise 
would  be  a  direct  skip  where  property  is  transferred  from  the 
transferor  to  the  grandchild  of  the  transferor  or  to  a  trust  for  the 
benefit  of  such  a  grandchild  if  the  parent  of  the  grandchild  is  de- 
ceased at  the  time  of  the  transfer  (sec.  2612(c)).  This  is  accom- 
plished by  deeming  the  generation  assignment  of  the  grandchild  to 
"step  up"  to  the  generation  of  the  child. 
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Where  property  held  in  trust  has  been  the  subject  of  a  genera- 
tion-skipping transfer  tax  and  the  property  remains  in  trust,  the 
transferor  of  the  property  remaining  in  trust  for  purposes  of  subse- 
quent applications  of  the  generation-skipping  transfer  tax  is 
deemed  to  be  in  the  generation  one  higher  than  the  generation  of 
the  beneficiary  or  beneficiaries  with  the  highest  generation.  In 
effect,  the  generation  of  the  transferor  "drops  down"  to  one  genera- 
tion older  than  that  of  the  eldest  beneficiaries  of  the  trust.  There  is 
no  "drop  down"  of  the  transferor  where  the  property  is  exempt 
from  the  generation-skipping  tax  by  reason  of  the  predeceased 
child  exception  of  section  2612(c).  Thus,  if  property  is  transferred 
by  a  grandparent  to  a  trust  for  the  exclusive  benefit  of  the  trans- 
feror's grandchild,  distributions  from  the  trust  to  the  grandchild 
would  be  taxable  distributions  even  though  the  grandchild's  par- 
ents were  deceased  when  the  trust  was  created. 

Explanation  of  Provision 

The  bill  provides  that  the  generation  "drop-down"  rule  of  section 
2653(a)  applies  where  there  would  have  been  a  generation-skipping 
transfer  but  for  the  predeceased  child  rule  of  section  2612(c).  Thus, 
where  a  grandparent  transfers  property  to  a  trust  which  is  to  pay 
income  to  the  grandparent's  grandchild  for  life,  distributions  to  the 
grandchild  would  not  be  taxable  distributions  if  the  grandchil- 
dren's parents  were  deceased  at  the  time  of  the  transfer  to  the 
trust. 

7.  Certain  interests  disregarded  (sec.  10214(f)(9)  of  the  bill,  sec. 
1431  of  the  Reform  Act,  and  sec.  2652(c)(2)  of  the  Code) 

Present  Law 

The  determination  of  whether  a  trust  is  a  generation-skipping 
trust  depends  upon  whether  a  beneficiary  has  an  "interest"  in  the 
trust.  A  person  generally  has  an  interest  in  property  if  that  person 
has  a  right  (other  than  a  future  right)  to  receive  income  or  corpus 
from  the  trust  or  is  a  permissible  current  recipient  of  income  or 
corpus  from  the  trust.  Nonetheless,  present  law  provides  that  an 
interest  that  is  used  primarily  to  postpone  or  avoid  the  generation- 
skipping  transfer  tax  is  disregarded  in  applying  the  generation- 
skipping  transfer  tax. 

Explanation  of  Provision 

The  bill  clarifies  the  rule  of  present  law  that  disregards  interests 
primarily  used  to  postpone  or  avoid  the  generation-skipping  trans- 
fer tax  by  removing  any  indication  that  the  interest  to  be  disre- 
garded must  be  nominal  and  by  providing  that  the  rule  applies  if 
the  primary  purpose  of  the  interest  is  to  avoid  any  generation-skip- 
ping transfer  tax.  For  example,  if  a  transferor  placed  property  in 
trust  which  is  to  pay  income  to  a  great  grandchild  for  a  relatively 
short  period,  then  income  to  a  grandchild  for  life,  with  remainder 
going  back  to  a  great  grandchild,  in  order  to  avoid  a  second  imposi- 
tion of  the  generation-skipping  transfer  tax,  the  income  interest  of 
the  great  grandchild  would  be  disregarded  so  that  there  would  be  a 
generation-skipping  transfer  tax  at  the  death  of  the  grandchild. 
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That  interest  would  be  disregarded  even  though  distributions  to 
the  great  grandchild  are  taxable  distributions  under  present  law. 

8.  Definition  of  transferor  (sec.  10214(f)(10)  of  the  bill,  sec.  1431 
of  the  Reform  Act,  and  sec.  2652  of  the  Code) 

Present  Law 

The  term  "transferor' '  is  defined  to  mean  the  decedent,  in  the 
case  of  a  transfer  of  a  kind  subject  to  the  Federal  estate  tax,  or  the 
donor,  in  the  case  of  a  transfer  of  a  kind  subject  to  the  Federal  gift 
tax.  In  some  cases,  it  is  possible  for  property  to  be  subject  to  Feder- 
al estate  or  gift  tax  even  though  there  is  no  transfer  of  such  prop- 
erty under  local  law  at  such  time.  For  example,  in  the  case  of  a 
trust  which  is  to  pay  income  to  the  transferor  for  life,  then  income 
to  the  transferor's  child  for  life,  remainder  to  the  transferor's 
grandchild,  the  property  is  includible  in  the  gross  estate  of  the 
transferor,  even  though  there  is  no  transfer  of  the  trust  assets 
under  local  law  at  the  time  of  the  transferor's  death. 

Explanation  of  Provision 

The  bill  clarifies  the  definition  of  "transferor"  by  providing  that 
a  person  is  treated  as  the  transferor  of  any  property  included  in 
the  gross  estate  of  that  person  or  of  which  that  person  has  made  a 
gift.  Thus,  a  person  can  be  a  transferor  even  though  there  is  no 
transfer  of  property  under  local  law.  The  transferor  is  treated  as 
transferring  any  property  with  respect  to  which  that  person  is  the 
transferor. 


9.  Regulatory  authority  to  prescribe  rules  dealing  with  trust 

equivalents  (sec.  10214(f)(ll)  of  the  bill,  sec.  1431  of  the 
Reform  Act,  and  sec.  2663  of  the  Code) 

Present  Law 

The  generation-skipping  transfer  tax  is  imposed  on  generation- 
skipping  trusts.  For  this  purpose,  a  trust  is  any  arrangement  (other 
than  an  estate)  which  has  substantially  the  same  effect  as  a  trust. 
Examples  of  such  arrangements  include  life  estates  and  remain- 
ders, estates  for  years,  and  insurance  and  annuity  contracts. 

Explanation  of  Provision 

The  bill  provides  the  Secretary  of  the  Treasury  with  authority  to 
prescribe  regulations  modifying  the  generation-skipping  transfer 
tax  rules  generally  applicable  to  trusts  in  the  case  of  trust  equiva- 
lents. For  example,  where  the  generation-skipping  arrangement  is 
in  the  form  of  an  insurance  or  annuity  contract,  it  is  possible  that 
the  Secretary  of  the  Treasury  may  exercise  the  authority  granted 
by  this  section  of  the  bill  to  provide  that  the  beneficiary  of  the  in- 
surance or  annuity  contract  pay  any  generation-skipping  transfer 
tax. 

10.  Generation  assignment  of  governmental  entities  (sec. 
10214(f)(12)  of  the  bill,  sec.  1431  of  the  Reform  Act,  and  sec. 
2651(e)(3)  of  the  Code) 

Present  Law 

In  general,  persons  who  are  related  to  the  transferor  are  as- 
signed to  a  generation  based  upon  their  relationship  to  the  trans- 
feror. Persons  who  are  not  related  to  the  transferor  are  assigned  to 
a  generation  based  upon  the  difference  in  age  between  that  person 
and  the  transferor.  Charitable  organizations  (described  in  sees. 
511(a)(2)  and  (b)(2))  are  assigned  to  the  same  generation  as  that  of 
the  transferor. 

Explanation  of  Provision 

The  bill  provides  that  any  governmental  entity  is  assigned  to  the 
same  generation  as  that  of  the  transferor.  The  rule  applies  to  all 
governmental  entities,  including  the  United  States  Government, 
the  government  of  any  State,  and  the  government  of  any  foreign 
country. 


(1474) 
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11.  Basis  of  property  after  a  taxable  termination  (sec.  10214(f)(13) 
of  the  bill,  sec.  1431  of  the  Reform  Act,  and  sec.  2654  of  the 
Code) 

Present  Law 

Where  property  is  subject  to  a  generation-skipping  transfer  tax, 
the  basis  of  the  property  immediately  after  the  generation-skipping 
transfer  tax  generally  is  its  basis  immediately  before  the  imposi- 
tion of  the  generation-skipping  transfer  tax  increased  (but  not  in 
excess  of  the  property's  fair  market  value  at  such  time)  by  the  por- 
tion of  the  generation-skipping  transfer  tax  attributable  to  any  ap- 
preciation in  the  property  at  such  time.  Nonetheless,  where  proper- 
ty is  entirely  subject  to  a  generation-skipping  transfer  tax  at  the 
same  time  as  and  as  a  result  of  the  death  of  an  individual,  the 
basis  of  the  property  immediately  after  the  imposition  of  the  gen- 
eration-skipping transfer  tax  generally  is  its  fair  market  value  at 
such  time.  Where  only  a  portion  of  the  property  is  subject  to  the 
generation-skipping  transfer  tax  (because  the  inclusion  ratio  is  less 
than  1),  any  increase  in  basis  to  the  property's  fair  market  value 
basically  is  limited  to  the  portion  of  the  property  subject  to  the 
generation-skipping  transfer  tax  (i.e.,  the  amount  of  appreciation  in 
the  property  multiplied  by  the  inclusion  ratio). 

Explanation  of  Provision 

The  bill  provides  that  where  the  basis  of  property  that  has  been 
subject  to  a  generation-skipping  transfer  tax  is  to  be  determined  by 
reference  to  its  fair  market  value  (because  the  generation-skipping 
transfer  tax  occurs  at  the  same  time  as  and  as  a  result  of  the  death 
of  an  individual)  and  the  inclusion  ratio  is  less  than  1,  any  decrease 
in  basis  (as  well  as  any  increase  in  basis)  is  limited  by  the  decrease 
in  the  value  of  such  property  multiplied  by  the  inclusion  ratio. 

12.  Treatment  of  single  trust  as  multiple  trusts  (sec.  10214(f)(14) 
of  the  bill,  sec.  1431  of  the  Reform  Act,  and  sec.  2654  of  the 
Code) 

Present  Law 

The  generation-skipping  transfer  tax  is  imposed  on  direct  skips 
and  taxable  terminations  and  taxable  distributions  from  a  genera- 
tion-skipping trust.  The  impact  of  the  generation-skipping  transfer 
tax  sometimes  depends  upon  whether  assets  are  transferred  in  one 
trust  or  in  more  than  one  trust.  For  example,  where  transfers  that 
qualify  for  the  $10,000  annual  exclusion  are  made  to  a  generation- 
skipping  trust  that  has  an  inclusion  ratio  greater  than  zero,  a  por- 
tion of  such  transfers  may  later  be  subject  to  a  generation-skipping 
transfer  tax  as  a  taxable  termination  or  taxable  distribution,  even 
though  such  transfers  would  never  be  subject  to  the  generation- 
skipping  transfer  tax  if  made  to  a  separate  trust  that  has  a  zero 
inclusion  ratio. 
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Explanation  of  Provision 

The  bill  provides  that  a  single  trust  generally  may  not  be  treated 
as  two  separate  trusts  for  purposes  of  the  generation-skipping 
transfer  tax.  However,  portions  of  a  trust  attributable  to  transfers 
from  different  transferors,  and  substantially  separate  and  inde- 
pendent shares  of  different  beneficiaries  in  a  trust,  shall  be  treated 
as  separate  trusts. 

The  bill  does  not  affect  the  treatment  of  trusts  which  are  sepa- 
rate trusts  under  state  law. 

13.  Special  election  for  qualified  terminable  interest  property  (sec. 

10214(f)(16)  of  the  bill,  sec.  1431  of  the  Reform  Act,  and  sec. 
2652(a)(3)  of  the  Code) 

Present  Law 

The  term  "transferor"  is  defined  to  mean  the  decedent,  in  the 
case  of  a  transfer  of  a  kind  subject  to  the  Federal  estate  tax,  or  the 
donor,  in  the  case  of  a  transfer  of  a  kind  subject  to  the  Federal  gift 
tax."12  In  the  case  of  any  property  which  has  been  elected  to  be 
treated  as  qualified  terminable  interest  property  (QTIP)  for  gift  or 
estate  purposes,  the  estate  of  the  decedent  or  the  donor  spouse  may 
elect  to  treat  the  property  for  generation-skipping  transfer  tax  pur- 
poses as  if  no  QTIP  election  had  been  made.  Thus,  under  the  elec- 
tion, for  generation-skipping  tax  purposes,  the  donor  or  decedent 
spouse  would  be  treated  as  the  transferor  with  respect  to  property 
which  would  for  estate  and  gift  tax  purposes  be  treated  as  passing 
to  the  donee  or  surviving  spouse. 

Explanation  of  Provision 

The  provision  clarifies  that  the  election  to  treat  property  as  if  no 
QTIP  election  had  been  made  must  be  made  with  respect  to  all  the 
property  in  the  QTIP  trust.  For  example,  if  a  spouse  makes  a  QTIP 
election  with  respect  to  $1.4  million  of  a  $2  million  trust,  he  must, 
to  make  the  generation-skipping  election,  elect  with  respect  to  the 
entire  $1.4  million. 

14.  Certain  partial  terminations  treated  as  taxable  (sec. 
10214(f)(17)  of  the  bill,  sec.  1431  of  the  Reform  Act  and  sec. 
2612(a)  of  the  Code) 

Present  Law 

If  a  taxable  termination  occurs  with  respect  to  a  trust  at  the 
same  time  as  and  as  a  result  of  the  death  of  an  individual,  an  elec- 
tion may  be  made  to  value  the  property  included  in  the  termina- 
tion under  the  alternate  valuation  rule  provided  in  section  2032. 

If,  upon  the  termination  of  an  interest  in  property  held  in  trust, 
a  specified  portion  of  the  trust  assets  are  distributed  to  certain  per- 
sons, the  termination  shall  be  considered  a  taxable  termination 
with  respect  to  such  portion  of  trust  property  and  will  be  eligible 
for  alternate  valuation.  This  treatment  is  limited  to  distributions  to 


12  The  bill  would  replace  "a  transfer  of  a  kind"  with  "any  property. 


1477 


skip  persons  who  are  lineal  descendents  of  the  holder  of  the  inter- 
est. 

Explanation  of  Provision 

The  bill  provides  that  the  distribution  of  a  specific  portion  of 
trust  assets  will  be  treated  as  a  taxable  termination  only  if  it 
occurs  upon  the  termination  of  an  interest  in  property  by  reason  of 
the  death  of  a  lineal  descendant  of  the  transferor.  Such  treatment 
will  be  available  to  all  skip  persons. 

15.  Treatment  of  certain  nonreportable  gifts  (sec.  10214(f)(19)  of 
the  bill,  sec.  1431  of  the  Reform  Act,  and  sec.  2642(c)  of  the 
Code) 

Present  Law 

The  applicable  rate  for  the  generation-skipping  transfer  tax 
equals  the  maximum  Federal  estate  tax  rate  times  the  inclusion 
ratio  with  respect  to  the  transfer.  For  trusts,  the  inclusion  ratio 
equals  the  excess  of  one  over  a  fraction,  the  numerator  of  which  is 
the  amount  of  GST  exemption  allocated  to  the  trust,  and  the  de- 
nominator of  which  is  the  value  of  the  property  transferred  to  the 
trust,  with  certain  reductions. 

A  nontaxable  gift  is  any  transfer  of  property  to  the  extent  such 
transfer  is  not  treated  as  taxable  because  of  certain  exclusions. 
Nontaxable  gifts  which  are  direct  skips  have  a  zero  inclusion  ratio. 
Nontaxable  gifts  to  trusts  which  are  not  direct  skips  generally  do 
not  change  the  inclusion  ratio  of  the  trust.  The  effect  of  a  nontax- 
able gift  which  is  a  direct  skip  to  a  trust  upon  the  trust's  inclusion 
ratio  is  unclear. 

Explanation  of  Provision 

The  bill  replaces  the  term  nontaxable  gift  with  nonreportable 
gift.  A  nonreportable  gift  is  any  gift  to  an  individual  if  all  such 
gifts  to  such  individual  during  the  calendar  year  are  not  taxable  by 
virtue  of  certain  exclusions.  For  example,  assume  that  an  individ- 
ual transfers  property  which  wholly  qualifies  for  the  $10,000 
annual  gift  tax  exclusion  to  a  newly  created  generation-skipping 
trust  in  1988.  The  bill  clarifies  that  the  inclusion  ratio  applicable  to 
that  trust  is  zero.  However,  if  the  gift  exceeds  the  $10,000  exclu- 
sion, a  generation-skipping  tax  exemption  amount  equal  to  the 
entire  value  of  the  trust  will  need  to  be  applied  to  the  trust  in 
order  to  maintain  the  inclusion  ratio  at  zero. 

The  bill  clarifies  that  any  nonreportable  gift  to  a  trust  which  is  a 
direct  skip  will  not  affect  the  inclusion  ratio  of  the  trust. 

16.  Effective  date  of  the  revised  generation-skipping  transfer  tax 
(sec.  10214(g)(1)  and  (2)  of  the  bill  and  sec.  1433  of  the 
Reform  Act) 

Present  Law 

The  revised  generation-skipping  transfer  tax  generally  applies  to 
transfers  made  after  the  date  of  enactment  of  the  Reform  Act  (Oc- 
tober 22,  1986).  In  addition,  the  revised  generation-skipping  trans- 
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fer  tax  applied  to  inter  vivos  transfers  made  after  September  25, 
1985. 

The  generation-skipping  transfer  tax  does  not  apply,  however, 
to— 

(1)  inter  vivos  transfers  made  before  September  26,  1985, 

(2)  trusts  that  were  irrevocable  before  September  26,  1985,  except 
for  additions  of  corpus  to  such  trusts  after  September  25,  1985, 

(3)  testamentary  transfers  made  pursuant  to  will  in  existence 
before  the  date  of  enactment  of  the  Reform  Act  (October  22,  1986) 
if  the  decedent  died  before  January  1,  1987,  and 

(4)  transfers  under  a  trust  to  the  extent  that  such  trust  consists 
of  property  included  in  the  gross  estate  of  the  decedent  or  which 
are  direct  skips  which  occur  by  reason  of  the  death  of  any  decedent 
if  the  decedent  was  incompetent  on  the  date  of  enactment  of  the 
Reform  Act  (October  22,  1986)  and  at  all  times  thereafter  until 
death. 

Explanation  of  Provision 

The  bill  clarifies  that  the  grandfather  of  irrevocable  trusts  cre- 
ated before  September  25,  1985,  applies  whether  or  not  income  de- 
rived from  corpus  contributions  before  September  26,  1985,  is  dis- 
tributed or  accumulated.  The  bill  also  provides  that  the  grandfa- 
ther of  transfers  made  pursuant  to  wills  in  existence  on  the  date  of 
enactment  of  the  Reform  Act  (October  22,  1986)  if  the  decedent  dies 
before  January  1,  1987,  also  applies  to  transfers  pursuant  to  revo- 
cable trusts  which  were  in  existence  on  the  date  of  enactment  of 
the  Reform  Act  (October  22,  1986)  if  the  decedent  dies  before  Janu- 
ary 1,  1987. 

17.  $2  million  exemption  (sec.  10214(g)(3)  of  the  bill  and  sec.  1433 
of  the  Reform  Act) 

Present  Law 

The  revised  generation-skipping  transfer  tax  on  direct  skips  does 
not  apply  to  transfers  before  January  1,  1990,  from  a  transferor  to 
a  grandchild  of  the  transferor  to  the  extent  that  the  aggregate 
transfers  from  that  transferor  to  that  grandchild  do  not  exceed  $2 
million.  An  election  may  be  made  to  treat  inter  vivos  and  testa- 
mentary contingent  transfers  in  trusts  for  the  benefit  of  a  grand- 
child as  direct  skips  if  (1)  the  transfers  occur  before  the  date  of  en- 
actment of  the  Reform  Act  (October  22,  1986),  and  (2)  the  transfers 
would  be  direct  skips  except  for  the  fact  that  the  trust  instrument 
provides  that,  if  the  grandchild  dies  before  vesting  of  the  interest 
transferred,  the  interest  is  transferred  to  the  grandchild's  heirs 
(rather  than  the  grandchild's  estate).  Transfers  treated  as  direct 
skips  as  a  result  of  this  election  are  subject  to  Federal  gift  and 
estate  tax  on  the  grandchild's  death  in  the  same  manner  as  if  the 
contingent  gift  over  had  been  to  the  grandchild's  estate. 

Explanation  of  Provision 

The  bill  clarifies  the  application  of  the  $2  million  exemption  in 
three  respects.  First,  the  bill  clarifies  that  a  transfer  to  a  trust  is 
treated  as  a  transfer  to  a  grandchild  if  (1)  no  amount  may  be  dis- 
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tributed  to  any  person  other  than  that  grandchild  during  the  life  of 
that  grandchild,  (2)  the  assets  will  be  includible  in  the  gross  estate 
of  the  grandchild  if  the  grandchild  dies  before  the  termination  of 
the  trust,  and  (3)  all  of  the  income  of  the  trust  after  the  child  has 
reached  age  21  must  be  distributed  to  the  grandchild  not  less  often 
than  annually.  The  third  requirement  applies  only  to  transfers 
after  June  10,  1987.  The  committee  intended  that  the  third  require- 
ment would  not  be  satisfied  by  a  so-called  Crummy  power. 

Second,  the  bill  clarifies  that  trusts  which  are  eligible  for  the  $2 
million  exemption  are  treated  as  if  that  trust  had  been  subject  to 
the  generation-skipping  transfer  tax  and,  consequently,  that  distri- 
butions out  of  a  trust  to  such  a  grandchild  are  not  treated  as  tax- 
able distributions. 

Third,  the  bill  amends  the  special  rules  applicable  to  transfers  in 
trust  before  the  date  of  enactment  of  the  Reform  Act  (sec.  1433(d) 
of  that  Act)  by  (a)  clarifying  that  transfers  to  such  trusts  are  treat- 
ed as  transfers  to  a  grandchild  (and,  therefore,  eligible  for  the  $2 
million  exclusion)  and  (b)  providing  that  the  executor  of  the  grand- 
child can  recover  the  additional  estate  taxes  imposed  upon  the 
estate  of  the  grandchild  by  reason  of  the  election  from  that  person 
or  persons  receiving  the  property  unless  the  will  of  the  grandchild 
provides  otherwise. 


XV.  Compliance  and  Tax  Administration  Provisions 
(Sec.  10215  of  the  Bill) 

1.  Nominee  reporting  by  partnerships  (sec.  10215(a)  of  the  bill, 

sec.  1501  of  the  Reform  Act,  and  sec.  6724(d)(2)(B)  of  the 
Code) 

Present  Law 

Present  law  requires  that  any  person  holding  an  interest  in  a 
partnership  as  a  nominee  for  another  person  must  furnish  to  the 
partnership  the  name  and  address  of  that  other  person  (along  with 
any  additional  information  required  by  regulations)  (Code  sec. 
6031(c)).  Failure  by  the  nominee  to  provide  this  information  to  the 
partnership  is  not  subject  to  the  general  penalty  for  failure  to  file 
information  reports  as  required. 

Explanation  of  Provision 

The  bill  provides  that  a  nominee's  failure  to  supply  the  required 
information  to  the  partnership  is  subject  to  the  general  penalty  for 
failure  to  furnish  payee  statements  (sec.  6722).  This  penalty  is  $50 
per  failure,  up  to  a  maximum  of  $100,000  per  calendar  year. 

2.  Negligence  and  fraud  (sec.  10215(b)  of  the  bill,  sec.  1503  of  the 

Reform  Act,  and  sees.  6013(b)(5),  6601(e),  and  6653  of  the 
Code) 

Present  Law 

Taxpayers  are  subject  to  penalties  if  any  part  of  an  underpay- 
ment of  tax  is  due  to  negligence  or  fraud  (Code  sec.  6653).  Both  of 
these  penalties  have  two  components.  The  first  component  of  each 
penalty  is  the  basic  penalty  (5  percent  of  the  entire  understatement 
in  the  case  of  negligence,  75  percent  of  the  portion  attributable  to 
fraud  in  the  case  of  fraud).  The  second  component  of  each  penalty 
is  an  amount  equal  to  one-half  the  interest  payable  on  the  portion 
of  the  underpayment  attributable  to  either  negligence  or  fraud  (as 
the  case  may  be),  for  the  period  beginning  on  the  last  day  pre- 
scribed for  payment  of  the  underpayment  (without  regard  to  any 
extension)  and  ending  on  the  date  of  the  assessment  of  the  tax  (or 
the  date  of  payment  of  the  tax  if  that  date  is  earlier).  Interest  on 
the  negligence  and  fraud  penalties  generally  begins  on  the  date 
these  penalties  are  assessed,  rather  than  the  last  date  prescribed 
for  filing  the  return  to  which  the  penalty  relates. 

Explanation  of  Provision 

The  bill  repeals  the  second,  time-sensitive  components  of  both 
the  negligence  and  fraud  penalties.  The  bill  instead  imposes  inter- 
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est  on  these  penalties  from  the  last  date  prescribed  for  filing  the 
return  to  which  the  penalty  relates.  The  bill  also  improves  the  co- 
ordination of  these  penalties  with  the  provision  permitting  a  couple 
to  file  a  joint  return  after  filing  a  separate  return  (Code  sec. 
;  6013(b)).  These  provisions  apply  to  returns  the  due  date  for  which 
(determined  without  regard  to  extensions)  is  after  December  31, 
1987. 

The  bill  amends  the  negligence  penalty  for  failure  to  include  on 
a  tax  return  amounts  shown  on  an  information  return  by  reinstat- 
ing the  prior-law  rule  providing  that  the  penalty  is  restricted  to  the 
portion  of  the  understatement  of  tax  attributable  to  the  failure  to 
report. 

3.  Penalty  for  substantial  understatement  of  tax  liability  (sec. 

10215(c)  of  the  bill  and  sec.  1504  of  the  Reform  Act) 

Present  Law 

A  taxpayer  who  substantially  understates  income  tax  for  any 
taxable  year  must  pay  a  penalty  (Code  sec.  6661).  The  Tax  Reform 
Act  of  1986  provided  that  this  penalty  is  to  be  20  percent  of  the 
amount  of  the  underpayment  of  tax  attributable  to  the  understate- 
ment. This  was  effective  for  returns  the  due  date  of  which  (deter- 
mined without  regard  to  extensions)  is  after  December  31,  1986. 

After  considering  the  Reform  Act,  Congress  considered  the  Omni- 
bus Budget  Reconciliation  Act  of  1986  (P.L.  99-509).  That  Act13  in- 
creased this  penalty  to  25  percent  of  the  underpayment,  effective 
for  penalties  assessed  after  the  date  of  enactment  of  that  Act.  Al- 
though Congress  considered  the  Reform  Act  prior  to  considering 
the  Omnibus  Budget  Reconciliation  Act,  the  Omnibus  Budget  Rec- 
onciliation Act  was  enacted  one  day  before  the  date  of  enactment 
of  the  1986  Act.14 

Explanation  of  Provision 

The  bill  provides  that  the  increase  in  the  substantial  understate- 
ment penalty  to  25  percent  made  by  the  Omnibus  Budget  Reconcili- 
ation Act  of  1986  shall  take  effect  as  if  the  Tax  Reform  Act  of  1986 
were  enacted  on  the  day  before  the  date  of  enactment  of  the  Omni- 
bus Budget  Reconciliation  Act  of  1986. 

4.  Differential  interest  rate  (sec.  10215(d)  of  the  bill,  sec.  1511  of 

the  Reform  Act,  and  sec.  6621  of  the  Code) 

Present  Law 

The  interest  rate  that  taxpayers  pay  to  the  Treasury  on  under- 
payments of  tax  is  one  percentage  point  higher  than  the  interest 
rate  the  Treasury  pays  to  taxpayers  on  overpayments  of  tax. 


13  See  sec.  8002  of  the  Omnibus  Budget  Reconciliation  Act  of  1986. 

14  The  Omnibus  Budget  Reconciliation  Act  of  1986  was  enacted  on  October  21,  1986;  the  1986 
Act  was  enacted  on  October  22,  1986. 
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Explanation  of  Provision 

The  bill  corrects  several  cross-references  to  the  provisions  uti- 
lized to  determine  these  rates. 

5.  Information  reporting  by  brokers  (sec.  10215(e)  of  the  bill,  sec. 

1521  of  the  Reform  Act,  and  sec.  6045  of  the  Code) 

Present  Law 

Persons  doing  business  as  a  broker  must  report  on  specified  types 
of  transactions  they  effect  for  customers.  Generally,  reporting  is  re- 
quired on  sales  of  securities,  commodities,  regulated  futures  con- 
tracts, precious  metals,  and  real  estate. 

Explanation  of  Provision 

The  bill  provides  that  a  person  shall  not  be  treated  as  a  broker 
with  respect  to  activities  consisting  of  managing  a  farm  on  behalf 
of  another  person.  This  exempts  farm  managers  from  the  require- 
ment of  filing  a  Form  1099-B  with  respect  to  their  farm  manage- 
ment activities.  This  information  must  be  filed  by  these  farm  man- 
agers on  a  Schedule  F,  where  it  is  provided  in  a  more  useful 
format.  Consequently,  filing  this  information  on  a  Form  1099-B  is 
duplicative.  This  provision  is  effective  as  if  included  in  the  Tax 
Equity  and  Fiscal  Responsibility  Act  of  1982  (which  generally  im- 
posed these  information  reporting  requirements). 

The  bill  provides  that  the  person  required  to  provide  information 
returns  on  real  estate  transactions  (who  is  generally  defined  as  the 
person  responsible  for  closing  the  real  estate  transaction)  is  to  be 
called  a  "real  estate  reporting  person"  instead  of  a  "real  estate 
broker." 

The  bill  also  makes  it  unlawful  for  any  real  estate  reporting 
person  to  charge  separately  any  customer  for  complying  with  the 
information  reporting  requirements  with  respect  to  real  estate 
transactions.  This  provision  is  effective  on  the  date  of  enactment  of 
the  bill. 

6.  Information  reporting  on  persons  receiving  contracts  from  cer- 

tain Federal  agencies  (sec.  10215(f)  of  the  bill,  sec.  1522  of  the 
Reform  Act,  and  sec.  6050M  of  the  Code) 

Present  Law 

Present  law  requires  that  the  head  of  each  Federal  executive 
agency  file  an  information  return  with  the  IRS  indicating  the 
name,  address,  and  taxpayer  identification  number  of  each  person 
with  which  the  agency  enters  into  a  contract.  The  agency  must  also 
report  any  additional  information  required  under  Treasury  regula- 
tions. There  is  no  exception  from  this  information  reporting  in 
present  law  for  contracts  involving  national  security,  confidential 
law  enforcement,  or  foreign  counterintelligence  activities. 

Explanation  of  Provision 

The  bill  excepts  specified  types  of  contracts  from  the  general  in- 
formation reporting  requirements  applicable  to  Federal  executive 
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agencies,  and  subjects  those  types  of  contracts  to  a  different  form  of 
information  reporting. 

There  are  two  types  of  contracts  between  a  Federal  executive 
agency  and  another  person  that  are  subject  to  these  special  rules. 
The  first  is  a  contract  where  either  the  fact  of  the  existence  of  the 
contract  or  the  subject  matter  of  the  contract  has  been  classified. 
This  is  accomplished  by  designating  and  clearly  marking  or  clearly 
representing,  pursuant  to  the  provisions  of  Federal  law  or  an  Exec- 
utive order,15  that  the  contract  or  the  subject  matter  of  the  con- 
tract requires  a  specific  degree  of  protection  against  unauthorized 
disclosure  for  reasons  of  national  security.  The  second  type  of  con- 
tract subject  to  the  special  rules  is  a  contract  involving  a  confiden- 
tial law  enforcement  or  foreign  counterintelligence  activity.  In 
order  to  be  eligible  for  these  special  rules,  the  head  of  the  Federal 
executive  agency  (or  his  designee)  must  determine  in  writing  that 
filing  the  information  return  generally  required  of  Federal  execu- 
tive agencies  would  interfere  with  the  effective  conduct  of  a  confi- 
dential law  enforcement  or  foreign  counterintelligence  activity. 
This  determination  must  be  made  pursuant  to  regulations  issued 
by  the  Federal  executive  agency  making  the  determination.  This 
second  type  of  contract  involves  primarily  undercover  operations 
(including  sites  for  undercover  operations)  and  informants. 

These  two  types  of  contracts  are  subject  to  special  information 
reporting  requirements,  and  are  exempted  from  the  general  infor- 
mation reporting  requirements  of  section  6050M.  The  special  infor- 
mation reporting  requirements  are  that  the  IRS  must  first  request 
that  the  Federal  executive  agency  acknowledge  whether  that 
agency  has  entered  into  a  contract  with  a  particular  person,  who 
must  be  identified  in  the  IRS  request.  The  Federal  executive 
agency  must  in  response  acknowledge  whether  it  has  entered  into 
a  contract  with  the  specified  person.  If  it  has,  it  must  provide  to 
the  IRS  with  respect  to  that  person  the  information  required  to  be 
reported  under  section  6050M.  In  addition,  the  agency  must  pro- 
vide whatever  additional  information  the  agency  and  the  Treasury 
agree  is  appropriate.  The  term  '  'person"  has  the  meaning  given  in 
section  7701(a)(1). 

It  is  contemplated  that  the  information  provided  by  Federal  exec- 
utive agencies  to  the  IRS  under  these  special  rules  might  need  to 
be  provided  only  to  certain  IRS  employees,  such  as  those  with  secu- 
rity clearances.  If  this  is  necessary,  it  is  also  contemplated  that  the 
Federal  executive  agencies  will  cooperate  with  the  IRS  in  expedi- 
tiously obtaining  clearance  for  the  IRS  employees. 

This  provision  is  effective  as  if  included  in  the  1986  Act  (i.e.,  on 
January  1,  1987). 


15  Executive  Order  12356  is  the  currently  effective  Executive  order  prescribing  a  uniform 
system  for  classifying,  declassifying,  and  safeguarding  national  security  information  (47  Federal 
Register  14874;  April  6,  1982). 
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7.  Information  reporting  on  royalties  (sec.  10215(g)  of  the  bill,  sec. 

1523  of  the  Reform  Act,  and  sec.  6676  of  the  Code) 

Present  Law 

Persons  who  make  payments  of  royalties  aggregating  $10  or 
more  to  any  person  in  a  calendar  year  must  provide  an  information 
report  on  the  royalty  payments  to  the  IRS  (as  well  as  provide  a 
copy  to  the  payee)  (Code  sec.  6050N). 

Explanation  of  Provision 

The  bill  deletes  the  requirement  that  payors  of  royalties  must  ex- 
ercise due  diligence  in  obtaining  the  taxpayer  identification  num- 
bers of  payees  of  royalties. 

This  requirement  is  eliminated  because  of  its  interaction  with 
the  requirements  of  backup  withholding  (Code  sec.  3406).  Prior  to 
the  bill,  a  payor  of  royalties  was  required  to  exercise  due  diligence 
in  obtaining  a  taxpayer  identification  number;  otherwise  the  payor 
was  subject  to  a  penalty  for  failure  to  exercise  due  diligence.  This 
was  parallel  to  the  treatment  of  payors  of  interest  and  dividends. 
Payors  of  interest  and  dividends  are  required  to  impose  backup 
withholding  if  the  payee  does  not  certify  that  the  taxpayer  identifi- 
cation number  is  correct.  Unlike  payors  of  interest  and  dividends, 
payors  of  royalties  were  not  permitted  to  impose  backup  withhold- 
ing under  these  circumstances.  The  requirement  that  payors  of  roy- 
alties exercise  due  diligence  in  obtaining  taxpayer  identification 
numbers  is  consequently  repealed  to  eliminate  this  nonparallel 
treatment  of  royalties.  After  repeal,  payors  of  royalties  are  treated 
similarly  to  payors  of  other  reportable  payments  subject  to  backup 
withholding  (other  than  interest  and  dividend  payors). 

8.  Estimated  tax  requirements  for  tax-exempt  organizations  (sec. 

10215(h)  of  the  bill,  sec.  1542  of  the  Reform  Act,  and  sec.  6154 
of  the  Code) 

Present  Law 

Present  law,  as  amended  by  the  1986  Act,  requires  that  estimat- 
ed tax  payments  of  the  excise  tax  on  the  net  investment  income  of 
private  foundations  and  the  tax  on  unrelated  business  income  of 
tax-exempt  organizations  be  made  in  accordance  with  the  rules 
generally  applicable  to  corporate  estimated  tax  payments. 

Explanation  of  Provision 

The  bill  clarifies  that  the  corporate  estimated  tax  provisions 
(sees.  6154  and  6655)  apply  to  all  payments  of  estimated  tax  by  pri- 
vate foundations.  These  provisions  apply  whether  the  private  foun- 
dation is  organized  as  a  trust  or  as  a  corporation,  and  whether  or 
not  the  foundation  is  tax-exempt.  Thus,  for  example,  a  taxable  pri- 
vate foundation  organized  as  a  trust  will  be  required  to  make  esti- 
mated tax  payments  of  both  the  excise  tax  under  section  4940(b) 
and  any  income  tax  under  subtitle  A  in  accordance  with  the  rules 
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of  sections  6154  and  6655.  The  individual  estimated  tax  provisions 
will  not  apply  to  any  private  foundation  or  tax-exempt  trust. 1 6 

The  bill  further  provides  that  in  the  case  of  a  tax-exempt  organi- 
zation or  a  private  foundation,  the  period  of  underpayment  of  esti- 
mated tax  runs  to  the  15th  day  of  the  fifth  month  following  the 
close  of  the  taxable  year  (i.e.,  the  due  date  of  the  unrelated  busi- 
ness income  tax  return). 

The  bill  also  provides  one  additional  month  for  the  computation 
of  estimated  taxes  required  to  be  paid  by  these  tax-exempt  organi- 
zations, as  well  as  by  trusts  and  estates.  This  is  done  by  amending 
the  annualization  rule  for  these  entities  so  that  each  payment  is 
computed  for  a  period  one  month  shorter  than  under  present  law. 
Thus,  these  entities  will  generally  have  45  days  (instead  of  15  days) 
to  compute  their  estimated  tax  payments  under  the  annualization 
rule.  The  dates  the  estimated  tax  payments  are  due  are  not  al- 
tered. 

9.  Awards  of  attorney's  fees  in  tax  cases  (sec.  10215(i)  of  the  bill. 

sec.  1551  of  the  Reform  Act,  and  sec.  7430(c)(2)(A)  of  the 
Code) 

Present  Law 

The  prevailing  party  (other  than  the  United  States)  in  tax  cases 
may  be  eligible  for  an  award  of  attorney's  fees  if  it  can  establish 
that  the  position  of  the  United  States  was  not  substantially  justi- 
fied and  if  other  conditions  are  satisfied,  which  are  generally  paral- 
lel to  the  requirements  for  an  award  of  attorney's  fees  under  the 
Equal  Access  to  Justice  Act  (which  generally  applies  in  non-tax 
cases). 

Explanation  of  Provision 

The  bill  clarifies  two  cross-references  to  provisions  of  the  Equal 
Access  to  Justice  Act.  First,  the  bill  clarifies  that  the  rules  of  that 
Act  relating  to  the  time  period  within  which  a  claim  for  attorney's 
fees  must  be  made  also  apply  to  claims  in  tax  cases.  Second,  the 
bill  clarifies  that  the  net  worth  limitations  of  that  Act  (rather  than 
parallel  provisions  elsewhere  in  the  United  States  Code)  apply  to 
prevailing  parties  in  tax  cases. 

10.  Salary  of  special  trial  judges  (sec.  10215(j)  of  the  bill  and  sec. 
1556  of  the  Reform  Act) 

Present  Law 

The  salary  of  special  trial  judges  of  the  Tax  Court  is  90  percent 
of  the  salary  of  judges  of  the  Tax  Court  (Code  sec.  7443A(d)(D).  The 
President's  salary  recommendations17  may  be  construed  to  have 
reduced  the  salary  of  special  trial  judges  below  that  90-percent 
level. 


16  See  also  section  10214(d)  of  the  bill. 

17  The  Budget  of  the  United  States  Government,  1988,  Recommendations  for  Executive,  Legis- 
lative, and  Judicial  Salaries,  submitted  to  the  Congress  on  January  5,  1987. 
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Explanation  of  Provision 

The  bill  provides  that  to  the  extent  the  President's  salary  recom- 
mendations are  inconsistent  with  the  90-percent  level  specified  in 
the  Code,  the  recommendations  are  not  effective. 

11.  Retirement  pay  of  Tax  Court  judges  (sec.  10215(k)  of  the  bill, 
sec.  1557  of  the  Reform  Act,  and  sec.  7447  of  the  Code) 

Present  Law 

A  Tax  Court  judge's  retirement  pay  is  based  upon  the  judge's 
length  of  service  as  a  judge.  A  judge  who  serves  on  the  Tax  Court 
at  least  10  years  receives  full  retirement  pay;  the  retirement  pay  of 
a  judge  serving  less  than  10  years  is  proportionately  reduced.  Time 
served  as  a  judge  in  recalled  status  after  retirement  does  not  count 
for  purposes  of  computing  the  10-year  period. 

Explanation  of  Provision 

The  bill  provides  that  service  on  a  substantially  full-time  basis  in 
recalled  status  after  retirement  is  considered  in  computing  the  10- 
year  period.  The  provision  applies  for  purposes  of  determining  re- 
tirement pay  paid  after  the  date  of  enactment  of  the  bill,  regard- 
less of  when  the  services  in  recalled  status  after  retirement  were  or 
are  performed. 

12.  Suspension  of  statute  of  limitations  during  prolonged  dispute 
over  third-party  records  (sec.  10215(1)  of  the  bill,  sec.  1561  of 
the  Reform  Act,  and  sec.  7609  of  the  Code) 

Present  Law 

If  a  dispute  between  a  third-party  recordkeeper  and  the  IRS  is 
not  resolved  within  six  months  after  the  IRS  issues  an  administra- 
tive summons,  the  statute  of  limitations  is  suspended  until  the 
issue  is  resolved  (sec.  7609(e)). 

Explanation  of  Provision 

The  bill  clarifies  that  this  suspension  of  the  statute  of  limitations 
encompasses  disputes  with  all  third-party  recordkeepers  listed  in 
the  statute,  regardless  of  whether  the  summons  does  or  does  not 
identify  the  person  with  respect  to  whose  liability  the  summons  is 
issued. 

13.  Rescission  of  statutory  notice  of  deficiency  (sec.  10215(m)  of 
the  bill,  sec.  1562  of  the  Reform  Act,  and  sec.  6212  of  the 
Code) 

Present  Law 

Where  the  IRS  and  the  taxpayer  mutually  agree,  a  statutory 
notice  of  deficiency  may  be  rescinded.  Once  the  notice  has  been 
properly  rescinded,  it  is  treated  as  if  it  never  existed. 
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Explanation  of  Provision 

The  bill  clarifies  that  rescission  of  a  statutory  notice  of  deficiency 
does  not  affect  any  suspension  of  the  running  of  any  period  of  limi- 
tations during  any  period  during  which  the  rescinded  notice  was 
outstanding.  For  example,  assume  that  six  months  remain  to  run 
on  the  statute  of  limitations  with  respect  to  a  return  when  the  IRS 
issues  a  statutory  notice  of  deficiency.  Issuance  of  this  notice  sus- 
pends the  statute  of  limitations.  If  the  IRS  and  the  taxpayer  agree 
to  rescind  the  statutory  notice,  then  as  of  the  date  the  notice  is  re- 
scinded, the  statute  of  limitations  again  begins  to  run  and  (in  this 
example)  six  months  remains  until  the  statute  expires. 

14.  Abatements  of  interest  due  to  error  or  delay  (sec.  10215(n)  of 
the  bill,  sec.  1563  of  the  Reform  Act,  and  sec.  6404(e)(1)  of  the 
Code) 

Present  Law 

The  IRS  may,  under  specified  conditions,  abate  interest  that  is 
attributable  to  error  or  delay  by  the  IRS. 

Explanation  of  Provision 

The  bill  adds  "error"  as  a  condition  justifying  abatement  to  one 
reference  where  it  was  inadvertently  omitted. 

15.  Modification  of  withholding  schedules  (sec.  10215(o)  of  the  bill 

and  sec.  1581(c)  of  the  Reform  Act) 

Present  Law 

If  an  employee  did  not  file  a  revised  Form  W-4  before  October  1, 
1987,  the  employer  must  withhold  income  taxes  as  if  the  employee 
claimed  one  allowance  (if  the  employee  checked  the  "Single"  box 
on  the  most  recent  Form  W-4  that  the  employee  filed)  or  two  allow- 
ances (if  the  employee  checked  the  "Married"  box). 

Explanation  of  Provision 

The  bill  provides  that  this  rule  would  not  apply  if  it  would  result 
in  an  increase  in  the  number  of  withholding  allowances  for  an  em- 
ployee. This  is  consistent  with  IRS  instructions  to  employers. 

16.  General  requirement  of  return,  statement,  or  list  (sec.  10215(p) 
of  the  bill  and  sec.  6011  of  the  Code) 

Present  Law 

When  required  by  regulations,  any  person  liable  for  any  tax  or 
the  collection  thereof  must  make  a  return  or  statement  in  the 
manner  required. 

Explanation  of  Provision 

The  bill  clarifies  the  language  of  the  Code  containing  this  re- 
quirement. 
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17.  Certain  refundable  credits  to  be  assessed  under  deficiency  pro- 
cedures (sec.  10215(q)  of  the  bill  and  sec.  6211  of  the  Code) 

Present  Law 

Under  present  law,  the  deficiency  procedures  allowing  taxpayers 
to  litigate  issues  in  the  Tax  Court  relating  to  the  earned  income 
credit  (sec.  32)  and  the  credit  for  the  certain  payments  of  the  gaso- 
line and  special  fuels  tax  (sec.  34)  may  not  apply. 

Explanation  of  Provision 

The  bill  provides  that  the  Tax  Court  deficiency  procedures  apply 
to  the  credits  allowable  under  sections  32  and  34,  notwithstanding 
that  the  credits  reduce  the  net  tax  to  less  than  zero. 

The  provision  applies  to  taxable  years  beginning  after  the  date  of 
enactment  of  this  bill.  * 


XVI.  Exempt  and  Nonprofit  Organizations  (Sec.  10216  of  the  Bill) 

1.  Title-holding  companies  (sec.  10216(a)  of  the  bill,  sees.  1603  and 
1878(e)  of  the  Reform  Act,  and  sees.  501(c)(25)  and  514(c)(9) 
of  the  Code) 

Present  Law 

In  general 

The  Act  provides  a  new  category  of  tax-exempt  organizations, 
consisting  of  certain  corporations  or  trusts  that  are  organized  for 
the  exclusive  purposes  of  acquiring  and  holding  title  to  real  proper- 
ty, collecting  income  from  such  property,  and  remitting  the  income 
(less  expenses)  from  such  property  to  one  or  more  specified  catego- 
ries of  tax-exempt  organizations  that  are  shareholders  of  the  corpo- 
ration or  beneficiaries  of  the  trust  (Code  sec.  501(c)(25)).  Such  a 
title-holding  company  is  entitled  to  tax-exempt  status  only  if  it  has 
no  more  than  35  shareholders  or  beneficiaries  and  has  only  one 
class  of  stock  or  beneficial  interest,  and  only  if  it  meets  certain 
other  requirements. 

Eligible  shareholders  or  beneficiaries 

Under  the  Act,  the  categories  of  tax-exempt  organizations  eligi- 
ble to  hold  interests  in  a  section  501(c)(25)  title-holding  company 
are  (1)  a  qualified  pension,  profit-sharing,  or  stock  bonus  plan  (sec. 
401(a));  (2)  a  governmental  pension  plan  (sec.  414(d));  (3)  the  United 
States,  a  State  or  political  subdivision,  or  governmental  agencies  or 
instrumentalities;  (4)  tax-exempt  charitable,  educational,  religious, 
or  other  organizations  described  in  section  501(c)(3);  and  (5)  other 
title-holding  companies  described  in  section  501(c)(25). 

Rights  of  eligible  shareholders  or  beneficiaries 

To  qualify  under  section  501(c)(25),  the  title-holding  company  is 
required  to  permit  its  shareholders  or  beneficiaries  to  (1)  dismiss, 
after  reasonable  notice,  the  corporation's  or  trust's  investment  ad- 
visor by  majority  vote  of  the  shareholders  or  beneficiaries;  and  (2) 
terminate  their  interest  by  (a)  selling  or  exchanging  their  stock  or 
beneficial  interest  (subject  to  Federal  or  state  securities  law)  to  any 
other  eligible  organization,  as  long  as  the  sale  of  exchange  does  not 
increase  the  total  number  of  shareholders  or  beneficiaries  to  more 
than  35,  or  (b)  redeeming  their  stock  or  beneficial  interest  after 
providing  90  days'  notice  to  the  corporation  or  trust.  The  Act  did 
not  expressly  provide  a  sanction  for  the  failure  of  a  title-holding 
company  to  satisfy  the  requirements  relating  to  the  rights  of  eligi- 
ble shareholders  or  beneficiaries. 
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Unrelated  business  taxable  income 

Exempt  organizations  are  subject  to  tax  on  any  unrelated  busi- 
ness taxable  income,  including  income  from  debt-financed  property. 
(An  organization  is  not  precluded  from  qualifying  for  tax-exempt 
status  merely  because  it  derives  unrelated  business  taxable  income, 
so  long  as  the  organization  is  not  organized  or  operated  for  the  pri- 
mary purpose  of  carrying  on  an  unrelated  trade  or  business.)  The 
term  debt-financed  property  means  any  property  held  to  produce 
income  with  respect  to  which  there  is  acquisition  indebtedness  at 
any  time  during  the  taxable  year,  or  during  the  12  months  prior  to 
disposition  if  the  property  is  disposed  of  during  the  taxable  year 
(sec.  514(b)). 

Under  an  exception  to  the  debt-financed  property  rules,  indebted- 
ness incurred  by  certain  tax-exempt  organizations  (i.e.,  qualified 
pension  plans  and  certain  tax-exempt  educational  organizations)  as 
a  result  of  the  acquisition  or  improvement  of  real  property  is  not 
considered  acquisition  indebtedness  (sec.  514(c)(9)).  The  Act  ex- 
tended this  exception  to  debt-financed  real  property  held  by  a  sec- 
tion 501(c)(25)  title-holding  company. 

The  Act  also  provides  that  an  interest  in  a  mortgage  is  not  treat- 
ed as  an  interest  in  real  property  for  purposes  of  the  debt-financed 
property  rules  in  the  case  of  real  property  held  by  a  partnership 
(sec.  514(c)(9)(B)(vi)). 

Explanation  of  Provision 
Definition  of  real  property 

The  bill  clarifies  the  definition  of  permissible  holdings  of  real 
property  by  a  title-holding  company  by  providing  that,  for  purposes 
of  section  501(c)(25),  the  term  real  property  does  not  include  any  in- 
terest as  a  tenant  in  common  (or  similar  interest)  and  does  not  in- 
clude any  indirect  interest.  This  rule  ensures  a  consistent  applica- 
tion of  the  intent  of  section  501(c)(25)  that  a  title-holding  company 
is  required  to  hold  real  property  directly  and  cannot,  for  example, 
treat  an  interest  in  a  partnership,  trust,  or  other  entity  as  an  in- 
vestment in  real  property. 

The  bill  also  provides  that  for  purposes  of  section  501(c)(25),  the 
term  real  property  includes  any  personal  property  that  is  leased 
under,  or  in  connection  with,  a  lease  of  real  property.  This  excep- 
tion to  the  general  rule  that  a  section  501(c)(25)  title-holding  com- 
pany may  only  hold  real  property  applies  only  if  the  rent  attributa- 
ble to  the  leasing  of  such  personal  property  (determined  under  the 
rules  of  sec.  856(d)(1))  for  the  taxable  year  does  not  exceed  15  per- 
cent of  the  total  rent  for  the  taxable  year  attributable  to  both  the 
real  and  personal  property  under  the  lease. 

Eligible  shareholders  or  beneficiaries 

In  order  to  implement  the  35-person  limitation  on  shareholders 
or  beneficiaries  of  a  section  501(c)(25)  organization,  the  bill  deletes 
the  provision  of  the  Act  that  had  defined  an  eligible  shareholder  or 
beneficiary  in  a  title-holding  company  to  include  other  section 
501(c)(25)  title-holding  companies.  In  lieu  of  that  rule,  the  bill  pro- 
vides that  a  corporation  that  is  a  qualified  subsidiary  of  a  section 
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501(c)(25)  title-holding  company  is  not  to  be  treated  as  a  separate 
corporation  for  Federal  tax  law  purposes.  In  the  case  of  such  a 
qualified  subsidiary,  all  assets,  liabilities,  and  items  of  income,  de- 
duction, and  credit  of  the  qualified  subsidiary  are  treated  as  assets, 
liabilities,  and  such  items  of  the  title-holding  company. 

Under  the  bill,  the  term  qualified  subsidiary  means  a  corporation 
that,  at  all  times  while  in  existence,  is  wholly  owned  by  the  section 
501(c)(25)  title-holding  company.  If  a  qualified  subsidiary  subse- 
quently ceases  to  satisfy  the  100-percent  stock  ownership  require- 
ment, the  qualified  subsidiary  is  treated,  immediately  before  the 
time  it  ceases  to  meet  such  ownership  requirement,  as  a  new  corpo- 
ration acquiring  all  of  its  assets  and  assuming  all  of  its  liabilities  in 
exchange  for  its  stock. 

Rights  of  shareholders  or  beneficiaries 

The  bill  expressly  provides  that  a  title-holding  company  is  not 
entitled  to  tax-exempt  status  under  section  501(c)(25)  if  it  fails  to 
permit  its  shareholders  or  beneficiaries  to  dismiss  the  organiza- 
tion's investment  advisor  or  to  terminate  their  interest  in  the  cor- 
poration or  trust  in  the  manner  specified  in  the  statute. 

Unrelated  business  taxable  income 

The  bill  modifies  the  exception  to  the  unrelated  business  taxable 
income  rules  in  the  case  of  debt-financed  real  property  owned  by  a 
section  501(c)(25)  title-holding  company  to  provide  that  the  excep- 
tion is  not  available  in  the  case  of  a  disqualified  holder.  (Of  course, 
a  title-holding  company  does  not  fail  to  qualify  for  tax-exempt 
status  merely  because  its  shareholders  or  beneficiaries  have  unre- 
lated business  income  as  a  result  of  the  operation  of  this  rule.) 

Thus,  in  computing  the  unrelated  business  taxable  income  of  a 
disqualified  holder  of  an  interest  in  a  title-holding  company,  the 
holder's  pro  rata  share  of  the  items  of  income  that  are  treated  as 
gross  income  derived  from  an  unrelated  trade  or  business  (without 
regard  to  the  exception  for  debt-financed  real  property)  is  taken 
into  account  as  gross  income  of  the  disqualified  holder  derived  from 
an  unrelated  trade  or  business.  Further,  the  holder's  pro  rata  share 
of  the  items  of  deductions  allowable  in  computing  unrelated  busi- 
ness taxable  income  (without  regard  to  the  exception  for  debt-fi- 
nanced real  property)  also  is  taken  into  account  as  deductions  in 
computing  unrelated  business  taxable  income.  These  items  of 
income  and  deduction  are  taken  into  account  for  the  taxable  year 
of  the  holder  in  which  (or  with  which)  the  taxable  year  of  the  title- 
holding  company  ends. 

Under  the  bill,  the  term  disqualified  holder  means  any  title-hold- 
ing company  shareholder  or  beneficiary  other  than  either  (1)  an 
educational  institution  (described  in  sec.  170(b)(l)(A)(ii))  or  its  affili- 
ated support  organizations  (described  in  sec.  509(a)(3))  or  (2)  a  quali- 
fied pension  trust  (within  the  meaning  of  sec.  401(a)). 

Under  the  bill,  the  rule  excluding  an  interest  in  a  mortgage  from 
the  definition  of  real  property  applies  for  all  purposes  under  the 
exception  for  debt-financed  real  property,  rather  than  solely  in  the 
case  of  real  property  held  by  a  partnership. 


XVII.  Miscellaneous  Provisions  (Sec.  10218  of  the  Bill) 


1.  Tax-exempt  entity  leasing;  definition  of  tax-exempt  controlled 

entity  (sec.  10218(b)(2)  of  the  bill,  sec.  1802(a)(2)  of  the 
Reform  Act,  and  sec.  168(h)  of  the  Code) 

Present  Law 

Under  the  Act,  the  term  "tax-exempt  controlled  entity"  does  not 
include  a  corporation  more  than  50  percent  of  the  stock  in  which  is 
owned  by  a  foreign  person  or  entity.  In  addition,  in  the  case  of  a 
corporation  the  stock  of  which  is  publicly  traded,  a  tax-exempt  en- 
tity's holdings  are  disregarded  unless  such  entity  owns  at  least  five 
percent  of  the  stock  in  the  corporation  (sec.  168(h)(6)(F)(iii)). 

Explanation  of  Provision 

The  bill  clarifies  that  the  amendment  applies  as  if  enacted  in  the 
Tax  Reform  Act  of  1984. 

2.  Accrual  of  interest  on  certain  short-term  obligations  (sec. 

10218(c)  of  the  bill,  sec.  1803(a)(8)  of  the  Reform  Act,  and  sec. 
1281  of  the  Code) 

Present  Law 

Under  section  1281  of  the  Code,  certain  taxpayers  are  required  to 
include  in  income  as  interest  for  a  taxable  year  that  portion  of  the 
acquisition  discount  or  original  issue  discount  on  a  short-term  obli- 
gation that  is  allocable  to  the  portion  of  the  year  during  which  the 
taxpayer  held  the  obligation.  The  Act  clarified  that  taxpayers  sub- 
ject to  the  rule  for  mandatory  accrual  are  required  to  include  in 
income  for  a  taxable  year  all  amounts  of  interest,  irrespective  of 
whether  the  interest  is  stated  or  is  in  the  form  of  discount.  The 
amendment  made  by  the  Act  applies  to  obligations  acquired  after 
September  27,  1985. 

Explanation  of  Provision 

The  bill  provides  that  the  amendment  made  by  the  Act  applies 
only  to  obligations  acquired  after  December  31,  1985.  It  is  under- 
stood that  many  of  the  taxpayers  affected  by  the  amendment  made 
by  the  Act  are  small  banks  that,  as  a  group,  customarily  file  re- 
turns without  extension.  It  is  also  understood  that  small  banks 
may  not  have  the  capacity  to  develop  the  required  information  for 
both  1985  and  1986,  in  time  for  the  banks  to  file  their  1986  returns 
without  extensions.  The  purpose  of  the  change  in  effective  date  is 
to  relieve  these  taxpayers  of  the  administrative  burden  of  identify- 
ing stated  interest  on  short-term  obligations  acquired  after  Septem- 
ber 27,  1985  and  before  January  1,  1986.  For  obligations  acquired 
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after  December  31,  1985,  taxpayers  will  be  required  to  comply  with 
the  amendment  made  by  the  Act. 

3.  Earnings  and  profits  (sec.  10218(d)(4)  of  the  bill,  sec.  1804  of 

the  Reform  Act,  and  sec.  312(b)  of  the  Code) 

Present  Law 

The  Act  clarified  the  effect  on  earnings  and  profits  of  a  distribu- 
tion of  appreciated  property. 

Explanation  of  Provision 

The  bill  provides  that  the  rules  relating  to  the  distribution  of  ap- 
preciated property  under  section  312(b)  do  not  apply  to  a  distribu- 
tion of  a  corporation's  own  obligation.  Thus,  earnings  and  profits 
will  not  be  increased  by  reason  of  such  a  distribution. 

4.  Treatment  of  transferor  corporation  (sec.  10218(d)(5)  of  the  bill, 

sec.  1804  of  the  Reform  Act,  and  sees.  361  and  355  of  the 
Code) 

Present  Law 

The  Tax  Reform  Act  of  1984  generally  required  that  all  property 
received  by  a  corporation  in  a  "C"  reorganization  be  distributed.  In 
addition,  that  Act  provided  that  a  corporation  must  recognize  gain 
on  the  distribution  of  appreciated  property  to  its  shareholders  in  a 
nonliquidating  distribution.  The  1986  Act  made  a  series  of  amend- 
ments to  the  reorganization  provisions  attempting  to  conform  those 
provisions  with  changes  made  by  the  1984  Act.  However,  numerous 
technical  problems  with  the  1986  amendments  have  arisen.  The  bill 
responds  to  these  technical  problems  with  a  complete  revision  of 
the  1986  amendments. 

Explanation  of  Provision 

Treatment  of  reorganization  exchange. —  The  bill  restores  the  pro- 
visions of  section  361,  relating  to  the  nonrecognition  treatment  of 
an  exchange  pursuant  to  a  plan  of  reorganization,  as  in  effect  prior 
to  the  amendments  made  by  the  1986  Act.  Thus,  as  under  prior 
law,  gain  or  loss  will  generally  not  be  recognized  to  a  corporation 
which  exchanges  property,  in  pursuance  of  the  plan  of  reorganiza- 
tion, for  stock  and  securities  in  another  corporation  a  party  to  the 
reorganization.  However,  as  under  prior  law,  gain  will  be  recog- 
nized to  the  extent  the  corporation  receives  property  other  than 
such  stock  or  securities  and  does  not  distribute  such  other  property 
pursuant  to  the  plan  of  reorganization.18 

The  bill  amends  prior  law  by  providing  that  transfers  of  property 
to  creditors  in  satisfaction  of  the  corporation's  indebtedness  in  con- 
nection with  the  reorganization  are  treated  as  distributions  pursu- 
ant to  the  plan  of  reorganization  for  this  purpose.19  The  Secretary 


18  This  could  occur,  for  example,  where  liabilities  are  assumed  in  a  transaction  to  which  sec- 
tion 357(b)  or  (c)  applies. 

19  This  overrules  the  holding  in  Minnesota  Tea  Company  v.  Helvering,  302  U.S.  609  (1938). 
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of  the  Treasury  may  prescribe  regulations  necessary  to  prevent  tax 
avoidance  by  reason  of  this  provision.  This  amendment  is  not  in- 
tended to  change  in  any  way  the  definition  of  a  reorganization 
within  the  meaning  of  section  368. 

Treatment  of  distributions  in  reorganizations. — The  bill  also  con- 
forms the  treatment  of  distributions  of  property  by  a  corporation  to 
its  shareholders  in  pursuance  of  a  plan  of  reorganization  to  the 
treatment  of  nonliquidating  distributions  (under  section  311). 
Under  the  bill,  the  distributing  corporation  generally  will  recognize 
gain,  but  not  loss,  on  the  distribution  of  property  in  pursuance  of 
the  plan  of  reorganization.  However,  no  gain  will  be  recognized  on 
the  distribution  of  ' 'qualified  property".  For  this  purpose,  ' 'quali- 
fied property"  means  (1)  stock  (or  rights  to  acquire  stock)  in,  or  the 
obligation  of,  the  distributing  corporation  and  (2)  stock  (or  rights  to 
acquire  stock)  in,  or  the  obligation  of,  another  corporation  which  is 
a  party  to  the  reorganization  and  which  were  received  by  the  dis- 
tributing corporation  in  the  exchange20.  The  bill  also  provides  that 
the  transfer  of  qualified  property  by  a  corporation  to  its  creditors 
in  satisfaction  of  indebtedness  is  treated  as  a  distribution  pursuant 
to  the  plan  of  reorganization.21 

Basis. — The  bill  clarifies  that  the  basis  of  property  received  in  an 
exchange  to  which  section  361  applies,  other  than  stock  or  securi- 
ties in  another  corporation  a  party  to  the  reorganization,  is  the  fair 
market  value  of  the  property  at  the  time  of  the  transaction  (pursu- 
ant to  section  358(a)(2)).  Thus  the  distributing  corporation  will  rec- 
ognize only  post-acquisition  gain  on  any  taxable  disposition  of  such 
property  received  pursuant  to  the  plan  of  reorganization.  Of  course, 
the  other  corporation  will  recognize  gain  or  loss  on  the  transfer  of 
its  property  under  the  usual  tax  principles  governing  the  recogni- 
tion of  gain  or  loss. 

Treatment  of  section  355  distributions. — Finally,  the  bill  provides 
that  the  rules  of  section  311  shall  apply  to  the  distribution  of  prop- 
erty in  a  section  355  transaction  which  is  not  in  pursuance  to  a 
plan  of  reorganization.  Thus,  gain  (but  not  loss)  will  be  recognized 
on  the  distribution  of  property  other  than  the  stock  or  securities  in 
the  controlled  corporation  in  a  transfer  to  which  section  355  (or  so 
much  of  section  356  as  relates  to  section  355)  applies.  For  this  pur- 
pose, the  gain  recognition  provisions  of  section  311(b)  will  not  apply 
to  the  distribution  of  securities  notwithstanding  that  the  recipient 
may  be  taxed  by  reason  of  the  excess  principal  amount  rule  of  sec- 
tion 355(a)(3)(A),  but  the  gain  recognition  rule  will  apply  to  stock 
which  is  not  permitted  to  be  received  tax-free  under  section  355(a). 

5.  Golden  parachutes  (sec.  10218(d)(6)-(8)  of  the  bill,  sec.  18040) 
of  the  Reform  Act,  and  sec.  280G  of  the  Code) 

Present  Law 

Under  present  law,  no  deduction  is  allowed  for  "excess  parachute 
payments"  (sec.  280G)  and  a  nondeductible  20-percent  excise  tax  is 


20  For  analysis  that  acquiring  corporation  voting  stock  held  by  the  acquired  corporation  in  a 
Type  C  reorganization  is  transferred  to  the  acquiring  corporation  in  exchange  for  the  same 
stock,  see  Rev.  Rul.  78-47,  1978-1  C.B.  113. 

21  These  amendments  are  not  intended  to  affect  the  treatment  of  any  income  from  the  dis- 
charge of  indebtedness  arising  in  connection  with  a  corporate  reorganization. 
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imposed  on  the  recipient  of  any  excess  parachute  payment  (sec. 
4999). 

The  term  parachute  payment  does  not  include  any  payment 
made  to  (or  for  the  benefit  of)  a  disqualified  individual  (1)  with  re- 
spect to  a  corporation  that  was,  immediately  before  the  change  in 
control,  a  small  business  corporation  (as  defined  in  sec.  1361(b),  re- 
lating to  S  corporations)  or  (2)  with  respect  to  a  corporation  no 
stock  of  which  was,  immediately  before  the  change  in  control,  read- 
ily tradable  on  an  established  securities  market,  or  otherwise,  pro- 
vided shareholder  approval  was  obtained  with  respect  to  the  pay- 
ment to  a  disqualified  individual. 

The  Secretary  may,  by  regulations,  provide  that  a  corporation 
fails  to  meet  the  requirement  that  it  have  no  stock  that  is  readily 
tradable  if  a  substantial  portion  of  the  assets  of  any  entity  consists 
(either  directly  or  indirectly)  of  stock  in  the  corporation  and  inter- 
ests in  the  entity  are  readily  tradable  on  an  established  securities 
market,  or  otherwise. 

Congress  was  concerned  that,  absent  specific  rules,  a  taxpayer 
might  utilize  the  exemption  for  shareholder  approval  to  avoid  the 
golden  parachute  provisons  by  creating  tiers  of  entities.  Such  avoid- 
ance is  possible  if  the  gross  value  of  the  entity-shareholder's  inter- 
est in  the  corporation  constitutes  a  substantial  portion  of  such  enti- 
ty's assets.  Congress  contemplated  that,  in  such  cases,  the  Secre- 
tary will  adopt  regulations  requiring  approval  of  the  owners  of  the 
entity  rather  than  the  approval  of  the  entity  itself.  Of  course,  such 
shareholder  approval  may  be  obtained  only  if  the  entity  sharehold- 
er also  has  no  stock  that  is  readily  tradable. 

The  Secretary  is  authorized  to  prescribe  such  regulations  as  may 
be  necessary  or  appropriate  to  carry  out  the  purposes  of  the  golden 
parachute  provisions. 

Explana  Hon  of  Pro  vis  ion 

Under  present  law,  a  corporation  could  fail  to  qualify  for  the 
shareholder  approval  exception  if  it  has  nonvoting  preferred  stock 
that  is  publicly  traded,  even  if  all  common  stock  of  the  corporation 
is  not  publicly  traded.  In  some  cases,  an  interest  in  preferred  stock 
is  more  in  the  nature  of  debt  than  equity.  The  purpose  of  the 
golden  parachute  provisions  is  to  protect  equity  shareholders  whose 
interest  in  the  corporation  could  be  impaired  by  parachute  pay- 
ments to  disqualified  individuals.  No  protection  is  necessary  in  the 
case  of  nonvoting  preferred  stock  if  the  preferred  shareholders  re- 
ceive the  redemption  or  liquidation  value  to  which  they  are  enti- 
tled. 

Thus,  the  bill  provides  that,  for  purposes  of  the  shareholder  ap- 
proval requirements,  the  term  '  'stock"  does  not  include  any  stock 
(1)  that  is  not  entitled  to  vote,  (2)  that  is  limited  and  preferred  as  to 
dividends  and  does  not  participate  in  corporate  growth  to  any  sig- 
nificant extent,  (3)  that  has  redemption  and  liquidation  rights 
which  do  not  exceed  the  issue  price  of  such  stock  (except  for  a  rea- 
sonable redemption  or  liquidation  premium),  (4)  that  is  not  convert- 
ible into  another  class  of  stock,  and  (5)  the  rights  of  which  are  not 
adversely  affected  by  the  parachute  payments. 
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The  bill  addresses  several  issues  that  arise  in  the  application  of 
the  shareholder  approval  requirements  for  a  corporation  the  stock 
of  which  is  not  publicly  traded  by  expanding  the  Secretary's  regu- 
latory authority  under  the  golden  parachute  provisions.  It  is  ex- 
pected that  regulations  will  address  these  issues,  particularly  the 
application  of  the  shareholder  approval  requirements  in  the  case  of 
shareholders  that  are  not  individuals  (i.e.,  the  shareholders  are 
partnerships,  corporations,  or  other  nonindividual  entities),  and  to 
what  extent  nonvoting  interests  in  the  entity  shareholder  have  the 
right  to  affect  the  approval  of  that  shareholder.  In  general,  it  is  an- 
ticipated that  the  normal  voting  rights  of  the  entity  shareholder 
will  determine  whether  or  not  the  entity  shareholder  approves  the 
parachute  payments.  For  example,  limited  partners  with  no  right 
to  vote  on  partnership  issues  generally  would  not  be  entitled  to 
vote  with  respect  to  the  partnership  shareholder's  approval  of  a 
parachute  payment. 

The  bill  specifically  authorizes  the  Secretary  to  prescribe  regula- 
tions addressing  the  application  of  the  shareholder  approval  re- 
quirements to  entity  shareholders  that  hold  de  minimis  amounts  of 
stock  in  the  corporation.  Of  course,  shareholder  approval  would 
still  be  required  if  the  corporation  constituted  a  substantial  portion 
of  the  assets  of  the  entity  shareholder. 

For  purposes  of  the  small  business  exception,  the  bill  provides 
that  "small  business  corporation"  is  defined  as  in  section  1361(b) 
but  without  regard  to  paragraph  (1)(C)  thereof  (relating  to  nonresi- 
dent aliens).  In  the  golden  parachute  context,  the  effect  of  the  use 
of  the  small  business  corporation  definition  was  to  treat  domestic 
corporations  less  favorably  to  the  extent  they  were  owned  by  for- 
eign persons  rather  than  U.S.  persons.  Because  less  favorable  treat- 
ment was  accorded  to  these  corporations  solely  because  they  were 
owned  by  foreign  persons  (as  contrasted  to  U.S.  corporations  whose 
shareholders  were  not  taxable  by  the  United  States),  this  golden 
parachute  provision  discriminated  against  foreign  persons  and 
would  have  violated  certain  U.S.  treaties. 

6.  Settlement  funds  (sec.  10218(f)  of  the  bill,  sec.  1807(a)(7)  of  the 
Reform  Act,  and  sec.  468B  of  the  Code) 

Present  Law 

A  taxpayer  generally  may  deduct  qualified  payments  to  a  desig- 
nated settlement  fund  at  the  time  such  payments  are  made.  A 
qualified  payment  does  not  include  any  amount  which  may  be 
transferred  from  a  designated  settlement  fund  to  the  taxpayer.  The 
taxpayer  may  not  hold  a  beneficial  interest  in  the  income  or  corpus 
of  the  fund. 

Under  the  Act,  the  income  earned  on  amounts  transferred  to  an 
escrow  account,  settlement  fund,  or  other  similar  fund  is  subject  to 
current  tax  notwithstanding  any  other  provision  of  law.  The  Act 
also  provides  that  if  the  amount  transferred  to  an  account  or  fund 
is  not  deductible,  then  the  account  or  fund  is  taxed  as  a  grantor 
trust. 
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Explanation  of  Provision 

The  bill  clarifies  that  a  qualified  payment  does  not  include  any 
amount  which  may  be  transferred  from  a  designated  settlement 
fund  to  any  person  related  to  the  taxpayer. 

The  bill  also  clarifies  that  a  designated  settlement  fund  (1)  must 
extinguish  completely  the  taxpayer's  tort  liability  with  respect  to  a 
class  of  claimants,  and  (2)  must  not  under  its  terms  provide  a  bene- 
ficial interest  in  the  income  or  corpus  of  the  fund  to  any  person 
related  to  the  taxpayer. 

The  bill  incorporates  as  part  of  the  Code  the  provision  of  the  Act 
relating  to  the  current  taxation  of  the  income  earned  on  amounts 
transferred  to  an  escrow  account,  settlement  fund,  or  other  similar 
fund.  The  bill  also  authorizes  the  Treasury  Secretary  to  prescribe 
regulations  that  identify  the  person  that  is  subject  to  current  tax 
on  the  income  from  such  an  account  or  fund. 

It  is  anticipated  that  these  regulations  will  provide  that  if  the 
amount  is  transferred  pursuant  to  an  arrangement  that  constitutes 
a  trust,  then  the  income  earned  by  the  amounts  transferred  will  be 
currently  taxed  under  Subchapter  J  of  the  Code.  Thus,  for  exam- 
ple, if  the  transferor  retains  a  reversionary  interest  in  any  portion 
of  the  trust  that  exceeds  5  percent  of  the  value  of  that  portion,  or 
the  income  of  the  trust  may  be  paid  to  the  transferor,  or  may  be 
used  to  discharge  a  legal  obligation  of  the  transferor,  then  the 
income  is  currently  taxable  to  the  transferor  under  the  grantor 
trust  rules. 

7.  Certain  transfers  of  incentive  stock  options  (sec.  10218(k)  of 

the  bill,  sec.  1842  of  the  Reform  Act,  and  sec.  425(c)  of  the 
Code) 

Present  Law 

The  1984  Act  provided  that  transfers  of  property  between 
spouses  or  incident  to  divorce  were  non-taxable  carry-over  basis 
transactions. 

Explanation  of  Provision 

The  bill  clarifies  that  the  transfer  of  stock  acquired  pursuant  to 
the  exercise  of  an  incentive  stock  option  between  spouses  or  inci- 
dent to  divorce  is  tax-free. 

8.  Treatment  of  stripped  tax-exempt  bonds  (sec.  10218(p)(4)  of  the 

bill,  sec.  1879  of  the  Reform  Act,  and  sec.  1286(d)  of  the  Code) 

Present  Law 

In  determining  the  basis  of  a  stripped  coupon  or  stripped  bond 
relating  to  a  tax-exempt  obligation  under  present  law,  the  holder 
makes  adjustments  to  basis  to  account  for  the  accrual  of  original 
issue  discount  ("OID").  The  total  adjustment  to  basis  on  account  of 
OID  is  an  amount  not  in  excess  of  that  amount  which  produces  a 
yield  to  maturity  equal  to  the  lower  of  (1)  the  coupon  rate  on  the 
tax-exempt  obligation,  or  (2)  the  yield  to  maturity  of  the  stripped 
coupon  or  stripped  bond. 
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Explanation  of  Provision 

Under  the  bill,  in  the  case  of  a  tax-exempt  obligation  from  which 
one  or  more  coupons  have  been  stripped,  a  portion  of  OID  with  re- 
spect to  any  stripped  coupon  or  stripped  bond  (as  determined  under 
the  general  coupon  stripping  rules)  is  treated  as  OID  on  a  tax- 
exempt  obligation.  OID  in  excess  of  the  "tax-exempt  portion"  is 
treated  as  OID  on  an  obligation  that  is  not  a  tax-exempt  obligation. 

Under  the  bill,  the  tax-exempt  portion  of  the  OID  with  respect  to 
a  stripped  coupon  or  stripped  bond  relating  to  a  tax-exempt  obliga- 
tion is  the  excess  of  the  stated  redemption  price  at  maturity  (or  in 
the  case  of  a  coupon,  the  amount  payable  on  the  due  date  of  the 
coupon),  over  an  issue  price  that  would  produce  a  yield  to  maturity 
as  of  the  purchase  date  (of  the  stripped  coupon  or  stripped  bond) 
equal  to  the  lower  of  (1)  the  coupon  rate  on  the  tax-exempt  obliga- 
tion from  which  the  coupons  were  separated,  or  (2)  the  yield  to  ma- 
turity (on  the  basis  of  the  purchase  price)  of  the  stripped  coupon  or 
stripped  bond.  The  taxpayer  can  elect  to  use  the  original  yield  to 
maturity  instead  of  the  coupon  rate  for  these  purposes. 

For  example,  assume  that  a  tax-exempt  obligation  with  a  face 
amount  of  $100  due  January  1,  1990,  and  with  a  coupon  rate  of  10 
percent  (compounded  semiannually)  is  issued  for  $100  on  January 
1,  1987,  and  is  stripped  on  January  1,  1989.  The  right  to  receive  the 
principal  amount  is  sold  for  $79.21  reflecting  a  yield  to  maturity  at 
the  time  of  the  strip  of  12  percent  (compounded  semiannually). 
Under  the  bill,  the  tax-exempt  portion  of  discount  on  the  stripped 
bond  is  limited  to  $17.73,  the  difference  between  the  stated  redemp- 
tion price  ($100)  and  the  issue  price  that  would  produce  a  yield  to 
maturity  of  10  percent  ($82.27).  This  portion  of  the  discount  is 
treated  as  OID  on  a  tax-exempt  obligation. 

The  amount  of  discount  on  the  stripped  bond  in  excess  of  the  tax- 
exempt  portion  is  $3.06,  equal  to  the  excess  of  total  discount 
($20.79)  over  the  tax-exempt  portion.  This  portion  of  the  discount  is 
treated  as  OID  with  respect  to  an  obligation  that  is  not  a  tax- 
exempt  obligation. 

The  total  amount  of  OID  allocable  to  the  accrual  period  ending 
on  July  1,  1989,  with  respect  to  the  stripped-bond  is  $4.75  (6  percent 
of  $79.21),  of  which  $4.11  is  treated  as  OID  on  a  tax-exempt  obliga- 
tion (5  percent  of  $82.27)  and  $0.64  ($4.75  minus  $4.11)  is  treated  as 
OID  on  an  obligation  that  is  not  a  tax-exempt  obligation.  The  hold- 
er's basis  for  the  bond  is  increased  to  $83.96  ($79.21  issue  price  plus 
accrued  discount  of  $4.75). 

The  provision  is  effective  for  any  purchase  or  sale  of  a  stripped 
coupon  or  stripped  bond  relating  to  a  tax-exempt  obligation  after 
June  10,  1987.  Present  law  remains  in  effect  for  any  purchase  or 
sale  of  any  such  stripped  coupon  or  bond  after  October  21,  1986, 
and  before  June  11,  1987.  Present  law  also  remains  in  effect  in  the 
case  of  any  person  who,  on  June  10,  1987,  held  for  sale  in  the  ordi- 
nary course  of  such  person's  trade  or  business  any  obligation  or 
coupon  in  stripped  form,  with  respect  to  any  sale  of  such  obligation 
or  coupon  by  such  person,  and  with  respect  to  any  such  obligation 
or  coupon  while  held  by  another  person  who  purchased  such  obliga- 
tion from  the  person  who  held  such  obligation  or  coupon  on  June 
10,  1987. 
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9.  Reorganizations  of  investment  companies  (sec.  10218(p)(5)  of 

the  bill,  sec.  1879  of  the  Reform  Act,  and  sec.  368  of  the  Code) 

Present  Law 

The  Act  provided  that  stock  of  a  RIC,  REIT,  or  diversified  invest- 
ment company  will  not  be  treated  as  stock  of  a  single  issuer  for 
purposes  of  determining  whether  the  holder  is  diversified  within 
the  meaning  of  section  368(a)(2)(F)(ii).  The  legislative  history  of  that 
amendment  provided  that  the  provision  was  intended  to  permit  an 
investment  company  to  be  treated  as  a  diversified  investment  com- 
pany only  if  it  would  be  so  defined  if  it  were  deemed  to  own  its 
ratable  share  of  the  assets  of  any  RIC,  REIT,  or  diversified  invest- 
ment company  in  which  it  owns  stock  (without  regard  to  whether 
its  percentage  ownership  is  50  percent  or  more). 

Explanation  of  Provision 

The  bill  conforms  the  statutory  language  to  the  legislative  histo- 
ry of  the  Act.  The  bill  provides  that,  for  purposes  of  determining 
whether  a  corporation  is  diversified,  a  person  holding  stock  in  a 
RIC,  REIT,  or  diversified  investment  company  shall,  except  as  oth- 
erwise provided  in  regulations,  be  treated  as  holding  its  proportion- 
ate share  of  the  assets  held  by  the  RIC,  REIT,  or  diversified  invest- 
ment company.  It  is  anticipated,  for  example,  that  the  regulations 
may  provide  for  exceptions  in  de  minimis  cases. 

10.  Elimination  of  duplicative  Medicare  tax  provisions  for  certain 

State  and  local  government  employees  (sec.  10218(q)  of  the 
bill,  sec.  1895  of  the  Reform  Act,  and  sec.  3121(u)  of  the  Code) 

Present  Law 

Under  Code  section  1402(c),  certain  employees  of  State  or  local 
governments  who  are  compensated  solely  on  a  fee  basis  are  subject 
to  the  self-employment  (SECA)  tax,  including  the  Medicare  portion 
of  that  tax.  The  Consolidated  Omnibus  Budget  Reconciliation  Act 
of  1985  (P.L.  99-272)  extended  Medicare  coverage  and  tax  to  State 
and  local  government  employees  hired  after  1985,  effective  for  serv- 
ice performed  after  March  31,  1986  (Code  sec.  3121(u)).  No  excep- 
tion was  provided  for  certain  State  and  local  government  employ- 
ees who  were  already  subject  to  Medicare  tax  under  section  1402(c). 

Explanation  of  Provision 

The  bill  provides  an  exception  to  the  Medicare  tax  provision  in 
Code  section  3121(u)  for  individuals  holding  a  position  described  in 
section  1402(c)(2)(E),  effective  for  services  performed  after  March 
31,  1986. 
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11.  Application  of  market  discount  rules  in  case  of  partial  princi- 

pal payments  (sec.  10218  of  the  bill,  sec.  1803  of  the  Act,  and 
sees.  1276  and  1278  of  the  Code) 

Present  Law 

The  1984  Act  provided  that  any  partial  principal  payment  on  a 
market  discount  bond  is  includible  in  gross  income  to  the  extent 
that  such  payment  does  not  exceed  the  accrued  market  discount  on 
such  bond. 

Market  discount  is  the  excess  of  the  stated  redemption  price  of 
the  bond  at  maturity  over  the  basis  of  such  bond  immediately  after 
its  acquisition  by  the  taxpayer.  In  the  case  of  a  bond  having  origi- 
nal issue  discount,  the  stated  redemption  price  at  maturity  is  treat- 
ed as  equal  to  its  revised  issue  price.  Revised  issue  price  is  the  sum 
of  the  issue  price  of  the  bond  and  the  aggregate  amount  of  the 
original  issue  includible  in  the  gross  income  of  all  holders  for  peri- 
ods before  the  acquisition  of  the  bond  by  the  taxpayer.  Neither 
stated  redemption  price  at  maturity  nor  revised  issue  price  are  ad- 
justed for  partial  principal  payments  prior  to  the  acquisition  of  the 
bond. 

Explanation  of  Provision 

The  bill  clarifies  that  the  Treasury  is  authorized  to  issue  regula- 
tions providing  proper  adjustment  in  the  amount  of  market  dis- 
count to  account  for  partial  principal  payments  received  by  prior 
holders  of  the  bond. 

12.  Treatment  of  multiple  trusts  for  taxable  years  beginning  in 
1985  (sec.  10218  of  the  bill,  sec.  1806(a)  of  the  Act  and  sec.  643 
of  the  Code) 

Present  Law 

The  1984  Act  provides  that  under  Treasury  regulations,  two  or 
more  trusts  will  be  treated  as  one  trust  if  (1)  the  trusts  have  sub- 
stantially the  same  grantor  or  grantors  and  substantially  the  same 
primary  beneficiary  or  beneficiaries,  and  (2)  a  principal  purpose  for 
the  existence  of  the  trusts  is  the  avoidance  of  Federal  income  tax. 

The  1984  Act  makes  this  provision  effective  for  taxable  years  be- 
ginning after  March  1,  1984.  The  1986  Act  provides  that  this  provi- 
sion is  not  applicable  to  any  trust  which  was  irrevocable  on  March 
1,  1984,  except  to  the  extent  corpus  is  transferred  to  the  trust  after 
that  date. 

Explanation  of  Provision 

The  bill  provides  that  if  on  a  return  for  a  taxable  year  beginning 
in  1985,  two  or  more  trusts  were  treated  as  a  single  trust,  and  they 
would  have  been  required  to  be  so  treated  but  for  the  amendment 
made  by  the  1986  Act,  then  such  trusts  will  be  treated  as  one  trust 
for  purposes  of  that  taxable  year.  This  provision  applies  only  to 
trusts  which  did  not  accumulate  any  income  or  make  any  accumu- 
lation distributions  during  that  year. 
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13.  Treatment  of  certain  compensation  of  ocean  freightforwarders 
(sec.  1888(i)  of  the  Act  and  19  U.S.C.  1641) 

Present  Law 

Certain  special  rules  apply  to  agreements  governing  the  compen- 
sation of  ocean  freightforwarders. 

Explanation  of  Provision 

The  bill  deletes  provisions  of  the  Reform  Act  regarding  compen- 
sation of  ocean  freightforwarders. 


TECHNICAL  CORRECTIONS  TO  OTHER  TAX  LEGISLATION 
A.  The  Superfund  Revenue  Act  of  1986  (Sec.  10251  of  the  Bill) 

1.  Tax  on  chemical  feedstocks  (sec.  10251(a)  of  the  bill,  sec.  513  of 
the  Superfund  Act,  and  sec.  4662  of  the  Code) 

Present  Law 

Under  present  law,  tax  is  imposed  on  the  sale  (by  the  manufac- 
turer, producer,  or  importer)  of  42  organic  and  inorganic  chemical 
feedstocks.  If  the  manufacturer,  producer,  or  importer  of  a  taxable 
chemical  feedstock  uses  the  feedstock,  then  tax  is  imposed  on  the 
use  of  the  feedstock  in  the  same  manner  as  if  the  feedstock  had 
been  sold. 

Under  the  "mixed  stream"  rule,  no  tax  is  imposed  on  the  sale  or 
use  of  any  taxable  organic  chemical  while  such  chemical  is  part  of 
an  intermediate  hydrocarbon  stream  containing  a  mixture  of  tax- 
able organic  chemicals.  Where  tax  is  not  imposed  by  reason  of  the 
mixed  stream  rule,  the  subsequent  isolation,  extraction,  or  removal 
of  a  taxable  chemical  from  an  intermediate  hydrocarbon  stream  is 
treated  as  a  taxable  use. 

A  credit  or  refund  (without  interest)  may  be  allowed  or  made  to 
the  taxpayer  for  tax  paid  with  respect  to  a  taxable  chemical  feed- 
stock which  is  (1)  exported,  or  (2)  used  to  make  a  listed  taxable  sub- 
stance which  is  exported.  No  credit  or  refund  is  allowed  unless  the 
person  who  paid  the  tax  either  has  agreed  to  repay  the  tax  to  the 
exporter,  or  has  obtained  the  written  consent  of  the  exporter  waiv- 
ing such  repayment. 

Explanation  of  Provisions 
Refunds  directly  to  exporter 

Under  the  bill,  the  Secretary  is  required  to  issue  regulations  pro- 
viding the  conditions  under  which  credit  or  refund  (without  inter- 
est) may  be  allowed  or  made  to  the  exporter  of  a  taxable  chemical 
or  listed  taxable  substance,  rather  than  to  the  person  who  paid  the 
tax,  where  the  taxpayer  waives  his  right  to  receive  the  refund  and 
the  exporter  provides  such  information  as  may  be  required  by  the 
Secretary.  Such  conditions  may  include  (1)  a  requirement  that  the 
exporter  and  the  person  who  paid  the  tax  register  with  the  Inter- 
nal Revenue  Service,  (2)  a  requirement  that  the  exporter  provide 
written  evidence  that  the  taxpayer  has  waived  its  right  to  the 
refund,  and  (3)  the  time,  place,  and  manner  in  which  claims  for 
refund  or  credit  are  to  be  made. 

Mixed  stream  rule 

The  bill  clarifies  that  the  present  law  treatment  of  intermediate 
hydrocarbon  streams  applies  where  the  stream  contains  one  tax- 
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able  organic  chemical  feedstocks  and  one  or  more  nontaxable  or- 
ganic chemicals.  Thus  the  mixed  stream  rule  is  not  limited  to  mix- 
tures containing  two  or  more  taxable  organic  chemical  feedstocks. 
The  term  "intermediate  hydrocarbon  stream"  generally  means  a 
mixture  of  organic  chemicals  which  is  subject  to  further  distillation 
or  processing  in  the  manufacture  of  a  taxable  chemical. 

2.  Tax  on  certain  imported  substances  (sec.  10251(b)  of  the  bill, 

sec.  515  of  the  Superfund  Act,  and  sec.  4672  of  the  Code) 

Present  Law 

A  tax  is  imposed  on  any  taxable  substance  sold  or  used  by  the 
importer  thereof  after  1988.  The  amount  of  tax  generally  is  equal 
to  the  tax  which  would  have  been  imposed  by  the  chemical  feed- 
stock tax  (sec.  4661)  on  the  chemicals  used  as  materials  in  the  man- 
ufacture of  a  taxable  substance  had  such  chemicals  been  sold  in 
the  United  States. 

Taxable  substances  are  those  contained  in  the  initial  list  of  tax- 
able substances  as  modified  by  the  Secretary.  Substances  are  to  be 
added  to  the  list  if  the  Secretary  determines  that  taxable  chemicals 
constitute  more  than  50  percent  of  the  weight  of  the  materials  used 
to  produce  such  substance  (determined  on  the  basis  of  the  predomi- 
nant method  of  production).  The  Secretary  has  the  authority  to  add 
or  remove  substances  from  the  list  as  necessary  to  carry  out  the 
purposes  of  the  Superfund  chemical  tax. 

Explanation  of  Provision 

Four  chemicals  are  added  to  the  initial  list  of  taxable  substances: 
(1)  Polyester  (polyethylene  terepthalate),  (2)  Nylon  66,  (3)  polyacry- 
lonitrile,  and  (4)  Nylon  6. 

3.  Broadbase  environmental  tax  (sec.  10251(c)  of  the  bill,  sec.  516 

of  the  Superfund  Act,  and  sees.  59 A  and  882  of  the  Code) 

Present  Law 

Under  present  law,  an  environmental  tax  is  imposed  on  corpora- 
tions equal  to  0.12  percent  on  the  excess  of  modified  alternative 
minimum  taxable  income  ("AMTI")  for  the  taxable  year  over  $2 
million.  Modified  AMTI  means  AMTI  as  defined  for  purposes  of  the 
corporate  alternative  minimum  tax  without  regard  to  the  alterna- 
tive net  operating  loss  and  environmental  tax  deductions. 

Although  regulated  investment  corporations  ("RICs")  and  real 
estate  investment  trusts  ("REITs")  are  passive  investment  entities, 
they  are  classified  as  corporations  and  may  have  corporate  alterna- 
tive minimum  taxable  income. 

Explanation  of  Provisions 

RICs  and  REITs 

The  bill  clarifies  that  the  environmental  tax  does  not  apply  to 
RICs  and  REITs. 
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Foreign  corporations 

The  bill  clarifies  that  a  foreign  corporation  engaged  in  a  trade  or 
business  within  the  United  States  is  subject  to  the  environmental 
tax  on  its  income  which  is  effectively  connected  with  the  conduct  of 
a  trade  or  business  within  the  United  States. 

4.  Leaking  Underground  Storage  Tank  Trust  Fund  tax  (sec. 
10251(d)  of  the  bill,  sec.  521  of  the  Superfund  Act,  and  sees. 
4041,  4042,  and  4081  of  the  Code) 

Present  Law 

Under  present  law,  an  additional  0.1  cent  per  gallon  tax  is  im- 
posed on  gasoline,  diesel,  special  motor  fuels,  and  other  liquid  fuels 
that  are  otherwise  subject  to  fuels  excise  taxes.  This  tax  also  is  im- 
posed on  any  liquid  used,  or  sold  for  use,  as  a  fuel  in  a  diesel-pow- 
ered  train.  Revenues  from  this  tax  are  used  to  finance  the  Leaking 
Underground  Storage  Tank  ("LUST")  Trust  Fund.  The  additional 
tax  generally  is  imposed  on  the  same  tax  base  and  is  collected  in 
the  same  manner  as  the  other  excise  taxes  on  these  fuels  (Code 
sees.  4041,  4042,  and  4081).  The  tax  is  not  imposed  on  liquified  pe- 
troleum gas. 

Explanation  of  Provisions 
Tax  on  diesel  fuel  may  be  imposed  on  sale  to  retailer 

The  bill  clarifies  that  the  0.1  cent  per  gallon  LUST  tax  on  diesel 
fuel  is  imposed  upon  sale  to  a  qualified  retailer  in  situations  where 
the  tax  on  diesel  fuel  for  highway  vehicle  use  is  imposed  on  such 
sale. 

Liquids  used  in  aviation 

The  bill  clarifies  that  the  0.1  cent  per  gallon  LUST  tax  applies  to 
all  liquids  used,  or  sold  for  use,  as  fuel  in  an  aircraft,  but  that  the 
LUST  tax  is  not  to  be  imposed  twice  (i.e.,  by  reason  of  both  sections 
4041  and  4081).  The  bill  also  clarifies  that  the  additional  tax  im- 
posed by  section  4041(c)  on  gasoline  used  as  a  fuel  in  noncommer- 
cial aviation  is  computed  without  regard  to  the  LUST  tax,  and  thus 
is  not  reduced  by  the  LUST  tax. 

Exempt  sales 

The  bill  clarifies  that  gasoline  which  is  used  as  a  fuel  in  an  air- 
craft or  in  a  train  is  not  exempt  from  the  LUST  tax  by  reason  of 
section  6421  (relating  to  off-highway  business  use  and  sales  of  gaso- 
line for  certain  other  exempt  purposes). 

Floor  stocks  tax 

The  bill  clarifies  that  certain  gasoline  which  on  January  1,  1988 
is  held  by  a  dealer  is  to  be  subject  to  a  floor  stocks  tax  at  a  rate  of 
9.1  cents  rather  than  9  cents  per  gallon.  This  ensures  that  the  0.1 
cent  per  gallon  LUST  tax  is  collected  on  such  gasoline.  The  reve- 
nue attributable  to  the  additional  floor  stock  tax  is  to  be  trans- 
ferred to  the  Leaking  Underground  Storage  Tank  Trust  Fund.  The 
bill  further  clarifies  that  the  penalty  and  other  provisions  of  law 
applicable  to  section  4081  taxes  also  apply  to  the  floor  stock  tax. 


B.  The  Harbor  Maintenance  Revenue  Act  of  1986  (Sec.  10252  of 

the  Bill) 

1.  Tax  rate  for  fuel  used  on  inland  waterways  (sec.  10252(a)  of  the 

bill,  sec.  1404(a)  of  the  Harbor  Maintenance  Revenue  Act,  and 
sec.  4042(b)  of  the  Code) 

Present  Law 

The  Superfund  Revenue  Act  of  1986  (P.L.  99-499),  as  enacted  on 
October  17,  1986,  imposed  an  additional,  separate  "Leaking  Under- 
ground Storage  Tank  Trust  Fund  financing  rate"  of  0.1  cent  per 
gallon  on  fuel  subject  to  the  existing  inland  waterways  fuel  tax 
(Code  sec.  4042).  The  Harbor  Maintenance  Revenue  Act  of  198C 
(P.L.  99-662),  enacted  on  November  17,  1986,  amended  section  4042 
to  provide  a  gradual  increase  in  the  rate  of  waterways  fuel  tax,  the 
revenues  from  which  are  transferred  to  the  Inland  Waterways 
Trust  Fund.  In  restating  the  increased  tax  rates  in  section  4042(b), 
this  subsequent  amendment  failed  to  include  the  0.1  cent  per 
gallon  additional  tax  rate  (for  the  Leaking  Underground  Storage 
Tank  Trust  Fund)  that  had  been  enacted  the  previous  month. 

Explanation  of  Provision 

The  bill  provides  that  for  purposes  of  Code  section  4042  (inland 
waterways  fuel  tax),  the  amendment  made  by  the  Superfund  Reve- 
nue Act  of  1986  relating  to  the  separate  0.1  cent  per  gallon  tax  for 
the  Leaking  Underground  Storage  Tank  Trust  Fund  is  to  be  treat- 
ed as  enacted  after  the  amendment  to  section  4042  made  by  the 
Harbor  Maintenance  Revenue  Act  of  1986. 

The  bill  therefore  reinstates  the  separate  0.1  cent  per  gallon  tax 
rate  (in  sec.  4042)  for  the  Leaking  Underground  Storage  Tank 
Trust  Fund,  as  if  included  in  the  Harbor  Maintenance  Revenue  Act 
of  1986.  Thus,  the  additional  0.1  cent  per  gallon  fuel  tax  is  effective 
as  of  January  1,  1987,  i.e.,  the  effective  date  for  such  tax  as  enacted 
in  the  Superfund  Revenue  Act. 

2.  Exemption  from  the  harbor  maintenance  tax  for  cargo  trans- 

ported between  U.S.  possessions,  etc.  (sec.  10252(b)  of  the  bill, 
sec.  1402(a)  of  the  Harbor  Maintenance  Revenue  Act,  and  sec. 
4462(b)  of  the  Code) 

Present  Law 

A  new  harbor  maintenance  tax  (Code  sees.  4461-4462)  was  im- 
posed under  the  Harbor  Maintenance  Revenue  Act  of  1986  (P.L. 
99-662),  effective  April  1,  1987.  The  tax  is  0.04  percent  of  the  value 
of  commercial  cargo  loaded  or  unloaded  at  U.S.  ports. 

Under  section  4462(b),  the  tax  does  not  apply  to  (1)  cargo  loaded 
on  a  vessel  in  a  U.S.  mainland  port  for  transportation  to  Alaska, 
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Hawaii,  or  a  U.S.  possession  for  ultimate  use  or  consumption  there- 
in; (2)  cargo  loaded  on  a  vessel  in  Alaska,  Hawaii,  or  a  U.S.  posses- 
sion for  transportation  to  the  U.S.  mainland  for  ultimate  use  or 
consumption  therein;  (3)  unloading  of  such  cargo  (described  in  (1)  or 
(2),  above)  in  Alaska,  Hawaii,  or  any  U.S.  possession  or  in  the  U.S. 
mainland,  respectively;  or  (4)  cargo  loaded  on  a  vessel  in  Alaska, 
Hawaii,  or  a  U.S.  possession  and  unloaded  in  the  State  or  posses- 
sion in  which  loaded.  The  exception  does  not  apply  to  crude  oil 
cargo  with  respect  to  Alaska. 

Explanation  of  Provision 

The  bill  provides  a  specific  exemption  in  section  4462(b)(1)(B)  for 
cargo  transported  between  U.S.  possessions,  between  U.S.  posses- 
sions and  Alaska  or  Hawaii,  and  between  Alaska  and  Hawaii.  The 
amendment  is  effective  as  if  included  in  the  Harbor  Maintenance 
Act  of  1986  (i.e.,  as  of  April  1,  1987). 

3.  Due  date  for  study  of  impact  of  harbor  maintenance  tax  on  po- 
tential cargo  diversion  (sec.  10252(c)  of  the  bill  and  sec.  1407 
of  the  Harbor  Maintenance  Revenue  Act) 

Present  Law 

Under  the  Harbor  Maintenance  Revenue  Act  of  1986,  the  Secre- 
tary of  the  Treasury  (in  consultation  with  the  Secretaries  of  the 
Army  and  Transportation,  the  U.S.  Trade  Representative,  and 
other  appropriate  Federal  agencies)  is  to  conduct  a  study  to  deter- 
mine the  impact  of  the  harbor  maintenance  tax  (0.04  percent  of  the 
value  of  the  commercial  cargo)  on  potential  diversions  of  cargo  to 
Canada  or  Mexico  from  U.S.  ports.  The  report  is  due  to  the  Con- 
gress by  November  17,  1987  (one  year  after  the  date  of  enactment). 

Explanation  of  Provision 

The  bill  extends  the  due  date  for  the  cargo  diversion  study  until 
July  1,  1988. 


C.  The  Omnibus  Budget  Reconciliation  Act  of  1986  (Sec.  10253  of 

the  Bill) 

1.  Exclusion  of  discharge  of  indebtedness  income  in  determining 
tax-exempt  status  of  mutual  or  cooperative  telephone  and 
electric  companies  (sec.  10253(a)  of  the  bill,  sec.  1011(a)  of  the 
Omnibus  Budget  Reconciliation  Act  of  1986,  sec.  623  of  Public 
Law  99-591,  and  sec.  501(c)(12)(A)  of  the  Code) 

Present  Law 

Under  present  law,  benevolent  life  insurance  associations  of  a 
purely  local  character,  mutual  ditch  or  irrigation  companies, 
mutual  or  cooperative  telephone  companies,  or  like  organizations 
are  exempt  Federal  income  tax  (other  than  on  unrelated  business 
taxable  income)  so  long  as  85  percent  or  more  of  the  income  of  the 
organization  consists  of  amounts  collected  from  members  for  the 
sole  purpose  of  meeting  losses  and  expenses  (Code  sec.  501(c)(12)).  In 
the  case  of  mutual  or  cooperative  telephone  companies,  the  85-per- 
cent test  is  determined  without  regard  to  income  received  or  ac- 
crued from  (1)  nonmember  telephone  companies  for  the  perform- 
ance of  communication  services  with  members,  (2)  certain  pole 
rentals,  and  (3)  the  sale  of  display  listing  in  a  directory  furnished 
to  members.  In  the  case  of  mutual  or  cooperative  electric  compa- 
nies, the  85-percent  test  is  determined  without  regard  to  income  re- 
ceived or  accrued  from  certain  pole  rentals. 

Also  under  present  law,  gross  income  includes  "income  from  dis- 
charge of  indebtedness' '  (sec.  61(a)(12)).  A  discharge  of  indebtedness 
is  considered  to  occur  whenever  a  taxpayer's  debt  is  forgiven,  can- 
celled, or  otherwise  discharged  by  a  payment  of  less  than  the  prin- 
cipal amount  of  the  debt.  The  amount  of  the  indebtedness  dis- 
charged is  equal  to  the  difference  between  the  face  amount  of  the 
debt,  adjusted  for  any  unamortized  premium  or  discount,  and  any 
consideration  given  by  the  taxpayer  to  effect  the  discharge. 

Section  1011(a)  of  the  Omnibus  Budget  Reconciliation  Act  of  1986 
and  section  623  of  Public  Law  99-591  provided  that  certain  loans 
made  pursuant  to  sections  306 A,  306B,  or  311  of  the  Rural  Electrifi- 
cation Act  of  1936  could  be  prepaid  at  an  amount  less  than  the 
principal  amount  of  the  debt. 

Explanation  of  Provision 

The  bill  provides  that,  in  the  case  of  mutual  or  cooperative  tele- 
phone companies  or  electric  companies,  the  85-percent  test  of  sec- 
tion 501(c)(12)  is  to  be  determined  without  regard  to  any  income 
from  discharge  of  indebtedness  arising  from  the  prepayment  of  a 
loan  under  section  306 A,  306B,  or  311  of  the  Rural  Electrification 
Act  of  1936,  as  in  effect  of  January  1,  1987. 
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2.  Payment  period  for  excise  taxes  on  imported  beverages  and  to- 
bacco products  (sec.  10253(b)  of  the  bill,  sec.  8011  of  the  Omni- 
bus Budget  Reconciliation  Act  of  1986,  and  sees.  5061  and 
5073  of  the  Code) 

Present  Law 

The  excise  taxes  on  alcoholic  beverages  and  tobacco  products  are 
imposed  on  removal  of  a  taxable  product  from  bonded  premises. 
Tax  on  domestically  produced  articles  (and  distilled  spirits  import- 
ed in  bulk)  is  paid  with  respect  to  semi-monthly  periods,  with  tax 
being  due  14  days  after  the  close  of  each  semi-monthly  period.  Tax 
on  imported  products  (other  than  distilled  spirits  imported  in  bulk) 
is  due  14  days  after  the  date  on  which  the  taxable  product  enters 
the  customs  territory  of  the  United  States. 

Explanation  of  Provision 

The  bill  conforms  the  payment  periods  for  excise  taxes  imposed 
on  imported  alcoholic  beverages  and  tobacco  products  generally  to 
those  presently  applicable  to  domestic  products.  Thus,  tax  on  these 
imported  products  will  be  paid  with  respect  to  semi-monthly  peri- 
ods, with  tax  being  due  14  days  after  the  close  of  each  semi-month- 
ly period.$qse  to  domestic  products.  Thus,  tax  on  these  imported 
products  will  be  paid  with  respect  to  semi-monthly  periods,  with 
tax  being  due  14  days  after  the  close  of  each  semi-monthly  period. 


SUBTITLE  C:  MISCELLANEOUS  PROVISIONS 


I.  Individual  Income  Tax  Provisions 

1.  Expansion  of  eligibility  for  earned  income  credit  (sec.  10301  of 
the  bill  and  sec.  32  of  the  Code) 

Present  Law 

An  eligible  individual  who  maintains  a  home  for  one  or  more 
children  is  allowed  a  refundable  income  tax  credit  based  on  the  in- 
dividual's earned  income  up  to  a  specified  dollar  amount  (sec.  32). 
The  credit  is  available  to  married  individuals  filing  a  joint  return 
who  are  entitled  to  a  dependency  exemption  for  a  child,  unmarried 
heads  of  household  who  maintain  a  household  for  a  child,  and  sur- 
viving spouses. 

Taxpayers  may  claim  a  dependency  exemption  for  a  child  only  if 
they  furnish  more  than  one-half  of  the  child's  total  support.  Simi- 
larly, taxpayers  qualify  for  head  of  household  or  surviving  spouse 
status  only  if  they  furnish  more  than  one-half  of  household  ex- 
penses. Under  present  law,  support  provided  other  than  by  the  tax- 
payer— for  example,  through  governmental  assistance  programs — 
enters  into  the  support  computation  but  does  not  qualify  as  support 
provided  by  the  taxpayer.  Thus,  if  more  than  one  half  of  a  child's 
support  or  of  household  expenses  consists  of  AFDC  or  other  assist- 
ance programs,  the  taxpayer  may  not  claim  a  dependency  exemp- 
tion for  the  child  or  (if  unmarried)  qualify  as  a  head  of  household, 
and  is  not  eligible  for  the  earned  income  credit. 

Reasons  for  Change 

The  committee  believes  that  means-tested  governmental  assist- 
ance payments  should  be  neutral  for  purposes  of  determining 
whether  a  taxpayer  satisfies  the  support  or  maintenance  of  house- 
hold tests.  Thus,  the  committee  concluded  that  a  taxpayer  should 
not  be  denied  the  benefits  of  claiming  a  dependency  exemption  for 
the  taxpayer's  child  or  the  earned  income  credit  (or  of  head-of- 
household  status)  merely  because,  when  taking  into  account  funds 
provided  through  AFDC  or  certain  other  governmental  assistance 
programs,  the  taxpayer  does  not  provide  over  one-half  of  the  sup- 
port of  children  or  other  dependents  or  the  expenses  of  maintain- 
ing a  household. 

Explanation  of  Provision 

Under  the  provision,  benefits  provided  under  means-tested  Feder- 
al, State,  or  local  governmental  assistance  programs  and  used  for 
support  or  household  maintenance  are  not  taken  into  account,  in 
determining  eligibility  for  the  dependency  exemption,  earned 
income  credit,  or  head  of  household  status,  to  measure  support  of  a 
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child  or  other  dependent  or  to  measure  household  expenses.  Thus, 
determinations  of  filing  status  or  dependency  exemptions  for  chil- 
dren living  in  the  same  home  as  the  taxpayer  are  to  depend  on 
sources  of  funds  other  than  those  provided  through  means-tested 
governmental  assistance  programs. 

The  term  means-tested  governmental  assistance  program  refers 
to  AFDC,  SSI,  food  stamp,  or  any  similar  Federal,  State,  or  local 
government  program  that  provides  assistance  for  the  support  of  the 
taxpayer  or  for  maintenance  of  the  household  and  that  determines 
eligibility  for  assistance  on  the  basis  of  the  current  need  or  income 
of  individuals.  Hence,  the  provision  does  not  exclude  support  re- 
ceived through  social  security,  railroad  retirement,  unemployment 
compensation,  or  other  programs  under  which  eligibility  depends 
on  factors  such  as  the  prior  income  or  employment  status  of  the 
recipient  or  his  or  her  family  members. 

Effective  Date 

The  provision  would  be  effective  for  taxable  years  beginning 
after  December  31,  1987. 

2.  Application  of  tuition  reduction  exclusion  to  certain  graduate 
students  (sec.  10302  of  the  bill  and  sec.  127(c)(8)  of  the  Code) 

Present  Law 

Under  present  law,  the  amount  of  tuition  reduction  provided  to  a 
graduate  teaching  or  research  assistant  is  includible  in  gross 
income  to  the  extent  the  tuition  reduction  constitutes  compensa- 
tion for  services  (sec.  117(c));  amounts  in  excess  of  compensation 
and  up  to  the  amount  of  tuition  may  qualify  for  exclusion  pursuant 
to  sections  117(d)  and  127. 

Reasons  for  Change 

The  committee  believes  that  the  full  amount  of  tuition  reduction 
received  by  graduate  research  or  teaching  assistants  at  colleges  or 
universities  should  be  eligible  for  exclusion  pursuant  to  section 
117(d),  including  amounts  that  constitute  compensation  for  serv- 
ices. 

Explanation  of  Provision 

Under  the  provision,  the  total  amount  of  qualified  tuition  reduc- 
tion provided  to  a  graduate  student  engaged  in  teaching  or  re- 
search activities  for  a  college  or  university  is  eligible  for  exclusion 
under  section  117(d),  without  regard  to  section  117(c).  As  in  the 
case  of  other  individuals  to  whom  section  117(d)  applies,  the  exclu- 
sion is  limited  to  the  amount  of  the  student's  tuition. 

Effective  Date 

The  provision  applies  for  taxable  years  beginning  after  December 
31,  1986. 
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3.  Application  of  14-percent  withholding  rate  to  certain  foreign 

lecturers  (sec.  10303  of  the  bill  and  sec.  1441(b)  of  the  Code) 

Present  Law 

Under  present  law,  grants  or  awards  received  by  nonresident 
aliens  for  lecturing  or  teaching  at  U.S.  educational  institutions  are 
subject  to  withholding  on  a  gross  basis  at  a  30-percent  rate  but  to 
U.S.  tax  on  a  net  income  basis. 

Reasons  for  Change 

The  committee  believes  that  the  14-percent  withholding  rate 
made  applicable  under  the  bill  to  certain  foreign  recipients  of 
scholarships  for  study  at  U.S.  educational  institutions  also  should 
apply  in  the  case  of  foreign  recipients  of  grants  or  awards  for  lec- 
turing or  teaching  at  U.S.  educational  institutions,  such  as  foreign 
lecturers  receiving  such  awards  under  the  Fulbright  program. 

Explanation  of  Provision 

Under  the  provision,  withholding  at  a  14-percent  rate  applies  to 
amounts  received  by  a  nonresident  alien  as  a  grant  or  award  for 
lecturing  or  teaching  at  an  educational  institution  (within  the 
meaning  of  sec.  170(b)(l)(A)(ii))  located  in  the  United  States,  if  the 
grant  or  award  is  made  by  the  educational  institution  or  any  other 
tax-exempt  organization  described  in  section  501(c)(3),  a  foreign 
government,  certain  international  organizations,  or  a  Federal, 
State,  or  local  government  agency. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1986. 

4.  Exemption  of  mutual  fund  shareholder  expenses  from  two-per- 

cent floor  (sec.  10304  of  the  bill  and  sec.  67(c)  of  the  Code) 

Present  Law 

Miscellaneous  itemized  deductions  generally  are  allowable  only 
to  the  extent  exceeding  two  percent  of  the  taxpayer's  adjusted 
gross  income  (sec.  67).  Under  present  law,  the  two-percent  floor  ap- 
plies with  respect  to  indirect  deductions  through  pass-through  enti- 
ties such  as  regulated  investment  companies  ("mutual  funds"). 
However,  present  law  includes  exceptions  in  the  case  of  other  pass- 
through  entities,  such  as  real  estate  investment  trusts,  coopera- 
tives, and  certain  trusts  and  estates. 

Reasons  for  Change 

The  committee  believes  that  in  light  of  the  administrative  diffi- 
culties and  confusion  to  millions  of  taxpayers  that  would  result 
from  applying  the  two-percent  floor  to  mutual  fund  expenses,  the 
present-law  exceptions  from  the  floor  for  certain  pass-through  enti- 
ties should  be  expanded  to  include  publicly  offered  mutual  funds. 
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Explanation  of  Provision 

Under  the  provision,  the  two-percent  floor  would  not  apply  to  in- 
direct deductions  with  respect  to  publicly  offered  mutual  funds. 
The  latter  term  means  a  mutual  fund  the  shares  of  which  are  (1) 
continuously  offered  pursuant  to  a  public  offering  (within  the 
meaning  of  sec.  4  of  the  Securities  Act  of  1933,  as  amended),  (2)  reg- 
ularly traded  on  an  established  securities  market,  or  (3)  held  by  or 
for  no  fewer  than  500  persons  at  all  times  during  the  taxable  year. 
The  provision  authorizes  the  Treasury  to  prescribe  regulations  de- 
creasing the  minimum  500-shareholder  requirement  in  the  case  of 
mutual  funds  that  experience  a  loss  of  shareholders  through  net  re- 
demptions of  their  shares. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1986. 

5.  Modification  in  face  value  limitation  on  deduction  for  enter- 
tainment tickets  (sec.  10305  of  the  bill  and  sec.  274(1)  of  the 
Code) 

Present  Law 

Under  present  law,  an  otherwise  allowable  deduction  for  the  cost 
of  a  ticket  for  an  entertainment  activity  is  limited  to  the  face  value 
of  the  ticket,  and  then  subject  to  application  of  the  percentage  re- 
duction rule  (sec.  274(1)).  Thus,  a  fee  paid  to  a  ticket  agency  or 
broker  on  purchasing  a  ticket  or  other  service  charge  is  not  deduct- 
ible to  the  extent  it  exceeds  the  face  value  of  the  ticket. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  treat  ticket  serv- 
ice charges  as  a  normal  part  of  ticket  costs  for  purposes  of  other- 
wise allowable  business  deductions,  subject  to  the  dollar  or  percent- 
age limitation  included  in  the  provision. 

Explanation  of  Provision 

Under  the  provision,  the  amount  otherwise  allowable  as  a  deduc- 
tion for  entertainment  ticket  costs  is  limited  to  the  face  value  of 
the  ticket  plus  any  service  charge  associated  with  purchase  of  the 
ticket.  (The  term  service  charge  means  a  charge  resulting  from 
mail,  telephone,  and  computer  orders,  delivery  charges,  and  com- 
missions.) However,  the  amount  of  service  charge  that  may  be 
taken  into  account  under  this  rule  cannot  exceed  the  greater  of  (1) 
10-percent  of  the  face  value  of  the  ticket  or  (2)  $5.00.  The  total  of 
the  ticket  price  (not  exceeding  the  ticket  face  value)  and  the  allow- 
able service  charge  under  this  rule  is  then  subject  to  the  20-percent 
reduction  rule. 

Effective  Date 

This  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1986. 
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6.  Business  use  of  automobiles  by  rural  mail  carriers  (sec.  10306 

of  the  bill  and  sees.  162  and  280F  of  the  Code) 

Present  Law 

The  Treasury  Department  prescribes  a  standard  mileage  rate 
that  may  be  used  to  determine  the  deduction  for  business  use  of  an 
automobile.  This  rate  and  the  number  of  miles  logged  for  business 
purposes  determine  the  taxpayer's  standard  mileage  deduction, 
which  is  taken  in  lieu  of  deductions  for  depreciation  and  operation 
and  maintenance  expenses. 

The  Treasury  announced  recently  that  the  standard  mileage  rate 
for  1987  generally  is  22.5  cents  per  mile. 

Reasons  for  Change 

Rural  letter  carriers  normally  perform  their  duties  on  roads  that 
are  unimproved  or  poorly  maintained.  Since  their  vehicles  thus  re- 
quire greater  repair  and  more  frequent  maintenance,  the  commit- 
tee believes  that  the  standard  mileage  rate  is  not  an  accurate 
measure  of  the  maintenance  and  repair  costs  incurred  by  rural 
mail  carriers. 

Explanation  of  Provision 

Under  the  provision,  rural  mail  carriers  of  the  U.S.  Postal  Serv- 
ice are  allowed  to  determine  their  automobile  deductions  at  150 
percent  of  the  standard  mileage  rate. 

The  bill  also  provides  that  the  requirement  in  section  280F  that 
the  business  use  of  a  vehicle  be  greater  than  50  percent  before  de- 
preciation deductions  may  be  taken  does  not  apply  in  the  case  of  a 
rural  mail  carrier  who  does  not  use  such  standard  mileage  rate.  If 
a  rural  mail  carrier  claims  depreciation  deductions  for  a  taxable 
year  beginning  after  1986,  the  carrier  cannot  use  the  higher  stand- 
ard mileage  rate  under  the  provision. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1986. 

7.  Modifications  to  rules  on  rollover  of  gain  on  sale  of  a  principal 

residence  (sec.  10307  of  the  bill  and  sec.  1034  of  the  Code) 

Present  Law 

In  general,  taxpayers  (including  a  married  couple  filing  jointly) 
may  avoid  recognition  of  gain  on  sale  of  their  principal  residence  if 
the  taxpayer  reinvests  the  sales  price  of  the  old  residence  in  a  new 
principal  residence  within  a  specified  time  period  (sec.  1034). 

Under  present  law,  this  nonrecognition  rule  does  not  apply  if  one 
spouse  dies  after  the  date  of  sale  of  the  old  residence  and  before 
the  date  of  purchase  of  the  new  residence. 

The  nonrecognition  rule  also  does  not  apply  in  the  case  of  For- 
eign Service  officers  who  are  serving  in  overseas  duty  posts  for  ex- 
tended periods.  An  individual,  including  a  Foreign  Service  officer, 
who  has  a  tax  home  overseas  is  allowed  up  to  four  years  after  the 
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sale  of  a  principal  residence  to  defer  the  gain  by  the  purchase  of  a 
new  principal  residence.  For  members  of  the  Armed  Forces,  the 
two-year  replacement  period  is  suspended  if  they  are  required  to 
live  in  quarters  furnished  to  them  on  the  base  to  which  they  are 
posted  when  the  base  is  at  a  remote  site  where  the  Secretary  of  De- 
fense has  determined  adequate  off-base  housing  is  not  available. 

Reasons  for  Change 

The  committee  believes  that  the  general  nonrecognition  rule 
should  be  modified  to  provide  more  equitable  treatment  for  a  sur- 
viving spouse,  a  Foreign  Service  officer,  or  a  member  of  the  Armed 
Forces  who  is  required  to  live  in  Government  quarters  on  the  base. 

Explanation  of  Provision 

The  bill  extends  the  present-law  nonrecognition  rule  to  apply 
where  the  surviving  spouse  purchases  a  new  principal  residence 
within  the  specified  time  period. 

The  bill  also  amends  the  provision  relating  to  an  individual 
whose  tax  home  is  outside  the  United  States  so  that,  in  the  case  of 
an  Ambassador  or  a  Foreign  Service  officer,  an  eight-year  replace- 
ment period  applies.  In  addition,  a  longer  replacement  period  is 
provided  for  a  member  of  the  Armed  Forces  who  is  required  by 
virtue  of  his  or  her  position  or  responsibility  to  reside  in  on-base 
Government  quarters. 

Effective  Date 

The  amendment  that  applies  to  a  surviving  spouse  is  effective 
with  respect  to  sales  of  old  residences  after  December  31,  1984.  The 
amendment  that  extends  the  replacement  period  for  an  Ambassa- 
dor or  a  Foreign  Service  officer  applies  with  respect  to  sales  of  old 
residences  after  December  31,  1982.  The  amendment  that  extends 
the  replacement  period  of  members  of  the  Armed  Forces  required 
to  live  in  government  quarters  on-base  is  effective  for  sales  of  old 
residences  after  December  31,  1984. 

8.  Full  Deductibility  of  Business  Meals  Provided  to  Employees  on 
Commercial  Vessels  at  Sea  or  Offshore  Drilling  Rigs  (sec. 
10308  of  the  bill  and  sec.  274(n)  of  the  Code) 

Present  Law 

Under  present  law,  an  otherwise  allowable  business  deduction 
for  any  expense  for  food  or  beverages  (including  employer-provided 
meals  to  employees)  is  reduced  by  20  percent,  subject  to  certain  ex- 
ceptions (sec.  274(n)). 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  allow  full  de- 
ductibility of  business  meal  expenses  where  Federal  law  requires 
meals  to  be  provided  to  crew  members  of  a  vessel  at  sea,  or  where 
the  meal  is  provided  on  an  oil  or  gas  platform  or  drilling  rig  locat- 
ed offshore  or  in  Alaska. 
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Explanation  of  Provision 

Under  the  provision,  the  percentage  reduction  rule  does  not 
apply  to  an  otherwise  allowable  deduction  for  expenses  of  food  or 
beverages  that  (1)  are  required  by  Federal  law  to  be  provided  to 
crew  members  of  a  commercial  vessel  at  sea,  or  (2)  are  provided  on 
an  oil  or  gas  platform  or  drilling  rig  if  such  platform  or  rig  is  locat- 
ed either  offshore  or  in  Alaska. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1986. 


II.  Capital  Cost  Provisions 
A.  Depreciation  and  Investment  Tax  Credit 

1.  Treatment  of  citrus  trees,  agricultural  or  horticultural  struc- 
tures, and  farm  property  (sees.  10311,  10312,  and  10313  of  the 
bill  and  sees.  168  and  467  of  the  Code) 

Present  Law 

In  general 

Under  the  present-law  accelerated  cost  recovery  system,  depre- 
ciable property  is  assigned  a  recovery  period  that  generally  is 
based  on  the  midpoint  life  of  the  property  under  the  asset  deprecia- 
tion range  ("ADR")  system  of  the  law  in  effect  before  1981.  The  de- 
preciation method  generally  applicable  to  property  that  is  recov- 
ered over  3,  5,  7,  or  10  years  is  the  double  declining  balance 
method,  switching  to  the  straight-line  method  at  a  time  to  maxi- 
mize the  depreciation  allowance.  For  property  recovered  over  15  or 
20  years,  the  applicable  depreciation  method  is  the  150-percent  de- 
clining balance  method,  switching  to  the  straight-line  method  at  a 
time  to  maximize  the  depreciation  allowance. 

A  taxpayer  may  elect  to  recover  the  cost  of  property  using  the 
straight-line  method  over  the  applicable  recovery  period.  A  techni- 
cal amendment  contained  in  Title  II  of  this  bill  permits  taxpayers 
to  elect  to  use  the  150-percent  declining  balance  method,  switching 
to  the  straight-line  method  for  property  that  is  recovered  over  3,  5, 
7,  or  10  years.  A  taxpayer  making  either  election  with  respect  to  a 
class  of  property  for  any  taxable  year  must  apply  the  method  to  all 
property  placed  in  service  during  the  year. 

The  Treasury  Department  is  authorized  to  prescribe  a  new  class 
life  for  any  property  or  class  of  property  (other  than  real  property), 
when  appropriate,  and  to  prescribe  a  class  life  for  any  property 
that  does  not  have  a  class  life.  Any  such  classification  or  reclassifi- 
cation applies  only  to  property  placed  in  service  after  the  date  of 
classification  or  reclassification.  Certain  assets  specifically  assigned 
a  recovery  period  may  not  be  assigned  a  longer  class  life  by  Treas- 
ury, if  the  property  is  placed  in  service  before  January  1,  1992. 

Citrus  trees 

Under  the  ADR  system,  citrus  trees  are  classified  as  land  im- 
provements (ADR  class  00.3)  with  a  midpoint  life  of  20  years.  Con- 
sequently, under  modified  ACRS,  the  applicable  recovery  period  for 
citrus  trees  is  15  years. 

Single-purpose  agricultural  or  horticultural  structures 

Single-purpose  agricultural  or  horticultural  structures  (as  de- 
fined in  sec.  48(p))  are  assigned  a  7-year  recovery  period  under 
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modified  ACRS.  The  Treasury  Department  may  not  assign  a  longer 
class  life  to  such  structures  that  are  placed  in  service  before  Janu- 
ary 1,  1992. 

Farm  property 

Property  used  in  a  farming  business  is  assigned  various  recovery 
periods  based  on  the  midpoint  life  assigned  to  the  property  under 
the  ADR  system.  In  the  case  of  property  used  in  a  farming  business 
that  is  recovered  over  3,  5,  7,  or  10  years,  like  other  property  with 
these  recovery  periods,  the  applicable  depreciation  method  is  the 
200-percent  declining  balance  method  switching  to  the  straight-line 
method  at  a  time  to  maximize  the  depreciation  allowance.  Under  a 
special  accounting  rule,  certain  taxpayers  engaged  in  the  business 
of  farming  who  elect  to  deduct  preproductive  period  expenditures, 
are  required  to  depreciate  all  farming  assets  on  the  alternative  de- 
preciation system  (i.e.,  using  longer  recovery  periods  and  the 
straight-line  method). 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  assign  citrus 
trees  a  shorter  recovery  period  than  under  present  law  because  of 
the  increased  frequency  of  damaging  freezes.  The  committee  also 
believes  that  single-purpose  agricultural  or  horticultural  structures 
should  be  assigned  a  longer  recovery  period  than  under  present 
law,  and  farm  property  should  be  depreciated  under  the  150-per- 
cent declining  balance  method,  in  order  to  discourage  passive  tax- 
motivated  investments  in  the  farming  sector. 

Explanation  of  Provision 

Citrus  trees 

The  bill  assigns  citrus  trees  a  7-year  recovery  period  and  an  ADR 
midpoint  of  15  years.  Treasury  may  not  lengthen  the  recovery 
period  for  citrus  trees  placed  in  service  before  January  1,  1992. 

The  committee  expects  Treasury  to  study  the  economic  life  of 
citrus  trees  in  light  of  the  increased  frequency  of  damaging  freezes. 
If  Treasury  establishes  a  different  recovery  period  for  such  trees 
than  the  one  established  under  the  bill,  to  reflect  the  effect  of  these 
freezes  on  economic  life,  Treasury  should  consider  the  possibility  of 
varying  the  assigned  recovery  period  as  between  areas  subject  to 
freezes  and  areas  not  subject  to  such  weather  hazards. 

Single-purpose  agricultural  or  horticultural  structures 

The  bill  assigns  single-purpose  agricultural  structures  that  are 
used  for  housing,  raising,  and  feeding  poultry  a  recovery  period  of  8 
years,  and  all  other  single-purpose  agricultural  or  horticultural 
structures  a  recovery  period  of  12  years.  The  Treasury  Department 
may  not  assign  a  longer  class  life  to  these  types  of  property,  if 
placed  in  service  before  January  1,  1992. 

Farm  property 

The  applicable  depreciation  method  for  any  property  that  is  used 
in  the  trade  or  business  of  farming  (which  includes  the  operating  of 
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a  nursery  or  sod  farm,  or  the  raising  or  harvesting  of  trees  bearing 
fruit,  nuts,  or  other  crops,  or  ornamental  trees)  is  the  150-percent 
declining  balance  method  switching  to  the  straight-line  method  at 
a  time  to  maximize  the  depreciation  allowance.  (This  does  not  alter 
the  requirement  that  some  taxpayers  engaged  in  farming  must  use 
the  alternative  depreciation  system  because  of  the  manner  in 
which  they  elect  to  account  for  preproductive  period  expenses.)  A 
taxpayer  that  is  engaged  in  the  trade  or  business  of  farming  may 
continue  to  elect  to  use  the  straight-line  method  with  respect  to 
any  class  of  property. 

Effective  Date 

Citrus  trees 

The  provision  relating  to  the  recovery  period  for  citrus  trees  ap- 
plies to  property  placed  in  service  after  October  15,  1987. 

Single-purpose  agricultural  or  horticultural  structures 

The  provision  relating  to  single-purpose  agricultural  or  horticul- 
tural structures  applies  to  property  placed  in  service  after  Decem- 
ber 31,  1987,  except  that  the  provision  does  not  apply  to  (1)  any 
property  that  is  constructed,  reconstructed,  or  acquired  by  the  tax- 
payer pursuant  to  a  written  contract  that  was  binding  on  October 
15,  1987,  or  (2)  any  property  that  is  constructed  or  reconstructed  by 
the  taxpayer  if  the  construction  or  reconstruction  began  by  October 
15,  1987. 

Farm  property 

The  provision  relating  to  farm  property  applies  to  property 
placed  in  service  after  December  31,  1987,  except  that  the  provision 
does  not  apply  to  (1)  any  property  that  is  constructed,  reconstruct- 
ed, or  acquired  by  the  taxpayer  pursuant  to  a  written  contract  that 
was  binding  on  October  15,  1987,  or  (2)  any  property  that  is  con- 
structed or  reconstructed  by  the  taxpayer  if  the  construction  or  re- 
construction began  by  October  15,  1987. 

2.  Reduction  of  investment  tax  credit  recapture  on  certain  invol- 
untary conversions  (sec.  10315  of  the  bill) 

Present  Law 

The  Tax  Reform  Act  of  1986  repealed  the  regular  investment  tax 
credit  (ITC)  generally  for  property  placed  in  service  after  December 
31,  1985. 

Nevertheless,  if  property  with  respect  to  which  the  ITC  was  al- 
lowed is  disposed  of  or  otherwise  ceases  to  be  qualified  property, 
then  a  portion  of  the  credit  allowed  may  be  recaptured. 

Reasons  for  Change 

The  committee  believes  that,  in  light  of  the  repeal  of  the  ITC,  it 
is  inappropriate  to  recapture  the  credit  in  the  case  of  property  that 
is  damaged  or  destroyed  as  a  result  of  a  fire,  storm,  or  other  casual- 
ty or  by  reason  of  theft  to  the  extent  that  replacement  property  is 
placed  in  service  within  two  years  after  the  casualty  or  theft. 
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Explanation  of  Provision 

The  bill  reduces  the  amount  of  ITC  that  is  recaptured  in  the  case 
of  property  that  is  damaged  or  destroyed  as  a  result  of  a  fire, 
storm,  shipwreck,  or  other  casualty,  or  by  reason  of  theft,  if  quali- 
fied replacement  property  is  placed  in  service  within  two  years 
after  the  date  of  the  casualty  or  theft.  The  amount  of  the  reduction 
equals  the  amount  of  the  regular  ITC  that  would  have  been  avail- 
able with  respect  to  the  replacement  property  if  the  replacement 
property  qualified  for  the  regular  percentage.  Any  reduction  in  the 
amount  of  the  ITC  recapture  under  this  provision  reduces  the  basis 
of  the  replacement  property  under  sections  48(c)  and  49(d). 

Effective  Date 

The  provision  applies  to  ITC  recapture  events  that  occur  after 
December  31,  1985. 

3.  Treatment  of  expenses  relating  to  railroad  track  (sec.  10316  of 
the  bill) 

Present  Law 

Under  present  law,  expenditures  that  prolong  the  life  of  property 
or  increase  the  value  of  property  are  generally  treated  as  capital 
expenditures  rather  than  deductible  expenses.  Since  enactment  of 
the  Economic  Recovery  Tax  Act  of  1981  (ERTA),  all  costs  associated 
with  railroad  track  have  been  capitalized  and  recovered  over  a  5- 
year  period.  The  Tax  Reform  Act  of  1986  increased  the  recovery 
period  to  7  years.  It  is  unclear  under  present  law  whether  railroads 
are  eligible  to  resume  segregating  capital  expenditures  and  repairs 
to  tracks  as  was  done  before  ERTA  was  enacted. 

Reason  for  Change 

The  committee  believes  that  expenditures  incurred  in  connection 
with  the  repair  of  railroad  track  should  be  expensed  or  capitalized 
on  the  basis  of  general  tax  principles. 

Explanation  of  Provision 

The  bill  provides  that  the  classification  of  railroad  track  as  7- 
year  property  for  purposes  of  modified  ACRS  generally  is  not  to  be 
construed  as  requiring  the  capitalization  of  expenses  that  are  not 
subject  to  capitalization  under  general  tax  principles.  Under  the 
bill,  however,  costs  incurred  with  respect  to  track  in  excess  of  one- 
fourth  mile,  whether  or  not  the  cost  otherwise  could  be  viewed  as 
attributable  to  a  repair,  must  be  capitalized.  A  change  from  the 
capitalization  of  repairs  to  their  deduction  is  not  to  be  treated  as  a 
change  of  accounting  method  requiring  the  consent  of  the  Internal 
Revenue  Service. 

Effective  Date 

The  provision  applies  to  amounts  paid  or  incurred  after  Decem- 
ber 31,  1987.  No  inference  is  intended  concerning  the  proper  treat- 
ment of  amounts  paid  or  incurred  during  1987. 


B.  Provisions  Affecting  the  Low-Income  Housing  Credit  (Sec. 
10320  of  the  bill  and  sec.  42  of  the  Code) 

Present  Law 

A  tax  credit  payable  in  annual  installments  over  10  years  is 
available  for  qualifying  low-income  rental  housing  (Code  sec.  42). 
The  credit  has  a  present  value  of  70  percent  in  the  case  of  new  con- 
struction (other  than  federally  subsidized  new  construction)  and  of 
30  percent  in  the  case  of  existing  housing  and  federally  subsidized 
new  construction. 

Existing  housing  qualifies  for  the  low-income  housing  credit  only 
if  there  has  been  a  period  of  at  least  10  years  since  the  property 
was  last  placed  in  service.  This  10-year  anti-churning  rule  may  be 
waived  in  the  case  of  certain  Federally  subsidized  housing  where 
the  Secretary  of  the  Treasury  determines  that  the  mortgage  on  the 
housing  would  otherwise  to  assigned  to  the  Federal  Government  or 
that  a  Federal  insurance  claim  would  result. 

Credit  cap 

Tax  credits  must  be  allocated  to  low-income  rental  housing 
projects  by  State  housing  agencies.  Each  State  is  authorized  to  allo- 
cate annually  credits  equaling  up  to  $1.25  per  resident  of  the  State. 
Credits  generally  may  only  be  allocated  to  rental  housing  projects 
that  are  placed  in  service  in  the  year  of  the  allocation. 

Qualification  as  credit  project 

To  qualify  as  a  credit  project,  at  least  40  percent  of  the  housing 
units  in  the  project  must  be  occupied  by  tenants  having  incomes  of 
60  percent  or  less  of  the  area  median  income  or  20  percent  of  the 
housing  units  must  be  occupied  by  tenants  having  incomes  of  50 
percent  or  less  of  the  area  median  income.  A  special  set-aside  elec- 
tion is  available  for  projects  where  rents  charged  to  low-income 
tenants  does  not  exceed  one-third  of  the  rent  charged  to  other  ten- 
ants in  the  project.  Rental  assistance  payments  under  section  8  of 
the  Housing  Act  of  1937  are  included  in  determining  the  amount  of 
rent  paid  by  tenants  under  the  special  set-aside  rule. 

Additionally,  gross  rent  charged  to  low-income  tenants  may  not 
exceed  30  percent  of  the  applicable  area  median  income  qualifying 
as  low  income. 

For  both  of  these  determinations,  qualifying  incomes  are  adjust- 
ed to  reflect  actual  family  sizes  of  the  tenants. 

Recapture 

If  property  on  which  a  low-income  housing  credit  is  claimed 
ceases  to  qualify  as  low-income  rental  housing  or  is  disposed  of 
before  the  end  of  a  15  year  credit  compliance  period,  a  portion  of 
the  credits  may  be  recaptured.  In  the  case  of  a  disposition,  recap- 
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ture  generally  is  determined  at  the  level  of  each  owner  of  the  prop- 
erty. In  the  case  of  partnerships  having  more  than  35  partners 
(with  no  more  than  50  percent  of  the  partnership  interests  being 
held  by  corporations),  recapture  is  determined  at  the  partnership 
level. 

Reasons  for  Change 

The  committee  concluded  that  investors  in  low-income  housing 
projects  need  to  be  provided  more  flexibility  in  planning  their  in- 
vestments. The  committee  feels  that  permitting  carryover  would 
protect  investors  from  the  uncertainty  of  weather,  construction, 
and  other  unavoidable  delays  which  effect  the  construction  busi- 
ness. 

The  committee  determined  that  permitting  carryover  of  the 
credit  cap  would  work  to  expand  the  use  of  the  credit.  Therefore,  to 
keep  the  size  of  the  program  within  the  original  bounds  set  by  Con- 
gress in  the  1986  Act,  the  committee  determined  that  each  State's 
credit  cap  should  be  reduced  for  1988  and  1989. 

In  some  metropolitan  areas  the  definition  of  '  'area' '  only  includes 
the  central  city,  while  in  other  metropolitan  areas  the  definition 
includes  the  central  city  and  surrounding  suburbs.  Since  incomes 
typically  are  higher  in  suburbs  than  in  the  central  city,  the  com- 
mittee believes  that  in  some  cities  the  present  gross  income  re- 
quirement might  make  projects  economically  difficult  because  the 
targeted  income  levels  would  be  too  low.  The  committee  believes 
that  providing  the  option  of  using  State  gross  income  will  rectify 
this  problem. 

The  committee  considers  it  important  to  provide  more  certainty 
to  investors  undertaking  low-income  housing  projects.  Certain 
changes  in  family  size  such  as  those  caused  by  death,  divorce,  sepa- 
ration or  abandonment  are  not  easily  forecast  by  investors.  To  pro- 
vide investors  more  certainty  about  their  rental  income,  the  com- 
mittee feels  certain  adjustments  in  family  size  should  not  alter  the 
determination  of  income. 

The  committee  is  concerned  over  the  possibility  that  certain 
housing  assisted  under  the  HUD  236  and  221(d)(3)  programs  might 
be  lost  to  the  low-income  housing  stock  because  of  changes  in  the 
economic  conditions  affecting  the  buildings  subsequent  to  their 
being  placed  in  service.  The  committee  seeks  to  preserve  these 
buildings  within  the  low-income  housing  stock. 

Explanation  of  Provisions 
Carryover  of  credit  authority  and  reduction  in  credit  cap 

The  bill  permits  States  to  elect  to  carryover  unused  credit  au- 
thority for  specifically  identified  projects  that  will  be  placed  in 
service  in  the  following  calendar  year.  Credit  authority  may  not  be 
carried  over  in  the  case  of  the  acquisition  of  projects  qualifying  for 
the  30  percent  present-value  credit  (or  that  would  so  qualify  solely 
because  of  the  presence  of  a  Federal  subsidy). 

Elections  to  carryover  credit  cap  must  be  made  no  later  than  De- 
cember 31  of  the  year  in  which  the  credit  cap  arises.  The  election  is 
made  in  the  manner  to  be  provided  in  Treasury  Department  regu- 
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lations.  Identification  of  a  project  by  its  address,  name  of  intended 
owner,  etc.  is  to  be  required  under  these  regulations. 

The  credit  cap  is  reduced  from  $1.25  per  resident  of  each  State  to 
$1.10  per  resident  to  offset  the  anticipated  increase  in  the  use  of 
the  credits  for  1988  and  1989. 

Determination  of  low-income 

The  bill  provides  that  the  determination  of  qualifying  low  income 
is  to  be  made  by  reference  to  the  higher  of  the  area  median  income 
or  the  median  income  of  the  State  in  which  a  credit  project  is  locat- 
ed. 

Determinations  of  qualifying  rent 

The  bill  provides  that  rental  assistance  payments  under  section  8 
of  the  Housing  Act  of  1937  are  to  be  disregarded  in  determining 
whether  a  project  qualifies  for  the  special  set-aside  for  projects  in 
which  low-income  tenants  are  charged  gross  rents  not  exceeding 
one-third  of  the  rent  charged  to  other  tenants. 

The  bill  further  provides  that  changes  in  family  size  resulting 
from  death,  divorce,  separation  and  abandonment  are  to  be  disre- 
garded in  determining  the  gross  rent  that  may  be  charged  an  exist- 
ing low-income  tenant  in  a  credit  project. 

Exceptions  to  10-Year  Anti-Churning  Rule 

The  bill  expands  the  exceptions  to  the  10-year  anti-churning  rule 
for  certain  federally  subsidized  housing  to  permit  the  Secretary  of 
the  Treasury  to  grant  exceptions,  on  a  case-by-case  basis,  to  rental 
housing  receiving  subsidies  under  the  HUD  236  and  221(d)(3)  pro- 
grams if  the  Secretary  determines  that  failure  to  grant  a  waiver 
will  result  in  conversion  of  the  housing  to  a  non-low-income  hous- 
ing use. 

The  bill  provides  a  further  exception  for  existing  housing  where 
the  housing  has  been  continuously  owned  and  operated  by  a  gov- 
ernmental unit  during  the  10-year  lookback  period  (or  since  the 
property  was  originally  placed  in  service,  if  less)  for  the  anti-churn- 
ing rule. 

Recapture  for  certain  partnerships 

The  bill  deletes  the  limit  on  corporate  ownership  for  certain 
large  partnerships  where  credit  recapture  liability  is  determined  at 
the  partnership,  rather  than  the  partner,  level. 

Certain  zoning  swaps 

The  committee  intends  a  housing  project  not  be  disqualified  from 
receiving  the  low-income  housing  credit  solely  by  reason  of  the  fact 
that  the  developer  of  the  housing  builds  the  low-income  housing  as 
a  condition  for  receiving  zoning  variances  for  other,  non-low- 
income-housing  property  also  developed  by  the  developer. 

Effective  Date 

These  provisions  generally  are  effective  on  January  1,  1988,  with 
respect  to  property  placed  in  service  on  or  after  that  date. 
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The  provision  exempting  continuously  housing  owned  by  State 
and  local  governments  from  the  10-year  anti-churning  rule;  the 
provision  deleting  the  limit  on  corporate  ownership  in  certain  large 
partnerships;  and  the  provision  exempting  certain  changes  in 
family  size  from  the  determination  of  gross  rent  are  all  effective 
retroactive  to  the  date  of  enactment  of  the  1986  Act. 


HI.  Individual  Capital  Gains 
(Sec.  10331  of  the  bill  and  sec.  1211  of  the  Code) 
Present  Law 

Under  present  law,  net  capital  losses  of  individuals  offset  up  to 
$3,000  of  ordinary  income.  Capital  losses  in  excess  of  this  limit  are 
carried  forward. 

Reasons  for  Change 

The  committee  believes  that  an  individual  should  not  lose  capital 
loss  carryforwards  where  the  taxpayer  has  no  taxable  income. 

Explanation  of  Provision 

The  bill  reinstates  the  provision  of  prior  law  limiting  the  deduc- 
tion for  net  capital  losses  to  taxable  income,  as  specially  computed. 
As  a  result,  loss  carryforwards  may  be  increased. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1986. 
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IV.  Ethanol:  Ethyl  Alcohol  and  Mixtures  Thereof  for  Fuel  Use 
(Sec.  10336  of  the  bill  and  sec.  423(c)(2)  of  the  Tax  Reform  Act 
of  1986  and  General  Headnote  3(A)  of  the  Tariff  Schedules  of 
the  United  States) 

Present  Law 

The  Tax  Reform  Act  of  1986  provides  that  ethanol,  i.e.,  anhy- 
drous ethyl  alcohol,  may  be  imported  duty  free  for  use  in  a  fuel 
mixture,  if  it  is  imported  from  a  Caribbean  Basin  Initiative  (CBI) 
country  or  a  United  States  possession.  The  Act  requires,  however, 
that  certain  amounts  of  processing  or  manufacture  must  take  place 
within  a  beneficiary  country.  In  1987,  30  percent  of  the  total  value 
of  the  ethanol  must  be  the  result  of  processing  or  manufacture  of 
hydrous  ethyl  alcohol  within  a  beneficiary  country  or  possession. 
The  percentage  of  required  indigenous  processing  or  manufacture 
is  raised  to  60  percent  in  1988  and  to  75  percent  in  1989  and  for 
later  years. 

Reasons  for  Change 

CBI  beneficiary  countries  have  informed  the  committee  that  the 
cost  of  raw  materials  indigenous  to  the  Caribbean  Basin  which  are 
used  to  produce  ethanol  is  too  high  to  permit  profitable  operation 
under  an  indigenous  product  ratio  much  above  the  30  percent  re- 
quirement for  1987.  The  high  cost  reflects  the  world-wide  market 
price  of  such  indigenous  products  as  sugar  cane.  The  committee 
also  believes  that  it  is  important  in  order  to  carry  out  the  intent  of 
the  Caribbean  Basin  Economic  Recovery  Act  (CBERA)  that  the  eco- 
nomic base  of  CBI  countries  and  U.S.  possessions  be  broadened  as 
much  as  possible.  In  addition,  the  committee  is  convinced  that  the 
30  percent  indigenous  product  requirement,  coupled  with  the  exist- 
ing stringent  rules  of  origin,  provides  adequate  assurances  that 
meaningful  ecnomic  activity  is  occurring  in  the  production  of  etha- 
nol in  the  region  and  that  higher  percentages  are  not  necessary  in 
order  to  discourage  pass-through  operations.  As  a  result,  the  com- 
mittee believes  that  it  is  appropriate  to  revise  the  indigenous  con- 
tent requirement  to  a  level  within  which  the  target  beneficiaries 
are  able  to  operate  profitably. 

Explanation  of  Provision 

The  bill  amends  the  Tax  Reform  Act  of  1986  so  that  the  percent- 
age of  indigenous  product  required  for  duty  free  entry  of  ethanol 
will  remain  at  30  percent  for  1987  and  later  years. 

Effective  Date 

The  amendment  made  by  this  provision  takes  effect  on  January 
1,  1988. 
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V.  Corporate  Provisions 

1.  Insurance  companies  and  certain  section  338  elections  (sec. 

10346  of  the  bill) 

Present  Law 

In  Announcement  86-47  (April  7,  1986)  the  Internal  Revenue 
Service  announced  that  it  was  reviewing  the  proper  recapture 
treatment  of  certain  accounts  in  life  insurance  company  acquisi- 
tions in  which  section  338  treatment  is  elected,  but  that  it  would 
not  apply  any  new  treatment  retroactively  prior  to  the  announce- 
ment date. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  conform  the  ef- 
fective date  of  any  position  that  the  Internal  Revenue  Service 
might  take  under  its  announcement  with  the  general  effective  date 
of  the  Tax  Reform  Act  of  1986  provision  that  has  the  effect  of  re- 
quiring gain  recognition  with  respect  to  the  accounts  in  question. 

Explanation  of  Provison 

The  bill  provides  that  additional  recapture  treatment  for  any  ac- 
counts described  in  Announcement  86-47  will  not  apply  between 
the  date  of  the  announcement  and  prior  to  the  January  1,  1987 
date  of  repeal  of  the  General  Utilities  doctrine  under  the  1986  Act. 

2.  Treatment  of  certain  S  corporation  income  (sec.  10347  of  the 

bill  and  sec.  1362  of  the  Code) 

Present  Law 

Under  present  law,  an  S  corporation  generally  may  not  have 
more  than  25  percent  of  its  income  classified  as  passive  income.  For 
this  purpose,  royalty  income  is  defined  as  passive. 

Reasons  for  Change 

The  committee  believes  that  certain  copyright  and  computer  soft- 
ware royalty  income  received  from  the  conduct  of  an  active  trade 
or  business  should  not  be  classified  as  passive  for  purposes  of  sub- 
chapter S. 

Explanation  of  Provision 

The  bill  provides  that  copyright  and  computer  royalty  income 
meeting  the  requirements  of  section  543(a)(4)  or  section  543(d) 
(without  regard  to  paragraph  (5)  thereof)  for  the  taxable  year  if  de- 
rived from  the  active  conduct  of  a  trade  or  business  of  developing, 
manufacturing,  or  producing  property,  or  of  promoting  or  market- 
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ing  the  right  to  use  property  shall  not  be  treated  as  royalty  income 
for  purposes  of  subchapter  S. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1986. 

3.  Repeal  of  the  30-percent  test  for  regulated  investment  compa- 

nies (sec.  10348  of  the  bill  and  sec.  851(b)(3)  of  the  Code) 

To  qualify  as  a  Regulated  Investment  Company  (RIC)  a  company 
must  derive  less  than  30  percent  of  its  gross  income  from  the  sale 
or  other  disposition  of  stock  or  securities  held  for  less  than  3 
months  (the  "30-percent  test").1 

Reasons  for  Change 

The  committee  believes  that  the  30-percent  test  places  unneces- 
sary limitations  upon  a  RIC's  activities. 

Explanation  of  Provision 

The  30-percent  test  is  repealed. 

Effective  Date 

The  provision  is  effective  for  taxable  years  ending  after  the  date 
of  enactment. 

4.  Regulatory  authority  regarding  treatment  of  certain  acquisi- 

tions of  troubled  thrift  institutions  (sec.  10349  of  the  bill  and 
sec.  382(1)(5)(D)  of  the  Code) 

Present  Law 

Special  limitations  apply  to  loss  carryforwards  of  a  corporation 
following  an  ownership  change  (sec.  382).  The  limitations  generally 
do  not  apply,  however,  if  the  loss  corporation  was  under  the  juris- 
diction of  the  court  in  a  title  11  or  similar  case  immediately  follow- 
ing the  ownership  change,  and  the  shareholders  and  creditors  of 
the  old  loss  corporation  own  50  percent  or  more  of  the  value  and 
voting  power  of  the  new  loss  corporation.  A  modified  version  of  the 
bankruptcy  exception  applies  to  a  thrift  involved  in  an  equity 
structure  shift  that  is  a  reorganization  described  in  section 
368(a)(3)(D)(ii),  or  any  other  equity  structure  shift  or  transaction  to 
which  section  351  applies  that  occurs  as  an  integral  part  of  a  trans- 
action involving  a  reorganization  described  in  section 
368(a)(3)(D)(ii). 

After  an  ownership  change  that  qualifies  for  the  bankruptcy  ex- 
ception, a  second  ownership  change  during  the  following  two-year 
period  will  result  in  the  elimination  of  NOL  carryforwards  that 
arose  before  the  first  ownership  change. 


1  The  bill  would  make  certain  technical  corrections  to  this  test. 
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Reasons  for  Change 

The  committee  understands  that  questions  have  arisen  concern- 
ing the  application  of  the  second  ownership  change  rule  to  thrifts 
that  were  given  special  treatment  under  the  section  382  rules.  The 
committee  wishes  to  resolve  any  uncertainty  about  the  authority  of 
the  Treasury  Department  to  disregard  transitory  ownership  that 
occurs  when  the  Federal  Savings  and  Loan  Insurance  Corporation 
(FSLIC)  supervises  an  acquisition  of  an  insolvent  thrift. 

Explanation  of  Provision 

Under  the  bill,  regulatory  authority  is  granted  to  the  Treasury 
Department  to  ignore  an  ownership  change  resulting  from  an  ac- 
quisition of  a  thrift  institution  by  an  interim  Federal  mutual  sav- 
ings and  loan  association  under  the  supervision  of  the  FSLIC,  for 
purposes  of  applying  the  second  ownership  change  rule  of  section 
382(1)(5)(D). 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  Tax  Reform  Act  of 
1986. 


VI.  Minimum  Tax  (Sees.  10351-10355  of  the  bill  and  sees.  55-59  of 

the  Code) 


Present  Law 

Corporations  are  subject  to  an  alternative  minimum  tax  payable, 
in  addition  to  all  other  tax  liabilities,  to  the  extent  it  exceeds  the 
taxpayer's  regular  tax.  The  tax  is  imposed  at  a  flat  rate  of  20  per- 
cent on  alternative  minimum  taxable  income  in  excess  of  a  $40,000 
exemption  amount.  Alternative  minimum  taxable  income  generally 
is  the  taxpayer's  taxable  income,  increased  or  decreased  by  certain 
adjustments  and  preferences. 

One-half  of  the  excess  of  pre-tax  book  income  of  a  corporation 
over  other  alternative  minimum  taxable  income  is  a  preference  for 
taxable  years  beginning  in  1987  to  1989.  For  taxable  years  begin- 
ning after  1989,  three-fourths  of  the  excess  of  adjusted  current 
earnings  over  other  alternative  minimum  taxable  income  is  a  pref- 
erence. 

Treatment  of  structured  settlement  arrangements. — The  adjusted 
current  earnings  provision  requires  the  inclusion  of  the  income  on 
any  annuity  contract  (as  determined  under  sec.  72(u)(2)  (defining 
income  on  the  contract)).  The  adjusted  current  earnings  provision 
does  not  incorporate  the  section  72(u)(3)(C)  exception  to  current  in- 
clusion of  income  on  the  contract  provided  under  the  regular  tax 
for  nonnatural  persons  that  are  holders  of  annuity  contracts,  in  the 
case  of  annuity  contracts  that  are  qualified  funding  assets  in  con- 
nection with  structured  settlement  arrangements. 

Treatment  of  mortgage  guaranty  insurance. — Present  law  pro- 
vides that,  for  regular  tax  purposes,  an  insurance  company  that 
writes  "mortgage  guaranty  insurance"  may  deduct  amounts  set 
aside  in  a  reserve  for  mortgage  guaranty  insurance  losses  (section 
832(e)),  but  then  eliminates  any  tax  benefit  that  would  otherwise 
arise  from  such  deduction  by  requiring  the  company  to  deposit  the 
amount  of  taxes  saved  by  utilizing  the  deduction.  The  deposits  are 
made  through  the  mechanism  of  purchasing  "tax  and  loss  bonds," 
U.S.  government  bonds  that  bear  no  interest.  The  section  832(e)  de- 
duction is  restored  to  income  when  the  mortgage  guaranty  insur- 
ance loss  reserve  falls  below  the  accumulated  section  832(e)  deduc- 
tions, or  10  years  after  the  deduction  is  taken,  whichever  occurs 
sooner.  When  the  deduction  is  restored  to  income,  the  bonds  are 
surrendered  to  pay  the  tax  on  such  income.  The  calculation  of  the 
book  income  preference  under  the  corporate  alternative  minimum 
tax  does  not  provide  rules  comparable  to  the  section  832(e)  rules. 

Small  property  and  casualty  insurers. — For  regular  tax  purposes 
under  present  law,  certain  small  property  and  casualty  insurance 
companies  may  elect  to  be  taxed  only  on  their  investment  income 
(section  831(b)).  The  election  is  available  to  electing  property  and 
casualty  insurance  companies  with  net  written  premiums  (or,  if 
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greater,  direct  written  premiums)  for  the  year  that  exceed  $350,000 
and  do  not  exceed  $1,200,000.  Under  the  1986  Act,  the  dollar  limits 
for  this  election  were  increased,  and  the  provision  was  extended 
from  small  mutual  property  and  casualty  companies  to  small  prop- 
erty and  casualty  companies  generally. 

Reasons  for  Change 

In  reviewing  the  treatment  of  annuity  contracts  under  the  mini- 
mum tax,  the  committee  concluded  that  income  on  annuity  con- 
tracts used  as  qualified  funding  assets  to  fund  payments  to  a  plain- 
tiff should  not  be  treated  as  part  of  the  adjusted  current  earnings 
preference,  because  the  holder  of  the  contract  is  functioning  as  a 
conduit  for  payments  to  the  plaintiff.  Therefore,  the  committee  has 
added  an  exception  to  the  inclusion  of  income  on  annuity  contracts 
under  the  adjusted  current  earnings  provision  for  annuities  that 
are  qualified  funding  assets. 

The  committee  also  believes  that  the  patronage  dividends  of 
rural  electric  and  telephone  cooperatives,  like  the  patronage  divi- 
dends of  other  cooperatives,  should  not  be  subject  to  the  book 
income  preference. 

In  the  case  of  mortgage  guaranty  insurers,  the  regular  tax  treat- 
ment with  respect  to  the  purchase  of  tax  or  loss  bonds  is  designed 
to  make  it  easier  for  such  insurers  to  meet  State  law  reserve  re- 
quirements without  providing  a  Federal  income  tax  subsidy  for 
such  reserves.  Achieving  a  different  tax  result  under  the  minimum 
tax  would  not  further  this  aim.  Therefore,  the  committee  believes 
that  the  purchase  of  noninterest  bearing  "tax  and  loss"  bonds 
should  not  give  rise  to  a  book  income  preference  and  an  adjust- 
ment is  appropriate  to  alleviate  this  effect. 

The  committee  believes  that  requiring  small  property  and  casual- 
ty insurers  to  maintain  records  and  make  calculations  necessary  to 
determine  tax  liability  under  the  alternative  minimum  tax  contra- 
venes the  purpose  of  the  regular  tax  rules  to  provide  a  simple  tax 
regime  for  small  property  and  casualty  insurance  companies. 
Therefore,  the  bill  provides  an  exemption  from  the  minimum  tax 
for  small  property  and  casualty  insurance  companies  that  elect  to 
be  taxed  only  on  investment  income. 

Explanation  of  Provisions 

Structured  settlements. — An  exception  is  provided  for  the  inclu- 
sion of  income  on  annuity  contracts  under  the  adjusted  current 
earnings  provision,  in  the  case  of  an  annuity  contract  that  is  a 
qualified  funding  asset  within  the  meaning  of  section  130(d),  under 
a  structured  settlement  arrangement.  Similarly,  the  bill  provides 
that  income  on  annuity  contracts  held  under  a  plan  described  in 
section  403(a)  is  excluded  from  the  calculation  of  the  adjusted  cur- 
rent earnings  preference. 

Mortgage  guaranty  insurers. — For  taxable  years  for  which  the 
book  income  preference  is  in  effect,  the  bill  treats  the  purchase  of 
"tax  and  loss"  bonds  by  a  mortgage  guaranty  insurance  company 
as  the  payment  of  regular  tax,  for  purposes  of  computing  the  alter- 
native minimum  tax.  Under  the  provision,  the  amount  paid  for  tax 
or  loss  bonds  for  which  a  deduction  was  permitted  under  section 
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832(e)  reduces  the  amount  of  regular  tax  (but  not  below  zero).  The 
regular  tax  is  only  reduced,  however,  to  the  extent  that  the  pay- 
ment for  tax  and  loss  bonds  with  respect  to  such  prior-year  deduc- 
tion was  treated  as  a  payment  of  regular  tax. 

Rural  electric  and  telephone  cooperatives. — The  patronage  divi- 
dends of  rural  and  electric  cooperatives  described  in  section 
1381(a)(2)(C)  will  not  be  included  in  book  income. 

Small  property  and  casualty  insurance  companies. — Under  the 
provision,  small  property  and  casualty  insurance  companies  elect- 
ing to  be  taxed  only  on  investment  income  under  section  831(b)  for 
a  taxable  year  are  not  subject  to  the  corporate  minimum  tax. 
Therefore,  in  the  case  of  such  companies,  they  continue  to  be  taxed 
only  on  investment  income  at  the  regular  tax  rates. 

Effective  Date 

The  provisions  apply  to  taxable  years  beginning  after  December 
31,  1986. 


VII.  Accounting  Provisions 
1.  Uniform  capitalization  rules 

a.  Exemption  of  expenses  of  certain  producers  of  animals  from 

uniform  capitalization  rules  (sec.  10361  of  the  bill  and  sec. 
263A  of  the  Code) 

Present  Law 

In  general,  uniform  cost  capitalization  rules  apply  to  the  manu- 
facture or  construction  of  all  tangible  property  and  to  the  purchas- 
ing and  holding  of  property  for  resale.  Special  rules  apply  to  the 
production  of  farm  products.  In  general,  the  uniform  capitalization 
rules  apply  to  such  production  only  if  the  product  has  a  preproduc- 
tive  period  of  more  than  two  years.  The  special  rules  do  not  apply 
to  taxpayers  required  to  use  an  accrual  method  of  accounting 
under  section  447  or  448.  Certain  farmers  otherwise  required  to 
capitalize  preproductive  period  costs  may  elect  to  deduct  them  cur- 
rently, provided  the  alternative  cost  recovery  system  is  used  on  all 
farm  assets  and  the  expensed  costs  are  recaptured  upon  disposition 
of  the  product. 

Reasons  for  Change 

The  committee  believes  that  the  application  of  the  uniform  capi- 
talization rules  to  farmers  engaged  in  the  production  of  livestock  is 
unduly  burdensome.  The  bill  therefore  exempts  them  from  the 
rules. 

Explanation  of  Provisions 

The  bill  exempts  from  the  application  of  the  uniform  capitaliza- 
tion rules  otherwise  deductible  expenses  incurred  by  a  taxpayer 
(other  than  a  tax  shelter)  in  connection  with  the  production  of  ani- 
mals in  a  farming  business. 

Effective  Date 

The  provisions  are  effective  as  if  included  in  the  Tax  Reform  Act 
of  1986. 

b.  Exemption  of  expenses  of  free  lance  authors  and  photogra- 

phers from  uniform  capitalization  rules  (sec.  10361  of  the  bill 
and  sec.  263A  of  the  Code) 

Present  Law 

In  general,  uniform  cost  capitalization  rules  apply  to  the  manu- 
facture or  construction  of  all  tangible  property  and  to  the  purchas- 
ing and  holding  of  property  for  resale.  For  this  purpose,  tangible 
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property  includes  a  film,  sound  recording,  video  tape,  book,  or  simi- 
lar property. 

Reasons  for  Change 

The  committee  believes  that  the  application  of  the  uniform  capi- 
talization rules  to  free-lance  writers  and  photographers  is  unduly 
burdensome.  The  bill  therefore  exempts  them  from  the  rules. 

Explanation  of  Provisions 

The  bill  provides  that  the  uniform  capitalization  rules  do  not 
apply  to  any  qualified  expense  paid  or  incurred  by  an  individual 
engaged  in  the  business  of  being  a  writer  or  photographer  in  con- 
nection with  such  business.  The  exemption  applies  only  to  the  indi- 
vidual whose  personal  efforts  create  a  literary  manuscript,  musical 
or  dance  score,  photograph,  or  photographic  negative  or  transpar- 
ency. It  does  not  apply  to  the  expenses  of  a  person  paid  or  incurred 
in  his  capacity  as  an  employee.  A  qualified  expense  does  not  in- 
clude any  expense  related  to  printing,  photographic  plates,  motion 
picture  films,  video  tapes,  or  similar  items. 

Although  the  exemption  generally  applies  only  to  the  otherwise 
deductible  expenses  of  an  individual,  expenses  incurred  by  a  per- 
sonal service  corporation  (as  defined  in  section  269 A(b))  that  direct- 
ly relate  to  the  activities  of  a  qualified  employee-owner  also  qualify 
to  the  extent  they  would  if  incurred  directly  by  the  owner-employ- 
ee. In  general,  a  qualified  employee-owner  is  any  photographer  or 
writer  who  is  an  employee-owner  of  the  corporation  and  who  (alone 
or  in  conjunction  with  members  of  his  family)  owns  substantially 
all  of  the  corporation's  stock.  For  this  purpose,  the  committee  in- 
tends that  "substantially  all"  be  defined  as  95  percent  or  more  of 
the  corporation's  stock  (by  value). 

Effective  Date 

The  provisions  are  effective  as  if  included  in  the  Tax  Reform  Act 
of  1986.  The  bill  provides  that  section  280  of  the  1954  Code  shall 
not  apply  to  qualified  expenses  of  free-lance  authors  and  photogra- 
phers (applying  the  rules  of  the  new  provision)  that  were  incurred 
in  taxable  years  prior  to  the  repeal  of  section  280. 

c.  Apportioning  storage  and  related  handling  costs  (sec.  10362  of 
the  bill) 

Present  Law 

Taxpayers  with  gross  receipts  in  excess  of  $10  million  who  ac- 
quire property  for  resale  are  required  to  apply  the  uniform  capital- 
ization rules  with  respect  to  such  property.  The  uniform  capitaliza- 
tion rules  require  that  all  direct  costs  of  such  property  and  such 
property's  proper  share  of  those  indirect  costs,  part  or  all  of  which 
are  allocable  to  such  property,  be  absorbed  into  the  inventory  costs 
of  the  property,  rather  than  currently  expensed.  Included  in  the 
costs  required  to  be  absorbed  into  inventory  cost  are  off-site  storage 
costs  and  related  handling  costs.  The  Secretary  of  the  Treasury  is 
directed  to  prescribe  regulations  providing  for  simplified  proce- 
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dures  for  the  application  of  the  uniform  capitalization  rules  in  the 
case  of  property  acquired  for  resale. 

Reasons  for  Change 

The  committee  believes  that  storage  costs  and  related  handling 
costs  are  typically  incurred  by  a  taxpayer  purchasing  property  for 
resale  with  respect  to  all  property  held  for  resale  that  is  on  hand 
during  the  taxable  year.  Accordingly,  the  committee  believes  that 
any  simplified  method  prescribed  by  the  Secretary  of  the  Treasury 
should  allocate  such  costs  among  all  such  items,  and  not  only  those 
purchased  in  the  current  taxable  year. 

Explanation  of  Provision 

The  Secretary  of  the  Treasury  is  directed  to  issue  regulations 
providing  for  simplified  procedures  for  the  application  of  the  uni- 
form capitalization  rules  in  the  case  of  property  acquired  for  resale. 
It  is  anticipated  that  such  regulations  will  provide  a  method  for 
computing  allocation  ratios  for  the  purpose  of  assigning  a  portion 
of  total  costs  to  ending  inventory  or  cost  of  sales.  The  allocation 
ratio  for  assigning  storage  costs  and  related  handling  costs  is  to  be 
determined  by  dividing  the  gross  amount  of  such  costs  by  the  sum 
of  beginning  inventory  balances  plus  purchases  for  the  taxable 
year. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  Tax  Reform  Act  of 
1986. 

2.  Installment  sales  (sees.  10362  and  10363  of  the  bill  and  sees. 
56(a)(6),  453,  and  453C  of  the  Code) 

Present  Law 

Under  present  law,  a  taxpayer  who  sells  property  ordinarily 
must  recognize  gain  or  loss  at  the  time  of  the  sale.  However,  a  tax- 
payer who  is  eligible  to  use  the  installment  method  may  defer  the 
payment  of  tax  and  recognize  gain  from  a  sale  of  property  in  pro- 
portion to  the  payments  received. 

In  general,  the  installment  method  may  be  used  to  report  gain 
from  the  sale  of  personal  property  by  dealers  in  personal  property 
who  regularly  sell  on  the  installment  plan,  or  the  sale  of  other 
property  where  at  least  one  payment  is  to  be  made  after  the  end  of 
the  taxable  year  of  the  sale. 

Under  the  installment  method,  in  any  taxable  year,  a  taxpayer 
recognizes  income  resulting  from  a  disposition  of  property  equal  to 
an  amount  that  bears  the  same  ratio  to  the  payments  received  in 
that  year  that  the  gross  profit  under  the  contract  bears  to  the  total 
contract  price  ("the  gross  profit  ratio").  Payments  taken  into  ac- 
count for  this  purpose  generally  include  cash  or  other  property  (in- 
cluding foreign  currency  and  obligations  of  third  parties),  market- 
able securities,  certain  assumptions  of  liabilities,  and  evidences  of 
indebtedness  of  the  purchaser  that  are  payable  on  demand  or  are 
readily  tradable. 
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Use  of  the  installment  method  generally  is  limited  under  the  so- 
called  ''proportionate  disallowance  rule"  for  dealer  sales  of  real 
property  and  dealer  sales  of  personal  property  eligible  to  be  report- 
ed on  the  installment  method,  as  well  as  for  sales  of  real  property 
used  in  the  taxpayer's  trade  or  business  or  held  for  the  production 
of  rental  income  where  the  selling  price  of  such  real  property  is 
greater  than  $150,000.  Under  the  proportionate  disallowance  rule, 
a  pro  rata  portion  of  the  taxpayer's  indebtedness  is  allocated  to, 
and  is  treated  as  a  payment  on,  the  installment  obligations  of  the 
taxpayer. 

Use  of  the  installment  method  is  not  allowed  for  sales  pursuant 
to  a  revolving  credit  plan  and  for  sales  of  publicly  traded  property. 
In  addition,  the  installment  method  may  not  be  used  for  purposes 
of  the  alternative  minimum  tax  for  sales  that  are  subject  to  the 
proportionate  disallowance  rule. 

At  the  election  of  the  seller,  installment  obligations  arising  from 
certain  sales  of  residential  lots  and  "timeshares"  are  not  subject  to 
the  proportionate  disallowance  rule.  Rather,  such  taxpayers  may 
compute  their  tax  liability  under  the  installment  method  and  are 
required  to  pay  interest  on  the  amount  of  deferred  tax  attributable 
to  the  use  of  the  installment  method.  The  installment  method  may 
be  used  for  purposes  of  the  alternative  minimum  tax  for  sales  of 
residential  lots  and  timeshares  with  respect  to  which  a  taxpayer 
elects  to  use  the  installment  method  and  pay  interest  on  the  de- 
ferred tax. 

Reasons  for  Change 

The  committee  believes  that  a  person  who  does  not  regularly  sell 
property  on  the  installment  method  should  not  be  subject  to  the 
complexities  of  the  proportionate  disallowance  rule  unless  the 
amount  of  deferral  available  from  the  use  of  the  installment 
method  from  a  single  sale,  or  sales  throughout  the  year,  exceeds  a 
maximum  dollar  amount. 

In  order  to  prevent  abuses,  however,  the  committee  believes  that 
the  securing  of  indebtedness  by  installment  obligations  that  are  not 
subject  to  the  proportionate  disallowance  rule  should  trigger  gain 
on  the  obligation.  In  addition,  the  committee  believes  that  persons 
who  regularly  sell  property  on  the  installment  method  should  be 
required  to  recognize  a  minimum  percentage  of  gain  for  the  year  in 
which  the  installment  sale  occurs. 

Finally,  the  committee  believes  that  the  application  of  the  pro- 
portionate disallowance  rule  to  a  controlled  group  of  corporations 
that  contains  a  thrift  institution  may  result  in  distortions  that 
should  be  eliminated  by  partially  excluding  the  banking  business  of 
the  thrift  from  the  computation  of  the  group's  allocable  install- 
ment indebtedness.  The  committee  believes,  however,  that  this  rule 
should  apply  only  to  installment  obligations  that  arise  from  the 
disposition  of  personal  property  by  a  corporation  that  regularly 
sells  such  property  on  the  installment  plan. 
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Explanation  of  Provision 
Treatment  of  nondealer  installment  obligations 

In  general 

The  bill  repeals  the  proportionate  disallowance  rule  for  non- 
dealer  installment  obligations  if  the  face  amount  of  installment  ob- 
ligations that  arise  from  a  single  sale,  or  sales  throughout  the  year, 
and  that  are  outstanding  at  the  end  of  the  year  do  not  exceed  a 
maximum  dollar  amount.  Nondealer  installment  obligations  that 
are  not  subject  to  the  proportionate  disallowance  rule  are  taken 
into  account  under  the  installment  method  rules  as  in  effect  before 
the  Tax  Reform  Act  of  1986,  except  that  indebtedness  secured  by 
an  installment  obligation  is  treated  as  a  payment  on  the  obligation. 
Indebtedness  secured  by  a  nondealer  installment  obligation  that  is 
subject  to  the  proportionate  disallowance  rule,  however,  is  not 
treated  as  a  payment  on  the  obligation. 

In  addition,  the  bill  provides  that,  for  purposes  of  the  alternative 
minimum  tax,  income  from  nondealer  installment  obligations  is 
taken  into  account  under  the  installment  method. 

Definition  of  nondealer  installment  obligation 

A  nondealer  installment  obligation  is  any  installment  obligation 
that  arises  out  of  the  disposition  of  real  property  used  in  a  taxpay- 
er's trade  or  business  or  held  for  the  production  of  rental  income  if 
the  selling  price  of  the  real  property  is  greater  than  $150,000.  The 
term  nondealer  installment  obligation  does  not  include  an  install- 
ment obligation  that  arises  out  of  the  disposition  of  (1)  personal  use 
property  by  an  individual;  (2)  property  used  or  produced  in  the 
trade  or  business  of  farming;  or  (3)  property  with  a  selling  price 
that  does  not  exceed  $150,000. 

Maximum  deferral  limitations 

The  proportionate  disallowance  rule  is  repealed  with  respect  to 
any  nondealer  installment  obligation  (and  the  securing  of  indebted- 
ness by  such  obligation  is  treated  as  a  payment  on  the  obligation) 
only  if  the  face  amount  of  all  installment  obligations  that  arise  s 
during  a  taxable  year  from  the  same  transaction  (or  related  trans- 
actions) and  that  are  outstanding  as  of  the  close  of  a  taxable  year 
does  not  exceed  $2.8  million,  but  only  to  the  extent  that  the  aggre- 
gate face  amount  of  all  nondealer  installment  obligations  that  arise 
during  a  taxable  year  and  that  are  outstanding  as  of  the  close  of  a 
taxable  year  does  not  exceed  $5  million.  J 

Thus,  the  proportionate  disallowance  rule  would  continue  to 
apply  to  the  total  amount  of  any  installment  obligation  arising  out 
of  a  sale  if  the  deferral  with  respect  to  the  sale  exceeds  $2.8  mil- 
lion. If  the  amount  of  deferral  for  sales  occurring  during  any  tax- 
able year  exceed  $5  million  (but  the  amount  of  deferral  with  re- 
spect to  any  single  sale  does  not  exceed  $2.8  million),  then  the  pro- 
portionate disallowance  rule  applies  only  to  the  extent  that  the  de- 
ferral exceeds  $5  million.  The  excess  over  $5  million  to  which  the 
proportionate  disallowance  rule  applies  is  to  be  allocated  among  all 
installment  obligations  arising  during  a  taxable  year  and  outstand- 
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ing  as  of  the  end  of  the  year  on  the  basis  of  the  face  amount  of  the 
obligations  outstanding  as  of  the  end  of  the  year. 

If  both  the  $2.8  million  and  the  $5  million  limitations  are  exceed- 
ed during  the  same  taxable  year,  however,  the  amount  in  excess  of 
$5  million  is  considered  as  relating  first  to  the  installment  obliga- 
tions that  exceed  the  $2.8  million  limitation. 

For  purposes  of  the  $5  million  deferral  limitation,  the  face 
amount  of  installment  obligations  is  not  reduced  by  wrapped  in- 
debtedness because  the  amount  of  wrapped  indebtedness  is  de- 
ferred under  the  installment  method. 

Use  of  certain  nondealer  installment  obligations  as  security 
for  a  loan 

Under  the  bill,  different  rules  apply  to  nondealer  installment  ob- 
ligations that  are  not  subject  to  the  proportionate  disallowance 
rule.  If  such  an  installment  obligation  is  used  as  security  for  a 
loan,  gain  is  recognized  with  respect  to  such  obligation  in  an 
amount  equal  to  the  product  of  the  loan  proceeds  and  the  gross 
profit  ratio  applicable  to  the  obligation.  Receipt  by  the  taxpayer  of 
payments  on  the  installment  obligation  subsequent  to  the  time  of 
the  loan  does  not  result  in  additional  recognition  of  gain,  except  to 
the  extent  that  the  gain  that  would  otherwise  be  recognized  on  ac- 
count of  such  payments  exceeds  the  gain,  if  any,  recognized  as  a 
result  of  the  loan.  The  total  amount  of  gain  that  can  be  recognized 
on  an  obligation  as  a  result  of  loans  secured  by  the  obligation,  as 
well  as  the  receipt  of  payments,  cannot  exceed  the  total  gain  on  the 
obligation. 

For  purposes  of  these  rules,  indebtedness  is  secured  by  an  install- 
ment obligation  to  the  extent  that  the  payment  of  principal  or  in- 
terest on  the  indebtedness  is  secured  (either  under  the  terms  of  the 
indebtedness  or  any  other  arrangement)  by  an  interest  in  the  in- 
stallment obligation. 

Treatment  of  dealer  installment  obligation 

In  general 

In  the  case  of  a  dealer  installment  obligation,  60  percent  of  the 
gross  profit  realized  (or  to  be  realized)  from  the  disposition  of  prop- 
erty must  be  recognized  for  the  taxable  year  of  disposition.  The  re- 
maining 40  percent  of  the  gross  profit  is  taken  into  account  under 
the  installment  method  including  the  proportionate  disallowance 
rule.  In  the  case  of  dealer  obligations,  however,  the  bill  does  not 
treat  the  securing  of  indebtedness  as  a  payment  on  the  obligation. 

As  under  present  law,  for  purposes  of  the  alternative  minimum 
tax,  income  from  dealer  installment  obligations  may  not  be  taken 
into  account  under  the  installment  method. 

Definition  of  dealer  installment  obligations 

A  dealer  installment  obligation  includes  any  installment  obliga- 
tion that  arises  out  of  the  disposition  of  personal  property  under 
the  installment  method  by  a  person  who  regularly  sells  or  other- 
wise disposes  of  personal  property  of  the  same  type  on  the  install- 
ment plan.  In  addition,  a  dealer  installment  obligation  includes 
any  obligation  that  arises  out  of  the  disposition  of  real  property 
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that  is  held  by  the  taxpayer  for  sale  to  customers  in  the  ordinary 
course  of  the  taxpayer's  trade  or  business. 

A  dealer  installment  obligation  does  not  include  an  installment 
obligation  that  arises  from  certain  sales  of  residential  lots  or  "time- 
shares"  if  the  taxpayer  elects  to  pay  interest  on  the  amount  of  de- 
ferred tax  attributable  to  the  use  of  the  installment  method.  Addi- 
tionally, a  dealer  installment  obligation  does  not  include  an  install- 
ment obligation  that  arises  from  the  disposition  of  property  pro- 
duced in  the  trade  or  business  of  farming. 

Modification  to  proportionate  disallowance  rule 

The  bill  contains  a  special  proportionate  disallowance  rule  that 
applies  to  certain  dealer  installment  obligations  held  by  a  member 
of  a  controlled  group  that  includes  a  thrift  institution.  Under  this 
rule,  the  allocable  installment  indebtedness  and  the  adjusted  basis 
of  the  assets  of  the  thrift  institution  are  reduced  by  a  portion  of  the 
indebtedness  owed  to  the  thrift  institution  that  arises  out  of  the 
banking  business  of  the  institution.  The  portion  of  the  indebtedness 
that  is  taken  into  account  for  purposes  of  this  rule  equals  a  frac- 
tion, the  numerator  of  which  is  the  average  quarterly  indebtedness 
of  the  thrift  institution  for  the  taxable  year  and  the  denominator 
of  which  is  the  average  adjusted  bases  of  all  assets  of  the  thrift  in- 
stitution held  as  of  the  close  of  the  taxable  year.  The  reduction  of 
allocable  installment  indebtedness  of  the  thrift  institution  only  ap- 
plies with  respect  to  installment  obligations  that  arise  from  the  dis- 
position of  personal  property  under  the  installment  method  by  a 
person  who  regularly  sells  or  otherwise  disposes  of  personal  proper- 
ty of  such  type  on  the  installment  plan. 

Effective  Date 
Treatment  of  nondealer  installment  obligations 

The  rules  relating  to  nondealer  installment  obligations  apply  to 
obligations  arising  out  of  dispositions  that  occur  after  October  13, 
1987. 

A  taxpayer  may  elect  to  apply  the  amendments  relating  to  non- 
dealer  obligations  to  all  installment  obligations  arising  from  dispo- 
sitions that  occurred  between  August  16,  1986,  and  October  13, 
1987.  If  this  election  is  made  with  respect  to  nondealer  installment 
obligations  that  satisfy  the  per  sale  and  per  year  dollar  limitations, 
then  the  proportionate  disallowance  rule  does  not  apply,  and  any 
indebtedness  that  is  secured  by  such  obligations  is  treated  as  a  pay- 
ment on  the  obligation. 

The  provision  that  allows  the  installment  method  to  be  used  with 
respect  to  nondealer  installment  obligations  for  purposes  of  the  al- 
ternative minimum  tax  is  effective  for  taxable  years  ending  after 
December  31,  1986. 

Treatment  of  dealer  installment  obligations 

The  provisions  relating  to  dealer  installment  obligations  apply  to 
installment  obligations  arising  out  of  dispositions  that  occur  after 
October  13,  1987. 
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Modifications  to  proportionate  disallowance  rule 

The  special  rule  relating  to  a  controlled  group  that  contains  a 
thrift  institution  is  effective  as  if  enacted  as  part  of  the  proportion- 
ate disallowance  rule. 

3.  Contributions  in  aid  of  construction  to  small  water  companies 
(sec.  10364  of  the  bill  and  sec.  118  of  the  Code) 

Present  Law 

A  utility  is  required  to  report  as  an  item  of  gross  income  the 
value  of  any  property,  including  money,  that  it  receives  to  provide, 
or  to  encourage  it  to  provide,  services  to,  or  for  the  benefit  of,  the 
person  transferring  the  property  to  the  utility.  A  utility  is  consid- 
ered as  having  received  property  to  encourage  the  provision  of 
services  if  the  receipt  of  the  property  is  a  prerequisite  to  the  provi- 
sion of  the  services,  if  the  receipt  of  the  property  results  in  the  pro- 
vision of  services  earlier  than  would  have  been  the  case  had  the 
property  not  been  received,  or  if  the  receipt  of  the  property  other- 
wise causes  the  transferor  to  be  favored  in  any  way. 

Prior  to  the  Tax  Reform  Act  of  1986,  a  corporate  regulated  public 
utility  that  provides  electric  energy,  gas  (through  a  local  distribu- 
tion system  or  transportation  by  pipeline),  water,  or  sewage  dispos- 
al services  was  allowed  to  treat  contributions  received  in  aid  of  con- 
struction as  a  contribution  to  capital  not  includible  in  gross 
income.  Such  contributions  could  not  have  been  included  in  the 
utility's  rate  base  for  rate  making  purposes.  Property  received  (or 
purchased  with  the  proceeds  of)  a  contribution  to  capital  had  no  de- 
preciable basis  for  Federal  income  tax  purposes  and  was  not  eligi- 
ble for  the  investment  tax  credit. 

Reasons  for  Change 

The  committee  continues  to  believe  that  all  payments  that  are 
made  to  a  utility  either  to  encourage,  or  as  a  prerequisite  for,  the 
provision  of  services  should  be  treated  as  income  of  the  utility  and 
not  as  a  contribution  to  the  capital  of  the  utility.  The  committee 
believes  that  prior  to  the  Tax  Reform  Act  of  1986  the  law  allowed 
amounts  that  represented  prepayments  for  services  to  be  received 
by  corporate  regulated  public  utilities  without  the  inclusion  of  such 
payments  in  gross  income. 

However,  the  committee  also  believes  that  the  inclusion  in 
income  of  contributions  in  aid  of  construction  by  small  water  utili- 
ties will  have  a  disproportionately  adverse  impact  on  the  provision 
of  such  services.  Accordingly,  the  committee  believes  that  the  bene- 
fits to  be  gained  by  allowing  such  utilities  to  exclude  such  contribu- 
tions from  income  outweighs  the  distortion  of  income  that  results 
from  allowing  such  contributions  to  be  excluded. 

Explanation  of  Provision 

Under  the  bill,  contributions  in  aid  of  construction  paid  or  trans- 
ferred to  a  small  water  utility  are  treated  as  a  nontaxable  contribu- 
tion to  the  capital  of  the  water  utility,  subject  to  the  same  rules 
and  restrictions  as  applied  to  contributions  in  aid  of  construction 
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under  section  118,  prior  to  its  amendment  by  the  Tax  Reform  Act 
of  1986.  A  small  water  utility  is  a  regulated  public  utility  if  80  per- 
cent or  more  of  the  activitiies  of  the  utilty  consist  of  furnishing 
water,  such  utility  is  required  to  provide  water  to  members  of  the 
general  public  in  its  service  area,  and  the  average  annual  gross  re- 
ceipts of  the  utility  do  not  exceed  $10  million  for  any  prior  taxable 
year. 

Average  annual  gross  receipts  are  determined  by  averaging  the 
gross  receipts  of  the  three  taxable  year  period  ending  with  such 
prior  taxable  year.  The  gross  receipts  for  any  taxable  year  included 
in  the  average  annual  gross  receipts  calculation  that  is  a  year  of 
less  than  12  month  must  be  annualized.  If  the  entity  (or  any  prede- 
cessor entity)  were  not  in  existence  for  all  three  of  the  taxable 
years  to  be  used  in  the  calculation,  average  annual  gross  receipts  is 
calculated  for  the  period  for  which  such  entity  (or  predecessor 
entity)  was  in  existence.  In  determining  whether  a  taxpayer  has 
average  annual  gross  receipts  in  excess  of  $10  million,  the  gross  re- 
ceipts of  all  related  entities  are  aggregated  if  such  entities  would 
be  treated  as  a  single  employer  under  subsection  (a)  or  (b)  of  sec- 
tion 52  or  subsection  (m)  or  (o)  of  section  414,  regardless  of  whether 
the  entities  have  any  employees. 

Effective  Date 

The  provision  is  effective  for  contributions  received  after  Decem- 
ber 31,  1986. 

4.  Election  of  taxable  year  other  than  required  taxable  year  (sees. 
10365-10368  of  the  bill  and  sees.  280H,  444  and  6654A  of  the 
Code) 

Present  Law 

Partnerships,  S  corporations,  and  personal  service  corporations 
are  generally  required  to  conform  their  taxable  years  to  that  of 
their  owners,  effective  for  taxable  years  beginning  after  December 
31,  1986.  An  exception  is  made  for  a  partnership,  S  corporation  or 
personal  service  corporation  that  establishes  to  the  satisfaction  of 
the  Secretary  of  the  Treasury  a  business  purpose  for  having  a  dif- 
ferent taxable  year. 

Reasons  for  Change 

The  committee  believes  that  allowing  a  partnership,  S  corpora- 
tion, or  personal  service  corporation  to  use  a  taxable  year  different 
than  that  of  its  owners  results  in  an  improper  deferral  of  income 
by  those  owners.  The  committee  believes  that  such  deferral  can 
best  be  addressed  by  allowing  a  partnership,  S  corporation  or  per- 
sonal service  corporation  to  elect  either  to  change  its  taxable  year 
or  to  eliminate  the  benefit  of  such  deferral  by  other  statutory 
means. 
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Explanation  of  Provision 

In  general 

The  provision  provides  an  election  for  a  partnership,  S  corpora- 
tion or  personal  service  corporation  that  is  otherwise  required  to 
change  its  taxable  year  to  retain  the  taxable  year  used  by  the  part- 
nership, S  corporation  or  personal  service  corporation  for  its  last 
taxable  year  beginning  in  1986.  An  election  is  also  provided  for 
such  entities  to  adopt  or  change  to  taxable  years  with  limited  de- 
ferral periods,  if  such  adoption  or  change  does  not  result  in  a  great- 
er deferral  than  the  year  currently  in  use. 

Partners  in  an  electing  partnership  and  shareholders  in  an  elect- 
ing S  corporation  are  required  to  make  enhanced  estimated  tax 
payments.  An  electing  personal  service  corporation  is  limited  in 
the  amount  of  deductions  it  can  take  for  payments  to  employee- 
owners  unless  certain  minimum  distributions  are  made  to  employ- 
ee-owners before  the  end  of  the  calendar  year. 

Taxable  years  which  may  be  elected 

A  partnership,  S  corporation,  or  personal  service  corporation  is 
required  to  use  a  taxable  year  determined  by  statute  or  regulation, 
unless  it  makes  an  election  under  this  provision.  Generally,  a  part- 
nership, S  corporation  or  personal  service  corporation  may  elect  a 
different  taxable  year  only  if  such  taxable  year  results  in  a  defer- 
ral period  not  longer  than  three  months.  The  deferral  period  is  the 
number  of  months  between  the  close  of  the  taxable  period  elected 
and  the  close  of  the  taxable  year  otherwise  required  (the  required 
taxable  year).  For  example,  if  a  taxable  year  ending  September  30 
is  elected  and  a  taxable  year  ending  December  31  is  otherwise  re- 
quired, the  deferral  period  of  the  taxable  year  ending  September  30 
is  three  months. 

In  addition,  a  partnership,  S  corporation,  or  personal  service  cor- 
poration may  elect  a  taxable  year  under  this  provision  that  is  the 
same  as  the  entity's  last  taxable  year  beginning  in  1986.  This  elec- 
tion is  available  only  if  it  is  made  for  the  entity's  first  taxable  year 
beginning  after  December  31,  1986.  Such  an  election  is  not  required 
to  be  made  prior  to  the  90th  day  after  the  date  of  enactment  of  this 
Act.  In  the  case  of  a  partnership,  S  corporation,  or  personal  service 
corporation  changing  taxable  years,  an  election  is  available  only  if 
the  deferral  period  of  the  taxable  year  elected  is  not  longer  than 
the  shorter  of  three  months  or  the  deferral  period  of  the  taxable 
year  being  changed. 

For  example,  a  partnership  with  a  required  taxable  year  ending 
December  31  had  a  taxable  year  ending  October  31  for  its  last  tax- 
able year  beginning  in  1986.  The  partnership  may  elect  to  retain 
the  year  ending  October  31  if  it  makes  such  an  election  for  its  tax- 
able year  beginning  November  1,  1987.  The  partnership  may  also 
elect  to  change  to  a  taxable  year  ending  November  30.  The  partner- 
ship may  not  elect  to  change  to  a  taxable  year  ending  September 
30,  since  such  a  taxable  year  would  have  a  deferral  period  of  three 
months,  which  exceeds  the  deferral  period  (two  months)  of  the  tax- 
able year  that  is  being  changed.  If  the  partnership  did  not  make  an 
election  for  the  taxable  year  beginning  November  1,  1987  and  in- 
stead adopted  the  taxable  year  it  was  otherwise  required  to  use  of 
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December  31,  an  election  to  change  taxable  years  would  not  be 
available  in  the  future,  as  any  other  taxable  year  it  might  elect 
would  have  a  deferral  period  in  excess  of  the  deferral  period  of  the 
taxable  year  being  changed  (zero  months). 

A  special  provision  is  provided  for  C  corporations  that  made  an 
election  after  September  18,  1986  and  before  January  1,  1987  to  be 
treated  as  S  corporations.  If  such  a  former  C  corporation  had  a  tax- 
able year  other  than  a  calendar  year  at  the  time  of  the  election  to 
be  treated  as  an  S  corporation  and  elected  to  have  a  calendar  year 
as  its  taxable  year  as  an  S  corporation,  it  may  change  to  a  taxable 
year  that  results  in  a  deferral  period  not  longer  than  the  shorter  of 
three  months  or  the  deferral  period  of  the  taxable  year  of  the  C 
corporation  prior  to  the  election  to  be  treated  as  an  S  corporation. 

The  Secretary  of  the  Treasury  is  directed  to  prescribe  such  regu- 
lations as  may  be  necessary  to  carry  out  these  provisions,  including 
but  not  limited  to  regulations  to  prevent  a  taxpayer  from  obtaining 
an  elective  taxable  year  that  would  otherwise  not  be  available 
through  a  change  in  the  form  of  any  entity. 

Effect  of  election 

Partnerships  and  S  corporations. — In  the  case  of  an  electing  part- 
nership or  S  corporation,  the  partners  or  shareholders  of  such 
electing  entity  are  required  to  make  enhanced  estimated  tax  pay- 
ments. Enhanced  estimated  tax  payments  are  due  in  four  equal  in- 
stallments on  the  dates  provided  for  the  installment  payments  of 
estimated  tax.  The  enhanced  estimated  tax  payments  are  due 
whether  or  not  the  partner  or  S  corporation  shareholder  otherwise 
is  required  to  make  a  quarterly  installment  payment  of  estimated 
Federal  tax.  Failure  to  make  required  enhanced  estimated  tax  pay- 
ments results  in  the  imposition  of  underpayment  penalties  in  the 
same  manner  as  if  the  enhanced  estimated  tax  payments  were  re- 
quired payments  of  estimated  income  tax. 

The  amount  of  the  enhanced  estimated  tax  payment  for  any 
partner  or  S  corporation  shareholder  is  an  amount  equal  to  the 
product  of  the  applicable  percentage  multiplied  by  the  highest  rate 
of  tax  imposed  by  section  1  (35  percent  for  taxable  years  beginning 
in  1987)  multiplied  by  the  net  base  year  income  of  the  partner  or  S 
corporation  shareholder.  The  applicable  percentage  is  determined 
by  the  calendar  year  in  which  the  applicable  election  year  begins. 
The  applicable  election  year  is  the  year  of  the  partnership  or  S  cor- 
poration for  which  the  election  is  in  effect.  The  applicable  percent- 
age is  25  percent  for  applicable  election  years  beginning  in  1987 
and  increases  by  an  additional  25  percent  each  year  thereafter,  so 
that  the  applicable  percentage  is  100  percent  for  applicable  election 
years  beginning  in  1990  or  thereafter. 

The  net  base  year  is  the  year  preceding  the  applicable  election 
year.  The  net  base  year  income  of  a  partner  or  S  corporation  share- 
holder with  respect  to  any  partnership  or  S  corporation  is  equal  to 
the  sum  of  (a)  the  deferral  ratio  times  the  taxpayer's  distributive 
share  of  the  partnership  or  S  corporation's  net  income  for  the  base 
year,  plus  (b)  the  excess  (if  any)  of  the  deferral  ratio  times  the  ag- 
gregate amount  of  applicable  payments  made  by  the  partnership  or 
S  corporation  to  the  taxpayer  during  the  base  year  over  the  aggre- 
gate amount  of  such  payments  made  during  the  deferral  period. 
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The  deferral  ratio  is  the  number  of  months  in  the  deferral  period 
divided  by  the  number  of  months  in  the  partnership's  or  S  corpora- 
tion's taxable  year.  A  partner's  distributive  share  of  partnership 
net  income  is  the  amount  determined  by  taking  into  account  the 
partner's  distributive  share  of  items  described  in  sections  702(a) 
and  704,  other  than  items  of  credit.  An  S  corporation  shareholder's 
distributive  share  is  the  amount  determined  by  taking  into  account 
the  shareholder's  pro  rata  share  of  items  described  in  section 
1366(a),  other  than  items  of  credit.  In  no  case  may  a  partner's  or  S 
corporation  shareholder's  distributive  share  for  the  purpose  of  this 
calculation  be  less  than  zero. 

Applicable  payments  are  amounts  paid  or  incurred  by  a  partner- 
ship or  S  corporation  that  are  includible  in  the  gross  income  of  the 
partner  or  shareholder,  other  than  as  part  of  such  partner's  or 
shareholder's  distributive  share.  The  amount  of  such  payments 
made  in  the  deferral  period  is  the  amount  of  such  payments  made 
during  the  fiscal  year  before  the  beginning  of  a  required  taxable 
year. 

For  example,  a  partnership  that  has  historically  used  a  taxable 
year  ending  March  31  that  is  otherwise  required  to  use  the  calen- 
dar year  makes  an  election  to  use  a  taxable  year  ending  March  31, 
1988.  The  deferral  ratio  for  the  applicable  election  year  will  be  9/ 
12  and  the  applicable  percentage  will  be  25  percent,  since  the  appli- 
cable election  year  begins  in  1987.  Assume  that  a  calendar-year 
partner  in  such  partnership  had  a  distributive  share  of  $100,000  for 
the  year  ending  March  31,  1987  (the  base  year)  and  also  received 
rental  payments  of  $120,000  of  which  $40,000  was  received  on 
August  15,  1986  and  $80,000  was  received  on  January  15,  1987.  The 
net  base  year  income  of  the  partner  is  $125,0003  and  the  enhanced 
estimated  taxes  required  to  be  paid  by  the  calendar  year  partner 
for  his  taxable  year  ending  December  31,  1987  are  $10,937.50.4  This 
amount  is  required  to  be  paid  by  the  partner  in  four  equal  install- 
ments of  $2,734.38  on  April  15th,  June  15th  and  September  15th  of 
1987,  and  on  January  15th  of  1988. 

The  inclusion  of  applicable  payments  in  the  calculation  is  not  re- 
quired if  the  applicable  payments  are  made  ratably  throughout  the 
base  year.  For  this  purpose,  payments  will  be  considered  to  be 
made  ratably  if  they  are  made  in  equal  amounts  at  least  monthly. 

A  taxpayer  is  required  to  make  enhanced  estimated  tax  pay- 
ments for  all  electing  partnerships  or  S  corporations  in  which  such 
taxpayer  owns  shares  or  an  interest.  However,  a  taxpayer  who  is 
required  to  make  aggregate  payments  of  enhanced  estimated  taxes 
for  the  year  of  $200  or  less  is  excused  from  making  such  payments. 

An  electing  partnership  or  S  corporation  is  required  to  compute 
and  disclose  to  its  partners  or  shareholders  the  enhanced  estimated 
tax  amount  for  each  such  partner  or  shareholder  for  the  applicable 
election  year,  as  well  as  any  other  information  the  Secretary  of  the 
Treasury  may  prescribe  to  carry  out  this  provision.  This  does  not, 
however,  release  the  partner  or  shareholder  from  any  responsibil- 
ity he  may  have  with  regard  to  the  determination  of  such  amount. 


3  [(9/12)  X  100,000]  +  {[(9/12)  X  120,000]  -  40,000} 

4  [.25  X  .35  X  125,000] 
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Personal  service  corporations. — An  electing  personal  service  cor- 
poration is  required  to  meet  minimum  distribution  requirements  in 
the  portion  of  the  applicable  election  year  that  constitutes  the  de- 
ferral period.5  The  minimum  distribution  requirements  for  any  ap- 
plicable election  year  are  met  if  applicable  amounts  paid  to  em- 
ployee-owners during  the  deferral  period  of  the  applicable  election 
year  equal  or  exceed  the  lesser  of  (a)  the  product  of  (i)  the  applica- 
ble amounts  paid  during  the  preceding  taxable  year,  divided  by  the 
number  of  months  in  such  year,  multiplied  by  (ii)  the  number  of 
months  in  the  deferral  period  or  (b)  the  applicable  percentage  of 
the  adjusted  taxable  income  of  the  personal  service  corporation  for 
the  deferral  period  of  the  applicable  election  year.  For  these  pur- 
poses, the  applicable  percentage  is  the  average  percentage  (not  to 
exceed  95  percent)  of  the  adjusted  taxable  income  of  the  personal 
service  corporation  that  was  paid  out  in  applicable  amounts  over 
the  prior  three  taxable  years.  Adjusted  taxable  income  is  the  tax- 
able income  for  the  period  increased  by  any  amount  paid  or  in- 
curred to  an  employee-owner  that  was  taken  into  account  in  deter- 
mining taxable  income. 

If  a  personal  service  corporation  fails  to  meet  the  minimum  dis- 
tribution requirement  for  any  applicable  election  year,  the  amount 
of  applicable  payments  it  may  deduct  for  the  applicable  election 
year  is  limited  to  a  maximum  deductible  amount.  The  maximum 
deductible  amount  is  equal  to  the  sum  of  (a)  the  applicable 
amounts  paid  in  the  deferral  period  plus  (b)  the  applicable  amounts 
paid  in  the  deferral  period  divided  by  the  number  of  months  in  the 
deferral  period  multiplied  by  the  number  of  months  not  in  the  de- 
ferral period.  Any  amount  paid  or  incurred  by  the  personal  service 
corporation  that  would  be  deductible  but  for  the  maximum  deduc- 
tion amount  is  treated  as  paid  or  incurred  in  the  succeeding  tax- 
able year. 

Tiered  structures 

The  committee  is  concerned  that  the  use  of  the  election  in  the 
case  of  tiered  structures  may  not  yield  appropriate  results.  Accord- 
ingly, the  elections  provided  by  this  provision  are  not  available  to 
an  entity  that  is  part  of  a  tiered  structure,  except  as  provided  in 
regulations.  An  example  of  such  a  tiered  structure  would  be  a  cal- 
endar year  partnership  with  partners  that  are  personal  service  cor- 
porations with  taxable  years  ending  November  30  where  the  per- 
sonal service  corporations  are  in  turn  owned  by  calendar  year  indi- 
viduals. Except  as  provided  in  regulations,  neither  the  partnership 
nor  the  personal  service  corporations  described  would  be  allowed  to 
use  the  election  provided  by  this  provision. 

Effective  Date 

The  provision  generally  is  effective  for  taxable  years  beginning 
after  December  31,  1986.  The  requirement  that  enhanced  estimated 
taxes  be  paid  by  partners  and  shareholders  of  electing  entities  is 
effective  for  taxable  years  beginning  after  December  31,  1987,  with 


5  Since  personal  service  corporations  are  required  to  use  the  calendar  year,  the  deferral 
period  is  the  portion  of  the  applicable  election  year  before  January  1. 
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respect  to  applicable  election  years  beginning  after  December  31, 
1986. 

5.  Taxable  years  of  common  trust  funds  (sec.  10369  of  the  bill  and 
sec.  806  of  the  Tax  Reform  Act  of  1986) 

Current  Law 

Partnerships  and  trusts  are  generally  required  to  use  a  taxable 
year  that  conforms  to  the  taxable  years  of  their  owners.  A  techni- 
cal correction  adopted  contemporaneously  with  this  provision 
would  clarify  that  common  trust  funds  are  required  to  adopt  a  cal- 
endar year. 

Reasons  for  Change 

The  committee  believes  that  common  trust  funds  should  be  re- 
quired to  adopt  a  calendar  year  after  sufficent  notice  is  given  to 
such  entities  of  the  requirement. 

Explanation  of  Provision 

Common  trust  funds  (as  defined  under  section  584)  are  required 
to  adopt  a  calendar  year,  effective  for  taxable  years  beginning  after 
December  31,  1987.  If  a  common  trust  fund  is  required  to  change 
taxable  years  as  a  result  of  this  provision,  and  as  a  result  of  such 
change  a  participant  in  such  common  trust  fund  is  required  to  in- 
clude items  from  more  than  one  taxable  year  of  the  common  trust 
fund  in  any  of  the  participant's  taxable  years,  the  items  from  the 
short  taxable  year  of  the  common  trust  fund  may  be  included  in 
income  by  the  participant  ratably  over  a  four-taxable-year  period, 
unless  the  participant  elects  to  include  all  such  income  currently. 


78-519  0-87-27 


VIII.  Financial  Institutions 


1.  Effective  tax  rate  for  thrift  institutions  (sec.  10371  of  the  bill 
and  sec.  593  of  the  Code) 

Present  Law 

Reserves  for  bad  debts 

Under  present  law,  mutual  savings  banks,  domestic  building  and 
loans  associations,  and  cooperative  banks  without  capital  stock 
which  are  organized  and  operated  for  mutual  purposes  and  without 
profit  (collectively  called  "thrift  institutions")  are  allowed  to  use 
either  the  specific  charge-off  method  or,  if  a  sufflcent  percentage  of 
the  thrift  institution's  assets  constituted  "qualified  assets,"  the  re- 
serve method  in  computing  their  deduction  for  bad  debts  for  Feder- 
al income  tax  purposes.  For  thrift  institutions  using  the  reserve 
method,  the  reasonable  addition  to  the  reserve  for  bad  debts  is 
equal  to  the  addition  to  the  reserve  computed  under  the  "bank  ex- 
perience" or  the  "percentage  of  taxable  income  method."  A  thrift 
institution  may  switch  between  methods  of  determining  the  addi- 
tion to  its  loan  loss  reserve  from  one  year  to  another. 

Under  the  percentage  of  taxable  income  method,  an  annual  de- 
duction is  allowed  for  a  statutory  percentage  of  taxable  income, 
with  certain  adjustments.  The  statutory  percentage  for  taxable 
years  beginning  after  1978  and  before  1987  was  40  percent.  The 
statutory  percentage  was  reduced  from  40  percent  to  8  percent  by 
the  Tax  Reform  Act  of  1986  (P.L.  99-514)  effective  for  taxable  years 
^beginning  after  December  31,  1986. 

Corporate  tax  rates 

The  Tax  Reform  Act  of  1986  reduced  the  maximum  rate  on  tax 
on  income  of  corporations  to  34  percent  effective  for  taxable  years 
beginning  on  or  after  July  1,  1987.  Income  in  taxable  years  that  in- 
clude July  1,  1987  (other  than  as  the  first  date  of  such  year)  is  sub- 
ject to  a  blended  rate  based  on  the  number  of  days  in  the  taxable 
year  of  the  corporation  before  and  after  July  1st. 

Reasons  for  Change 

The  interaction  of  the  effective  date  of  the  change  in  the  statuto- 
ry percentage  for  the  percentage  of  taxable  income  for  computing 
additions  to  the  reserve  for  bad  debts  for  thrift  institutions  with 
the  effective  date  of  the  change  in  the  corporate  income  tax  rate 
results  in  different  effective  tax  rates  for  for  thrift  institutions  for 
1987  depending  upon  when  their  taxable  year  ended.  For  example, 
the  effective  corporate  tax  rate  for  1987  for  thrift  institutions 
would  be  as  high  as  36.8  percent  for  thrift  institutions  with  a  calen- 
dar year  and  as  low  as  27.88  percent  for  thrift  institutions  with  a 
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year  ending  on  November  30,  1987.  After  1987,  all  thrift  institu- 
tions will  have  the  same  effective  tax  rate  of  31.28  6 

The  committee  believes  that  the  interaction  of  the  effective  dates 
of  the  change  in  the  corporate  tax  rates  and  the  computation  of  the 
addition  to  bad  debt  reserves  results  in  an  unwarranted  penalty  to 
some  thrift  institutions  and  an  unwarranted  windfall  to  other 
thrift  institutions.  The  committee,  therefore,  believes  that  the  stat- 
utory percentage  for  the  percentage  of  taxable  income  method 
should  be  adjusted  so  that  all  thrift  institutions  have  the  same  rate 
of  tax  for  1987. 

Explanation  of  Provision 

The  statutory  percentage  for  the  percentage  of  taxable  income 
for  taxable  years  that  include  June  30,  1987,  is  the  average  of  40 
percent  for  the  number  of  months  in  the  thrift  institution's  taxable 
year  before  July  and  8  percent  for  the  number  of  months  in  the 
thrift  institution's  taxable  year  after  June.  The  provisions  results 
in  an  effective  tax  rate  for  1987  of  31.28  percent  regardless  of  the 
taxable  year  of  the  thrift  institution. 

Effective  Date 

The  provision  is  effective  for  taxable  years  that  include  June  30, 
1987. 

2.  Net  operating  loss  rules  for  commercial  banks  (sec.  10372  of  the 
bill  and  sec.  172  of  the  Code) 

Present  Law 

Net  operating  losses  incurred  by  a  commercial  bank  for  taxable 
years  beginning  after  December  31,  1986  generally  are  carried  back 
to  the  prior  three  taxable  years  and  carried  forward  to  the  succeed- 
ing fifteen  taxable  years.  However,  the  portion  of  the  net  operating 
losses  of  commercial  banks  (not  including  thrift  institutions)  for 
any  taxable  year  beginning  after  December  31,  1986,  and  before 
January  1,  1994,  that  is  attributable  to  deductions  for  losses  on  bad 
debts  is  carried  back  to  the  prior  ten  taxable  years  and  carried  for- 
ward to  the  succeeding  five  taxable  years. 

The  portion  of  the  net  operating  loss  of  a  commercial  bank  at- 
tributable to  deductions  for  bad  debts  is  the  excess  of  the  net  oper- 
ating loss  for  the  taxable  year  over  the  net  operating  loss  for  such 
taxable  year  computed  without  regard  to  any  deductions  for  bad 
debts.  The  special  10-year  carryback  provision  does  not  apply  to 
either  a  commercial  bank  that  continues  to  compute  its  deduction 
for  bad  debts  using  the  reserve  method  or  to  a  thrift  institution.  An 
entity  that  was  previously  treated  as  a  thrift  institution  now  treat- 
ed as  a  large  commercial  bank  (and  thus  not  allowed  to  use  the  re- 
serve method  of  computing  a  deduction  for  bad  debts)  is  subject  to 
this  special  10-year  carryback  provision. 

The  special  10-year  carryback  provision  is  provided  in  place  of 
the  normal  rules  requiring  a  net  operating  loss  to  be  carried  back 


6  This  is  the  maximum  corporate  rate  of  34  percent  multiplied  by  92  percent  of  the  taxable 
income  (100  percent  minus  the  8  percent  bad  debt  deduction). 
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three  years  and  carried  forward  15  years.  A  commercial  bank  sub- 
ject to  the  special  10-year  carryback  provision  may  elect  to  relin- 
quish the  entire  carryback  period  as  part  of  an  election  to  relin- 
quish any  carryback  for  all  net  operating  losses  arising  within  a 
taxable  year. 

Reasons  for  Change 

The  committee  believes  that  net  operating  losses  incurred  by 
commercial  banks  should  be  treated  in  the  same  manner  as  net  op- 
erating losses  of  other  taxpayers.  The  committee  believes  than  an 
election  should  be  available  to  commercial  banks  to  treat  all  of 
their  net  operating  losses  in  the  same  manner  as  the  net  operating 
losses  of  other  taxpayers. 

Explanation  of  Provision 

Commercial  banks  (other  than  thrift  institutions)  may  elect  to 
treat  the  entirety  of  their  net  operating  losses  whether  or  not  at- 
tributable to  deductions  for  losses  on  bad  debts,  in  thew  same 
manner  as  net  operating  losses  for  other  taxpayers  (3  year  carry- 
back, 15  year  carryforward).  The  election  is  irrevocable  and  must 
be  made,  at  the  time  and  in  a  manner  to  be  provided  by  the  Secre- 
tary of  the  Treasury,  for  the  first  taxable  year  beginning  after  De- 
cember 31,  1986. 

Effective  Date 

The  provision  is  effective  for  net  operating  losses  incurred  by  a 
commercial  bank  in  taxable  years  beginning  after  December  31, 
1986  and  before  January  1,  1994. 


IX.  Insurance  Provisions 


1.  Charitable  gift  annuities  not  treated  as  commercial-type  insur- 
ance (sec.  10375  of  the  bill  and  sec.  501(m)  of  the  Code) 

Present  Law 

Organizations  providing  commercial-type  insurance 

Present  law  (sec.  501(c))  specifies  various  standards  that  an  orga- 
nization must  meet  in  order  to  qualify  for  exemption  from  Federal 
income  taxation.  These  standards  vary  depending  on  the  basis  on 
which  the  entity  is  seeking  exemption. 

Under  present  law  as  amended  by  the  Tax  Reform  Act  of  1986 
(the  1986  Act),  an  organization  described  in  section  501(c)(3)  and 
(c)(4)  of  the  Code  is  exempt  from  tax  only  if  no  substantial  part  of 
its  activities  consists  of  providing  commercial-type  insurance.  For 
this  purpose,  no  substantial  part  has  the  meaning  given  to  it  under 
present  law  applicable  to  such  organizations. 

In  the  case  of  such  a  tax-exempt  organization,  the  activity  of  pro- 
viding commercial-type  insurance  is  treated  as  an  unrelated  trade 
or  business  (sec.  513)  but,  in  lieu  of  the  usual  tax  on  unrelated 
trade  or  business  taxable  income,  the  unrelated  trade  or  business 
activity  is  taxed  under  the  rules  relating  to  insurance  companies 
(subchapter  L). 

For  this  purpose,  commercial-type  insurance  generally  is  any  in- 
surance of  a  type  provided  by  commercial  insurance  companies. 
Present  law  provides  that  the  issuance  of  annuity  contracts  is 
treated  as  providing  insurance. 

Under  present  law,  commercial-type  insurance  does  not  include 
property  or  casualty  insurance  provided  directly  or  through  an  or- 
ganization described  in  section  414(e)(3)(B)(ii)  by  a  church  or  con- 
vention or  association  of  churches  for  the  church,  convention,  or  as- 
sociation. It  also  does  not  apply  to  the  provision  of  retirement  or 
welfare  benefits  by  such  organizations  directly  or  indirectly 
through  an  organization  described  in  section  414(e)(3)(A)  or 
414(e)(3)(B)(ii)  for  the  employees  of  such  organizations,  or  for  em- 
ployees' beneficiaries.  This  exception  is  not  intended  to  apply  if  in- 
surance is  provided  to  persons  other  than  the  church  or  convention 
or  association  of  churches  and  their  employees. 

As  a  result  of  the  1986  Act,  it  is  arguably  uncertain  whether  the 
issuance  of  charitable  gift  annuities  constitutes  commercial-type  in- 
surance. 

Unrelated  trade  or  business  income 

In  addition,  an  organization  that  is  otherwise  exempt  from  Fed- 
eral income  tax  generally  is  taxed  on  any  income  from  a  trade  or 
business  that  is  unrelated  to  the  organization's  exempt  purposes. 
Specific  exclusions  from  unrelated  trade  or  business  taxable  income 
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are  provided  for  certain  types  of  income,  including  rents,  royalties, 
dividends,  interest,  and  certain  other  income,  other  than  income 
derived  from  "debt-financed  property. " 

Present  law  provides  that,  for  purposes  of  determining  unrelated 
business  taxable  income,  income  with  respect  to  debt-financed  prop- 
erty is  treated  as  income  from  an  unrelated  trade  or  business. 
Under  present  law,  an  exception  applies  to  the  usual  rules  relating 
to  debt-financed  property  in  the  case  of  an  annuity  that  meets  sev- 
eral requirements  (sec.  514(c)(5)). 

First,  the  value  of  the  annuity  is  required  to  be  less  than  90  per- 
cent of  the  value  of  the  property  received  at  the  time  of  the  ex- 
change. Thus,  the  purchaser  or  recipient  of  the  annuity  is  required 
to  make  a  partial  gift  to  the  issuer  of  the  contract. 

Second,  the  annuity  is  required  to  be  payable  over  the  lives  of  no 
more  than  two  lives  in  being  at  the  time  the  contract  is  issued. 

Third,  the  annuity  must  be  payable  under  a  contract  that  (1) 
does  not  guarantee  a  minimum  or  specify  a  maximum  number  of 
payments,  and  (2)  does  not  provide  for  any  adjustment  of  the  annu- 
ity payments  to  take  into  account  the  income  received  on  the  prop- 
erty transferred. 

The  present-law  exception  to  the  debt-financed  property  rules 
has  historically  exempted  from  tax  any  income  resulting  from  the 
issuance  of  charitable  gift  annuities.  A  charitable  gift  annuity  is  an 
annuity  issued  by  a  tax-exempt  organization,  frequently  an  educa- 
tional institution,  in  exchange  for  a  charitable  contribution  by  the 
purchaser.  The  gift  portion  of  the  consideration  paid  is  eligible  for 
a  charitable  contribution  deduction. 

Reasons  for  Change 

The  amendments  in  the  Tax  Reform  Act  of  1986  relating  to  tax- 
exempt  organizations  engaged  in  commercial-type  insurance  activi- 
ties left  unclear  the  tax  treatment  of  charitable  gift  annuities.  The 
committee  does  not  believe  the  Tax  Reform  Act  was  intended  to 
alter  the  prior-law  tax  treatment  of  charitable  gift  annuities  and 
believes  that  the  uncertainty  created  by  the  1986  Act  relating  to 
the  tax  treatment  of  such  annuities  should  be  resolved. 

It  has  come  to  the  committee's  attention  that  the  tables  used  by 
the  IRS  in  determining  the  gift  portion  of  a  charitable  gift  annuity 
use  outdated  interest  and  mortality  assumptions.  The  committee 
believes  that  the  tables  should  fluctuate  with  market  conditions 
and  should  reflect  more  accurate  mortality  experience  to  reduce 
the  likelihood  that  the  purchaser's  charitable  contribution  deduc- 
tion is  overstated. 

Explanation  of  Provision 

The  bill  provides  that  charitable  gift  annuities  are  not  treated  as 
commercial-type  insurance.  Under  the  bill,  the  term  "charitable 
gift  annuity"  means  an  annuity  that  (1)  is  owned  by  an  individual 
who  was  entitled  to  a  charitable  contribution  deduction  for  the  pur- 
chase of  the  annuity,  and  (2)  is  described  in  section  514(c)(5)  (deter- 
mined as  if  any  cash  paid  to  the  issuer  were  property). 

The  IRS  tables  used  in  determining  the  amount  of  the  charitable 
contribution  would  be  modified  to  reflect  current  mortality  as- 
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sumptions  and  a  range  of  interest  rates.  The  amount  of  the  charita- 
ble contribution  would  be  determined  on  the  basis  of  an  interest 
rate  applicable  at  the  time  the  contract  is  issued.  Until  updated 
IRS  tables  are  published,  the  most  current  tables  (with  ranges  of 
interest  rates  where  available)  for  the  applicable  number  of  lives 
would  be  used. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  Tax  Reform  Act  of 
1986. 

2.  Treatment  of  unearned  premium  reserves  by  companies  not  de- 
ducting sales  commissions  on  deferred  premium  installments 
(sec.  10376  of  the  bill  and  sec.  832  of  the  Code) 

Present  Law 

Under  present  law,  a  property  and  casualty  insurance  company 
generally  is  required  to  reduce  its  deduction  for  increases  in  un- 
earned premiums  by  20  percent.  This  amount  is  intended  to  repre- 
sent the  allocable  portion  of  expenses  incurred  in  generating  thjjj 
unearned  premiums.  Such  expenses  generally  are  deductible  in  the 
year  incurred.  Thus,  the  reduction  in  the  deduction  for  increases  in 
unearned  premiums  is  equivalent  to  disallowing  part  of  the  deduc- 
tion for  premium  acquisition  expenses. 

Some  courts  have  held  that  an  insurance  company  may  not 
deduct  unpaid  sales  commissions  on  deferred  premium  installments 
in  the  year  a  policy  is  issued  even  though  such  unpaid  commissions 
are  reflected  as  accrued  expenses  on  the  company's  annual  state- 
ment for  financial  reporting  purposes.  See,  e.g.,  Western  Casualty 
and  Surety  Company  v.  Commissioner,  571  F.2d  514  (10th  Cir.  1978). 

Reasons  for  Change 

For  companies  following  the  Western  Casualty  decision,  the  20- 
percent  reduction  in  the  unearned  premium  reserve  may  have  the 
effect  of  a  greater  disallowance  than  applies  to  other  property  and 
casualty  insurance  companies.  This  disproportionate  disallowance 
could  occur  when  the  total  of  premium  acquisition  expenses  (other 
than  unpaid  sales  commissions)  is  less  than  the  amount  by  which 
the  unearned  premium  reserve  deduction  is  reduced. 

The  committee  believes  that  the  reduction  in  the  unearned  pre- 
mium reserve  deduction,  although  intended  as  a  rough  measure  of 
premium  acquisition  expenses  that  would  avoid  difficult  measuring 
issues,  should  not  result  in  a  double  disallowance  of  the  expenses 
incurred  in  generating  unearned  premiums. 

Explanation  of  Provision 

Under  the  bill,  the  amount  of  the  reduction  in  the  deduction  for 
increases  in  the  unearned  premium  reserve  is  to  be  decreased  (but 
not  below  zero)  to  the  extent  that  the  unearned  premium  reserve 
reduction  would  result  in  a  double  disallowance  of  a  deduction.  The 
committee  expects  the  Secretary  to  issue  regulations  describing  the 
circumstances  under  which  a  double  disallowance  could  occur. 
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Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1986. 

3.  Church  self-insured  death  benefit  plans  treated  as  life  insur- 
ance (sec.  10356  of  the  bill  and  sec.  101  of  the  Code) 

Present  Law 
Definition  of  a  life  insurance  contract 

Under  present  law,  a  life  insurance  contract  is  defined  as  any 
contract  which  is  a  life  insurance  contract  under  the  applicable 
State  or  foreign  law,  but  only  if  the  contract  meets  either  of  two 
alternative  requirements:  (1)  a  cash  value  accumulation  test  or  (2) 
a  test  consisting  of  a  guideline  premium  requirement  and  a  cash 
value  corridor  requirement.  Whichever  test  is  chosen,  that  test 
must  be  met  for  the  entire  life  of  the  contract  in  order  for  the  con- 
tract to  be  treated  as  life  insurance  for  tax  purposes. 

The  term  "life  insurance  contract"  does  not  include  that  portion 
of  any  contract  that  is  treated  under  State  law  as  providing  any 
annuity  benefits  other  than  as  a  settlement  option.  However,  any 
life  insurance  contract  that  is  treated  under  State  law  as  a  single, 
integrated  life  insurance  contract  and  that  satisfies  these  tests  will 
be  treated  for  Federal  tax  purposes  as  a  single  contract  of  life  in- 
surance and  not  as  a  contract  that  provides  separate  life  insurance 
and  annuity  benefits. 

If  a  life  insurance  contract  does  not  meet  either  of  the  alterna- 
tive tests  under  the  definition  of  a  life  insurance  contract,  the 
income  on  the  contract  for  any  taxable  year  of  the  policyholder  will 
be  treated  as  ordinary  income  received  or  accrued  by  the  policy- 
holder during  that  year. 

Exclusion  for  death  benefits 

Present  law  generally  excludes  from  a  beneficiary's  gross  income 
proceeds  of  death  benefits  received  under  a  life  insurance  contract 
(sec.  101(a))  and  provides  a  limited  exclusion  for  other  benefits  paid 
by  or  on  behalf  of  an  employer  by  reason  of  an  employee's  death 
(sec.  101(b)). 

Exclusion  for  group-term  life  insurance 

Under  present  law,  the  cost  of  group-term  life  insurance  pur- 
chased by  an  employer  for  an  employee  for  a  taxable  year  is  in- 
cluded in  the  employee's  gross  income  to  the  extent  that  the  cost  is 
greater  than  the  sum  of  the  cost  for  $50,000  of  life  insurance  plus 
any  contribution  made  by  an  employee  to  the  cost  of  the  insurance 
(sec.  79).  The  exclusion  is  conditioned  on  the  satisfaction  of  certain 
nondiscrimination  requirements. 

Under  present  law,  a  group-term  life  insurance  contract  is  re- 
quired to  meet  the  following  conditions:  (1)  the  contract  is  to  pro- 
vide a  general  death  benefit  that  is  excludable  under  section  101(a), 
(2)  the  contract  is  provided  to  a  group  of  employees,  (3)  the  policy  is 
provided  directly  or  indirectly  by  the  employer,  and  (4)  the  amount 
of  insurance  protection  provided  to  each  employee  is  computed 
under  a  formula  that  precludes  individual  selection.  Further,  a 
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group-term  life  insurance  contract  may  not  provide  a  permanent 
benefit  (such  as  a  cash  surrender  value). 

Reasons  for  Change 

The  modifications  made  in  the  definition  of  life  insurance  in  the 
Deficit  Reduction  Act  of  1984  called  into  question  the  income  tax 
exclusion  for  death  benefits  that  some  churches  provide  for  their 
ministers  and  lay  workers.  Many  of  the  church  death  benefit  pro- 
grams are  funded  through  church  pension  boards,  rather  than 
through  the  purchase  of  commercial  life  insurance  contracts. 

The  committee  believes  that  the  exclusion  for  death  benefits 
should  be  retained  in  the  case  of  a  self-insured  church  death  bene- 
fit program  as  long  as  the  applicable  requirements  relating  to  the 
definition  of  a  life  insurance  contract  are  satisfied,  other  than  the 
requirement  that  may  apply  under  some  applicable  State  law  that 
the  contract  must  be  issued  by  an  insurance  company  licensed  to 
do  business  under  the  laws  of  the  State.  Further,  the  committee  be- 
lieves that  such  life  insurance  programs  also  should  be  eligible  for 
the  exclusion  for  group-term  life  insurance  as  long  as  the  require- 
ments of  section  79  are  satisfied. 

Explanation  of  Provision 

Under  the  bill,  for  purposes  of  section  101(a),  the  term  "life  in- 
surance contracts"  includes  a  plan  or  arrangement  that  provides 
for  the  payment  of  benefits  by  reason  of  the  death  of  the  individ- 
uals covered  under  such  plan  or  arrangement,  but  only  if  the  plan 
or  arrangement  (1)  is  provided  directly  by  a  church  for  the  benefit 
of  its  employees  and  their  beneficiaries,  by  a  church  plan  (as  de- 
fined in  sec.  414(e)(3)(A)),  or  by  a  church-controlled  organization 
(within  the  meaning  of  sec.  414(e)(3)(B)(ii)),  and  (2)  satisfies  the  re- 
quirements relating  to  the  definition  of  a  life  insurance  contract 
(sec.  7702)  other  than  the  requirement  that  the  plan  or  arrange- 
ment be  a  life  insurance  contract  under  the  applicable  law. 

In  addition,  under  the  bill,  the  cost  of  such  a  life  insurance  con- 
tract is  eligible  for  the  exclusion  for  group-term  life  insurance  pro- 
vided the  requirements  of  section  79  are  otherwise  satisfied. 

The  bill  defines  the  term  "church"  to  mean  a  church  or  a  con- 
vention or  association  of  churches.  The  term  "employee"  has  the 
same  meaning  as  for  purposes  of  the  rules  relating  to  church  pen- 
sion plans  (sec.  414(e)(3)(B)). 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  Deficit  Reduction 
Act  of  1984. 


X.  Pensions;  Employee  Benefits;  ESOPs 

1.  Certain  welfare  benefit  funds  for  purposes  of  employment  taxes 

(sec.  10381(c)  of  the  bill  and  sec.  105(b)  of  the  Code) 

Present  Law 

Under  present  law,  an  employee's  gross  income  does  not  include 
payments  under  employer-provided  health  coverage  (though  the 
coverage  may  itself  be  taxable  in  whole  or  in  part  pursuant  to  sees. 
89  or  106(b))  (sec.  105(b)).  However,  this  exclusion  does  not  apply  to 
amounts  that  the  taxpayer  is,  or  could  become,  entitled  to  receive 
without  regard  to  whether  he  or  she  incurred  expenses  for  health 
care  during  the  period  of  health  coverage. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  clarify  the  treat- 
ment, for  employment  tax  and  other  purposes,  in  cases  in  which 
employees  have  a  choice  among  benefits  and  that  limited  relief  is 
necessary  with  respect  to  certain  welfare  benefit  funds. 

Explanation  of  Provision 

The  committee  affirms  the  present-law  rule  that  the  section 
105(b)  exclusion  does  not  apply  to  amounts  that  the  taxpayer  is,  or 
could  become,  entitled  to  receive  without  regard  to  whether  he  or 
she  incurred  health  care  expenses  during  the  period  of  health  cov- 
erage. Accordingly,  the  committee  expects  the  IRS  to  review  and 
revise  relevant  outstanding  revenue  rulings  (such  as  Rev.  Ruls.  65- 
275  and  78-392)  in  light  of  this  affirmation. 

Further,  the  bill  relieves  certain  trusts  of  any  liability  for  em- 
ployment taxes  for  periods  prior  to  January  2,  1987,  to  the  extent 
that  such  liability  is  attributable  to  the  payment  of  supplemental 
unemployment  benefits,  vacation  benefits,  and  health  expense  re- 
imbursements. 

Effective  Date 
This  provision  is  effective  on  the  date  of  enactment. 

2.  Exclusion  from  income  for  certain  transit  passes  (sec.  10381(e) 

of  the  bill  and  sec.  132  of  the  Code) 

Present  Law 

Under  present  law,  gross  income  does  not  include  any  property 
or  service  the  fair  market  value  of  which  is  so  small  that  account- 
ing for  it  is  unreasonable  or  administratively  impractical  (sec. 
132(e)).  Included  in  these  de  minimis  fringe  benefits  are  transit 
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passes  provided  at  discounts  not  exceeding  $15  a  month  ($180  a 
year). 

The  de  minimis  fringe  benefit  exclusion  for  transit  passes  in- 
cludes tokens,  vouchers,  and  reimbursements  to  cover  the  costs  of 
commuting  by  public  transit,  as  long  as  the  amount  of  such  reim- 
bursement, etc.,  provided  by  the  employer  does  not  exceed  $15  a 
month  ($180  a  year).  The  value  of  all  such  transit  benefits  (includ- 
ing any  discounts  on  passes)  furnished  to  the  same  individual  are 
aggregated  for  purposes  of  determining  whether  the  $15  limit  has 
been  exceeded. 

Reasons  for  Change 

The  committee  believes  that  the  first  $15  per  month  of  transit 
passes  provided  to  an  employee  should  not  be  included  in  income 
without  regard  to  the  de  minimis  fringe  benefit  rules. 

Explanation  of  Provision 

The  bill  provides  that  the  first  $15  of  transit  passes  provided  to 
an  employee  by  an  employer  is  excludable  from  the  employee's 
gross  income  without  regard  to  the  total  amount  of  transit  passes 
provided.  For  purposes  of  this  provision,  a  transit  pass  includes  any 
tokens,  vouchers,  and  reimbursements  provided  to  cover  the  costs 
of  commuting  by  public  transit.  The  committee  intends  that  the 
Secretary  may  require  such  substantiation  as  is  necessary  to  dem- 
onstrate that  reimbursements  are  being  provided  to  cover  the  costs 
of  commuting  by  public  transportation  and  that  transit  passes, 
tokens,  and  vouchers  are  being  used  for  public  transportation. 

The  committee  intends  that,  in  the  case  of  employer-provided 
van  pooling,  an  employee  would  not  be  required  to  include  in 
income  the  fair  market  value  of  a  ride  provided  the  employee  pays 
his  or  her  allocable  share  of  the  cost  of  the  van  pool  ride.  Further, 
a  driver  (who  does  not  pay  the  driver's  allocable  share  of  the  cost  of 
the  van  pool  ride)  would  not  be  required  to  include  in  income  the 
fair  market  value  of  a  ride. 

Effective  Date 

The  provision  is  effective  for  reimbursements  provided  in  months 
beginning  after  the  date  of  enactment. 

3.  Required  beginning  date  for  benefits  (sec.  10381(i)  of  the  bill 
and  sec.  401(a)(9)  of  the  Code) 

Present  Law 

Present  law  provides  (1)  a  uniform  commencement  date  for  bene- 
fits under  all  qualified  plans  (sec.  401(a)  and  403(a)),  individual  re- 
tirement arrangements  (IRAs),  tax-sheltered  annuities  and  custodi- 
al accounts  (sec.  403(b)),  and  eligible  deferred  compensation  plans  of 
State  and  local  governments  and  tax-exempt  employers  (sec.  457 
plans);  and  (2)  an  excise  tax  sanction  for  failure  to  satisfy  the  mini- 
mum distribution  rules  that  apply  in  lieu  of  plan  disqualification. 

Under  present  law,  distributions  under  all  qualified  plans,  IRAs, 
tax-sheltered  custodial  accounts  and  annuities,  and  eligible  de- 
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ferred  compensation  plans  of  State  and  local  governments  and  tax- 
exempt  employers  are  required  to  commence  no  later  than  April  1 
of  the  calendar  year  following  the  calendar  year  in  which  the  par- 
ticipant or  owner  attains  age  70  Vfe,  without  regard  to  the  actual 
date  of  separation  from  service. 

Reasons  for  Change 

The  committee  believes  that  the  rules  requiring  distributions 
under  a  qualified  plan  to  begin  at  age  IOV2  present  unique  prob- 
lems for  public  employers.  State  and  local  governments  often  have 
statutory  prohibitions  that  prevent  an  employee  from  receiving 
both  salary  and  retirement  income  from  the  employer  at  the  same 
time  (so-called  "double  dipping"  laws). 

In  addition,  often  there  is  a  public  perception  problem  in  the 
case  of  a  State  or  local  employer  if  an  employee  is  receiving  both 
salary  and  retirement  income  at  the  same  time.  This  perception 
problem  is  particularly  acute  with  respect  to  elected  officials. 

Accordingly,  the  committee  concludes  that  there  are  compelling 
reasons  to  waive  the  age  70  V2  required  beginning  date  in  the  case 
of  public  employers  that  do  not  exist  for  other  employers. 

Explanation  of  Provision 

The  bill  provides  that,  in  the  case  of  a  governmental  plan,  the 
required  beginning  date  is  the  later  of  (1)  the  required  beginning 
date  under  the  normal  rule  or  (2)  April  1  of  the  calendar  year  fol- 
lowing the  calendar  year  in  which  the  employee  retires. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  Tax  Reform  Act  of 
1986. 

4.  Eligible  deferred  compensation  plans  (sec.  10381(j)  of  the  bill 
and  sec.  457  of  the  Code) 

Present  Law 

Under  present  law,  unfunded  deferred  compensation  that  is  pro- 
vided by  a  State  or  local  government  or  by  a  nongovernmental  tax- 
exempt  organization  is  subject  to  certain  special  rules  (sec.  457). 
Under  these  special  rules,  the  treatment  of  unfunded  deferred  com- 
pensation depends  on  whether  the  deferred  compensation  is  provid- 
ed under  an  eligible  deferred  compensation  plan.  To  qualify  as  an 
eligible  deferred  compensation  plan,  a  plan  is  required  to  satisfy 
certain  requirements  with  respect  to,  for  example,  the  maximum 
amount  of  deferrals  that  may  be  made  by  any  participant  in  any 
year. 

Unfunded  deferred  compensation  provided  under  an  eligible  de- 
ferred compensation  plan  is  includible  in  the  income  of  the  individ- 
ual performing  services  (or  his  or  her  beneficiary)  in  the  year  in 
which  it  is  paid  or  made  available.  On  the  other  hand,  with  respect 
to  any  State  or  local  government  or  nongovernmental  tax-exempt 
organization,  any  unfunded  deferred  compensation  not  provided 
under  an  eligible  deferred  compensation  plan  is  includible  in 
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income  when  and  to  the  extent  that  it  is  not  subject  to  a  substan- 
tial risk  of  forfeiture. 

Reasons  for  Change 

The  committee  does  not  believe  that  it  is  appropriate  to  include 
in  any  taxpayer's  income  any  unfunded  deferred  compensation  if 
such  compensation  has  not  been  received  by  the  taxpayer  and  if 
the  taxpayer  has  never  chosen  to  defer  the  receipt  of  that  compen- 
sation. 

Explanation  of  Provision 

The  bill  exempts  nonelective  unfunded  deferred  compensation 
from  the  scope  of  section  457.  Thus,  nonelective  unfunded  deferred 
compensation  is  disregarded  in  determining  whether  a  plan  is  an 
eligible  deferred  compensation  plan.  Nonelective  unfunded  deferred 
compensation  also  is  not  subject  to  the  rule,  applicable  to  State  and 
local  governments  and  nongovernmental  tax-exempt  organizations, 
that  includes  in  income  unfunded  deferred  compensation  when  it  is 
not  subject  to  a  substantial  risk  of  forfeiture,  if  such  unfunded  de- 
ferred compensation  is  not  provided  under  an  eligible  deferred 
compensation  plan.  Instead,  nonelective  unfunded  deferred  com- 
pensation is  treated  for  tax  purposes  under  the  general  principles 
of  constructive  receipt  and  economic  benefit. 

For  purposes  of  this  provision,  the  committee  intends  that,  to  the 
extent  they  constitute  unfunded  deferred  compensation,  bona  fide 
vacation  pay,  sick  pay,  compensatory  time,  or  severance  pay  plans 
are  to  be  considered  nonelective  unfunded  deferred  compensation 
even  if,  under  the  circumstances,  they  otherwise  might  be  consid- 
ered elective  unfunded  deferred  compensation.  The  Secretary  is  to 
prescribe  rules  limiting  this  treatment  with  respect  to  plans  that 
otherwise  would  be  considered  elective  arrangements.  For  example, 
the  Secretary  might  provide  that  the  aggregate  deferrals  with  re- 
spect to  an  individual  under  all  such  plans  in  any  year  may  not 
exceed  the  lesser  of  (1)  2  months  of  current  compensation,  or  (2)  12 
months  of  current  compensation  when  combined  with  all  amounts 
that  were  previously  deferred  under  all  such  plans,  but  have  not 
yet  been  paid. 

The  Secretary  is  to  provide  a  definition  of  nonelective  deferred 
compensation. 

Effective  Date 

This  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1978. 

5.  Adjustments  to  limitations  on  contributions  and  benefits  under 
qualified  plans  (sec.  10381(k)  of  the  bill  and  sec.  415  of  the 
Code) 

Present  Law 

In  general 

Present  law  (sec.  415)  provides  overall  limits  on  contributions 
and  benefits  under  qualified  pension,  profit-sharing,  and  stock 
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bonus  plans,  qualified  annuity  plans,  tax-sheltered  annuities,  and 
simplified  employee  pensions  (SEPs).  The  overall  limits  apply  to  all 
such  contributions  and  benefits  provided  to  an  individual  by  any 
private  or  public  employer  or  by  certain  related  employers. 

Under  a  defined  contribution  plan,  the  qualification  rules  limit 
the  annual  additions  with  respect  to  each  plan  participant  to  the 
lesser  of  (1)  25  percent  of  compensation  or  (2)  $30,000  (sec.  415(c)). 
Increased  limits  (catch-up  limits)  are  provided  for  certain  employ- 
ees who  participate  in  tax-sheltered  annuity  programs  maintained 
by  specified  employers. 

Under  present  law,  the  limit  on  the  annual  benefit  provided  by  a 
defined  benefit  pension  plan  is  generally  the  lesser  of  (1)  100  per- 
cent of  average  compensation  or  (2)  $90,000. 

Beginning  in  1988,  the  $90,000  is  scheduled  to  be  adjusted  for 
post-1986  cost-of-living  increases.  The  $30,000  limit  on  annual  addi- 
tions to  a  defined  contribution  plan  is  scheduled  to  be  adjusted 
when  the  dollar  limit  on  annual  benefits  reaches  $120,000. 

Early  retirement  benefits 

Under  present  law,  the  dollar  limit  on  the  annual  benefit  that 
may  be  provided  by  a  qualified  defined  benefit  pension  plan 
($90,000  for  1987)  is  reduced  if  benefits  commence  before  the  social 
security  requirement  age.  The  social  security  retirement  age  is  the 
age  taken  into  account  under  the  Social  Security  Act  for  similar 
purposes. 

The  provision  does  not  reduce  the  100-percent  of  compensation 
limit  applicable  to  annual  benefits  under  a  defined  benefit  pension 
plan.  The  reductions  provided  for  benefits  commencing  between 
age  62  and  the  social  security  retirement  age  are  designed  to  be 
consistent  with  the  reductions  provided  by  the  Social  Security  Act 
for  benefits  commencing  during  that  period. 

For  benefits  commencing  prior  to  age  62,  the  limit  on  the  annual 
benefit  is  reduced  to  the  actuarial  equivalent  of  the  limit  applica- 
ble at  age  62.  The  actuarial  reduction  is  computed  using  an  as- 
sumed interest  rate  that  is  not  less  than  the  greater  of  5  percent  or 
the  rate  specified  in  the  plan  for  purposes  of  determining  early  re- 
tirement benefits. 

Special  rules 

Present  law  provides  special  rules  applicable  to  a  governmental 
plan  (sec.  414(d))  and  to  a  plan  maintained  by  a  nongovernmental 
organization  that  is  exempt  from  income. 

Under  these  plans,  the  actuarial  reduction  of  the  limit  on  annual 
benefits  for  early  retirement  does  not  reduce  the  limit  below  (1) 
$90,000  for  benefits  commencing  on  or  after  the  participant  has  at- 
tained age  62,  (2)  $75,000  for  benefits  commencing  on  or  after  the 
participant  has  attained  age  55,  or  (3)  the  actuarial  equivalent  of 
$75,000  commencing  at  age  55  for  benefits  commencing  before  age 
55. 

In  addition,  present  law  provides  a  special  floor  on  the  annual 
limit  on  benefits  with  respect  to  certain  police  and  firefighters.  In 
the  case  of  a  qualified  participant,  the  special  rules  for  governmen- 
tal plans  apply  and,  in  addition,  the  reduction  provided  for  benefits 
payable  before  age  62  under  prior  law  is  not  to  reduce  the  dollar 
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limit  on  annual  benefits  below  $50,000  at  any  age.  Present  law  pro- 
vides that  the  $50,000  limit  is  to  be  adjusted  for  inflation  at  the 
same  time  and  in  the  same  manner  provided  for  the  adjustment  of 
the  general  limit  on  annual  benefits  under  a  defined  benefit  pen- 
sion plan  (sec.  415(d)). 

A  qualified  participant  is  a  participant  in  a  defined  benefit  pen- 
sion plan  maintained  by  a  State  or  political  subdivision  of  a  State  if 
the  period  of  service  taken  into  account  in  determining  the  partici- 
pant's benefit  under  the  plan  includes  at  least  20  years  of  the  par- 
ticipant's service  as  (1)  a  full-time  employee  of  any  police  depart- 
ment or  fire  department  that  is  organized  and  operated  by  the 
State  or  political  subdivision  of  a  State  maintaining  the  plan  to 
provide  police  protection,  firefighting  services,  or  emergency  medi- 
cal services  for  any  area  within  the  jurisdiction  of  that  State  or 
subdivision,  or  (2)  a  member  of  the  Armed  Forces  of  the  United 
States. 

Pre-1986  limits 

Prior  to  1982,  the  dollar  limits  on  contributions  and  benefits 
were  $45,475  and  $136,500,  respectively.  The  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1982  lowered  these  limits  to  $30,000  and 
$90,000. 

Reasons  for  Change 

The  committee  is  aware  that,  in  several  States,  the  courts  have 
held  that  the  benefit  formula  of  a  State  or  local  government  plan 
may  not  be  amended  in  any  way  that  would  reduce  the  ultimate 
benefit  that  the  participant  would  receive  under  the  formula  in 
effect  when  the  participant  first  became  covered  by  the  plan.  Be- 
cause these  court  decisions  are  based  on  the  constitutional  prohibi- 
tion against  impairment  of  contracts,  contained  in  both  the  Federal 
and  State  constitutions,  the  rulings  cannot  be  overturned  merely 
by  amending  State  laws  or  even  State  constitutions. 

The  committee  believes  that  governmental  plans  should  comply 
with  the  limits  on  contributions  and  benefits  applicable  to  qualified 
plans  in  the  same  manner  as  plans  maintained  by  private  employ- 
ers. However,  the  committee  is  aware  that,  at  least  with  respect  to 
employees  already  covered  under  plans  maintained  by  a  State  or 
local  government,  a  State  or  local  government  may  be  forced  to  vio- 
late the  limits  in  order  to  satisfy  constitutional  prohibitions  on  im- 
pairment of  contract. 

Therefore,  the  committee  finds  it  appropriate  to  provide  tempo- 
rary relief  from  the  limits  on  contributions  and  benefits  applicable 
to  qualified  plans  in  the  case  of  certain  plans  maintained  by  a 
State  or  local  government. 

Explanation  of  Provision 

Under  the  bill,  a  special  rule  is  provided  for  State  and  local  gov- 
ernment plans.  Under  this  special  rule,  in  the  case  of  a  plan  main- 
tained for  its  employees  by  any  State  or  political  subdivision,  or 
any  agency  or  instrumentality  of  a  State  or  political  subdivision, 
the  limitation  on  benefits  under  a  defined  benefit  pension  plan 
with  respect  to  a  qualified  participant  will  be  the  greater  of  (1)  the 
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limitation  normally  applicable  to  benefits  under  a  defined  benefit 
pension  plan  or  (2)  the  accrued  benefit  of  the  participant  under  the 
plan  determined  without  regard  to  any  benefit  increases  pursuant 
to  a  plan  amendment  adopted  after  October  14,  1987. 

The  bill  defines  a  qualified  participant  as  a  participant  who  first 
became  a  participant  in  the  plan  maintained  by  the  employer 
before  January  1,  1989.  The  committee  intends  that  a  former  par- 
ticipant who  returns  to  employment  after  December  31,  1988,  will 
be  treated  as  a  qualified  participant  if  the  participant  is  entitled  to 
credit  for  such  prior  service  under  the  rules  of  section  411(a). 

Under  the  bill,  the  special  rule  for  State  and  local  governments 
does  not  apply  unless  the  employer  maintaining  the  plan  elects,  at 
such  time  and  in  such  manner  as  the  Secretary  may  prescribe,  to 
follow  the  rules  of  section  415  without  regard  to  the  special  actuar- 
ial reductions  applicable  to  public  plans,  but  with  regard  to  the 
special  rules  for  police  and  firefighters.  Accordingly,  under  the  bill, 
a  public  employer  is  required  to  elect  before  the  close  of  the  first 
plan  year  beginning  after  December  31,  1988,  to  apply  the  rules  of 
section  415  applicable  to  all  employers  in  order  for  the  special  rule 
to  apply. 

An  employer  is  not  required  to  make  an  election  prior  to  the 
close  of  the  first  plan  year  beginning  after  December  31,  1988. 
However,  if  the  employer  makes  an  election  for  an  earlier  year,  the 
election  must  be  made  before  the  close  of  the  plan  year  for  which 
the  election  is  effective.  The  effect  of  such  an  earlier  election  is  to 
ensure  that  any  employees  who  first  become  participants  for  the 
plan  year  for  which  the  election  is  made  will  be  subject  to  the  gen- 
eral rules  of  section  415  applicable  to  all  employers  and  not  the 
special  rules  for  governmental  plans  (other  than  the  special  rules 
for  police  and  firefighters). 

Effective  Date 

The  provision  is  effective  with  respect  to  years  beginning  after 
December  31,  1982.  The  election  for  general  application  of  the  sec- 
tion 415  limits  is  required  to  be  made  by  the  close  of  the  first  plan 
year  beginning  after  December  31,  1988. 

6.  Section  401(k)  plans  for  tax-exempt  organizations  (sec.  10381(1) 
of  the  bill  and  sec.  401(k)  of  the  Code) 

Present  Law 

Under  present  law,  in  general,  State  and  local  governments  and 
other  tax-exempt  organizations  may  not  maintain  qualified  cash  or 
deferred  arrangements.  With  respect  to  tax-exempt  organizations, 
this  rule  does  not  apply  to  any  cash  or  deferred  arrangement 
adopted  before  July  2,  1986. 

Generally,  a  tax-sheltered  annuity  contract  (sec.  403(b))  may  be 
maintained  by  (1)  any  employer  described  in  section  501(c)(3)  that  is 
exempt  from  tax  under  section  501(a),  or  (2)  any  State  or  local  gov- 
ernment with  respect  to  employees  of  an  educational  organization 
of  such  State  or  local  government.  Tax-sheltered  annuity  contracts 
provide  employees  with  the  ability  to  make  tax-favored  elective  de- 
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ferrals  in  a  manner  similar  to  qualified  cash  or  deferred  arrange- 
ments. 

Reason  for  Change 

The  committee  believes  that  tax-exempt  organizations  should  be 
entitled  to  maintain  broad-based,  tax-favored  retirement  programs 
that  allow  elective  deferrals.  While  State  or  local  governments  may 
maintain  broad-based  section  457  plans  (which  allow  elective  defer- 
rals), the  Employee  Retirement  Income  Security  Act  of  1974  pre- 
cludes nongovernmental  tax-exempt  organizations  from  maintain- 
ing broad-based  section  457  plans. 

Explanation  of  Provision 

Under  the  bill,  tax-exempt  organizations  (other  than  State  or 
local  governments)  that  may  not  maintain  tax-sheltered  annuities 
may  maintain  qualified  cash  or  deferred  arrangements  (sec.  401(k)). 
Thus,  for  example,  a  rural  telephone  cooperative  may  maintain  a 
qualified  cash  or  deferred  arrangement. 

In  addition,  the  prohibition  on  tax-exempt  organizations  (other 
than  State  or  local  governments)  maintaining  qualified  cash  or  de- 
ferred arrangements  is  not  to  apply  to  any  multiemployer  plan 
that  contains  a  cash  or  deferred  arrangement  adopted  before  July 
2,  1986. 

Effective  Date 

This  provision  applies  to  years  beginning  after  December  31, 
1986. 

7.  Application  of  minimum  participation  rule  to  public  plans  (sec. 
10381(m)  of  the  bill  and  sec.  401(a)(26)  of  the  Code) 

Present  Law 

Under  present  law,  a  plan  is  not  a  qualified  plan  unless  it  bene- 
fits no  fewer  than  the  lesser  of  (a)  50  employees  of  the  employer  or 
(b)  40  percent  of  all  employees  of  the  employer.  The  requirement 
may  not  be  satisfied  by  aggregating  comparable  plans.  Also,  the  re- 
quirement applies  on  an  employer-wide  basis  and  may  not  be  ap- 
plied on  a  line  of  business  or  operating  unit  basis.  Except  to  the 
extent  provided  in  regulations,  a  plan  will  not  satisfy  the  minimum 
participation  rule  for  a  year  unless  it  satisfies  the  rule  on  each  day 
of  the  year. 

Reasons  for  Change 

The  committee  believes  that  the  minimum  participation  rule 
should  not  apply  to  current  participants  in  plans  maintained  by  a 
public  employer.  The  committee  understands  that  many  employees 
of  public  employers  may  have  made  elections  under  State  or  local 
law  to  participate  in  plans  that  do  not  satisfy  the  minimum  partici- 
pation rule. 
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Explanation  of  Provision 

The  bill  provides  that  the  minimum  participation  rule  does  not 
apply  to  any  governmental  plan  (within  the  meaning  of  sec.  414(d)) 
with  respect  to  employees  who  were  participants  in  the  plan  on  Oc- 
tober 14,  1987. 

Effective  Date 
The  provision  is  effective  upon  enactment. 

8.  Deadline  for  master  and  prototype  plan  compliance  with  re- 

quirements of  the  Tax  Equity  and  Fiscal  Responbility  Act  of 
1982  (sec.  10381(n)  of  the  bill) 

Present  Law 

The  time  for  complying  with  the  requirements  of  the  pension 
provisions  in  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 
was  December  31,  1984,  in  the  case  of  master  and  prototype  plans 
and  June  30,  1986,  in  the  case  of  all  other  plans. 

Reasons  for  Change 

The  committee  believes  that  the  time  for  complying  with  the  re- 
quirements of  TEFRA  should  be  the  same  without  regard  to  wheth- 
er a  plan  is  a  master  or  prototype  plan. 

Explanation  of  Provision 

The  bill  provides  that  a  master  or  prototype  plan  is  treated  as 
meeting  the  deadline  for  satisfying  the  requirements  of  TEFRA  if 
plan  amendments  were  adopted  before  July  1,  1986. 

Effective  Date 
The  provision  is  effective  upon  enactment. 

9.  No-additional-cost  services  (air  cargo)  (sec.  10381(o)(l)  of  the 

bill  and  sec.  132  of  the  Code) 

Present  Law 

Under  present  law,  a  no-additional-cost  service  provided  to  an 
employee  is  not  included  in  the  employee's  gross  income  (sec.  132). 
A  no-additional-cost  service  is  any  service  provided  by  an  employer 
to  an  employee  for  use  by  such  employee  if — 

(1)  such  service  is  offered  for  sale  to  customers  in  the  ordinary 
course  of  the  line  of  business  of  the  employer  in  which  the  employ- 
ee is  performing  services;  and 

(2)  the  employer  incurs  no  substantial  additional  cost  (including 
foregone  revenue)  in  providing  such  service  to  the  employee  (deter- 
mined without  regard  to  any  amount  paid  by  the  employee  for 
such  service)  (sec.  132(b)). 
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Reasons  for  Change 

The  committee  believes  that  air  cargo  businesses  should  be  able 
to  provide  air  travel  to  their  employees  as  a  no-additional-cost  serv- 
ice. 

Explanation  of  Provision 

Under  the  bill,  the  transportation  of  cargo  by  air  and  the  trans- 
portation of  passengers  by  air  are  treated  as  the  same  service  for 
purposes  of  section  132(b).  Thus,  an  employee  performing  services 
in  the  air  cargo  line  of  business  may  receive  air  travel  as  a  no-addi- 
tional-cost service. 

Effective  Date 

This  provision  is  effective  January  1,  1985. 

10.  Qualified  affiliates  (joint  ventures)  (sec.  10381(o)(2)  of  the  bill 
and  sec.  132  of  the  Code) 

Present  Law 

Under  present  law,  certain  fringe  benefits  provided  by  an  em- 
ployer are  excluded  from  the  recipient  employee's  gross  income  for 
Federal  income  tax  purposes,  and  from  the  wage  base  (and,  if  appli- 
cable, the  benefit  base)  for  purposes  of  income  tax  withholding  and 
FICA,  FUTA,  and  RRTA  taxes,  if  specified  requirements  are  satis- 
fied. Any  fringe  benefit  that  does  not  qualify  for  exclusion  under 
the  Act  and  that  is  not  excluded  under  another  specific  statutory 
provision  of  the  Code  is  includible  in  the  recipient's  gross  income 
under  Code  sections  61  and  83,  and  is  includible  in  wages  for  with- 
holding and  other  employment  tax  purposes,  at  the  excess  of  its 
fair  market  value  over  any  amount  paid  by  the  recipient  for  the 
benefit. 

The  excluded  fringe  benefits  are  those  benefits  that  qualify 
under  one  of  the  following  5  categories:  a  no-additional-cost  service; 
(2)  a  qualified  employee  discount;  (3)  a  working  condition  fringe;  (4) 
a  de  minimis  fringe;  and  (5)  a  qualified  tuition  reduction. 

The  entire  fair  market  value  of  any  no-additional-cost  service 
provided  by  an  employer  to  an  employee  for  the  use  of  the  employ- 
ee or  for  use  of  the  employee's  spouse  or  dependent  children,  is  ex- 
cluded for  income  and  employment  tax  purposes.  The  exclusion  ap- 
plies whether  the  no-additional-cost  service  is  provided  directly  for 
no  charge  or  at  a  reduced  price,  or  whether  the  benefit  is  provided 
through  a  cash  rebate  of  all  or  part  of  any  amount  paid  for  the 
service.  Generally,  situations  in  which  employers  incur  no  addition- 
al cost  in  providing  services  to  employees  are  those  in  which  the 
employees  receive,  at  no  substantial  additional  cost  to  the  employ- 
er, the  benefit  of  excess  capacity  which  otherwise  would  have  re- 
mained unused  because  nonemployee  customers  would  not  have 
purchased  it.  Thus,  employers  that  furnish  airline,  railroad,  or 
subway  seats  or  hotel  rooms  to  employees  working  in  those  respec- 
tive lines  of  business  in  such  a  way  that  nonemployee  customers 
are  not  displaced  incur  no  substantial  additional  cost  in  providing 
these  services  to  employees. 
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To  be  excluded  under  this  category,  a  service  must  be  the  same 
type  of  service  which  is  sold  to  the  public  (i.e.,  nonemployee  cus- 
tomers) in  the  ordinary  course  of  the  line  of  business  of  the  employ- 
er in  which  the  employee  is  performing  services. 

Under  a  special  rule  of  present  law,  if  a  qualified  affiliate  is  a 
member  of  an  affiliated  group  another  member  of  which  operates 
an  airline  and  if  employees  of  the  qualified  affiliate  who  are  direct- 
ly engaged  in  providing  airline-related  service  are  entitled  to  no-ad- 
ditional-cost service  with  respect  to  the  air  transportation  provided 
by  such  other  member,  then  the  qualified  affiliate  is  treated  as  en- 
gaged in  the  same  line  of  business  as  the  affiliate  operating  the  air- 
line. Therefore,  under  this  special  rule,  the  employees  of  the  quali- 
fied affiliate  are  entitled  to  the  no-additional-cost  service  exclusion 
with  respect  to  travel  on  the  affiliate  airline. 

For  purposes  of  the  special  rule,  a  qualified  affiliate  is  any  corpo- 
ration that  is  predominantly  engaged  in  airline-related  services 
(i.e.,  catering,  baggage  handling,  ticketing  and  reservations,  flight 
planning  and  weather  analysis,  and  restaurants  and  gift  shops  lo- 
cated at  an  airport).  Further,  in  order  to  qualify  for  this  special 
rule,  a  qualified  affiliate  must  be  a  corporation  that  is  at  least  80 
percent  owned  by  another  corporation  or  related  corporations. 

Reasons  for  Change 

The  committee  believes  that  present  law  treats  certain  employ- 
ees more  favorably  than  others  for  purposes  of  the  exclusion  for  no- 
additional-cost  services.  If  an  employee  works  for  a  partnership 
that  is  wholly  owned  by  two  airlines,  the  employee  is  not  entitled 
to  an  exclusion  for  the  fair  market  value  of  flights  that  the  employ- 
ee is  permitted  to  take  on  the  airlines  of  the  partners  of  the  part- 
nership. Thus,  although  the  employee  performs  exactly  the  same 
services  as  those  performed  by  an  employee  of  a  wholly  owned  sub- 
sidiary of  an  airline  and  the  employee's  employer  is  wholly  owned 
by  airlines,  the  employee  is  not  entitled  to  the  same  fringe  benefit 
exclusion. 

Explanation  of  Provision 

The  bill  provides  that  a  person  is  treated  as  a  qualified  affiliate  if 
the  person  is  an  entity  that  is  wholly  owned  by  a  group  of  affiliated 
groups  as  long  as  each  affiliated  group  has  a  member  that  operates 
an  airline.  Thus,  if  a  partnership  is  owned  by  two  or  more  affili- 
ated groups,  each  of  which  has  a  member  that  operates  an  airline, 
the  partnership  is  treated  as  a  qualified  affiliate  for  purposes  of  the 
exclusion  for  no-additional-cost  services. 

In  addition,  the  bill  provides  that  a  person  treated  as  a  qualified 
affiliate  under  this  rule  is  treated  as  a  member  of  each  affiliated 
group  that  an  ownership  interest  in  the  person. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  provisions  of  the 
Consolidated  Omnibus  Budget  Reconciliation  Act  of  1986  to  which 
the  provision  relates. 
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11.  Changes  relating  to  employee  stock  ownership  plans  (sec. 
10382  of  the  bill) 

a.  Partial  exclusion  of  interest  earned  on  ESOP  loans  (sec. 

10382(a)  of  the  bill,  sec.  lllB(h)  of  the  Technical  Corrections 
Act  of  1987,  and  sec.  133  of  the  Code) 

Present  Law 

Under  present  law,  certain  lenders  may  exclude  from  gross 
income  50  percent  of  the  interest  received  with  respect  to  a  securi- 
ties acquisition  loan  (sec.  133).  A  securities  acquisition  loan  does 
not  include  any  loan  between  corporations  that  are  members  of  the 
same  controlled  group  of  corporations.  Certain  refinancings  of  secu- 
rities acquisition  loans  also  qualify  for  the  partial  exclusion. 

Reasons  for  Change 

The  committee  believes  that  it  is  appropriate  to  provide  the  in- 
terest exclusion  with  respect  to  a  loan  that  is  refinancing  a  loan 
that  would  be  a  securities  acquisition  loan  but  for  the  fact  that  the 
loan  is  between  related  parties. 

Explanation  of  Provision 

The  bill  provides  that  the  partial  exclusion  is  available  with  re- 
spect to  a  refinanced  loan  that  would  qualify  for  the  exclusion  but 
for  the  fact  that  the  loan  it  is  refinancing  is  a  loan  between  corpo- 
rations that  are  members  of  the  same  controlled  group  of  corpora- 
tions. 

Effective  Date 
The  provision  is  effective  as  if  included  in  the  1986  Act. 

b.  Voting  rights  (sec.  10382(b)  of  the  bill  and  sec.  409  of  the  Code) 

Present  Law 

Under  present  law,  an  employee  stock  ownership  plan  (ESOP),  a 
tax-credit  ESOP,  and  certain  other  defined  contribution  plans  are 
required  to  meet  certain  voting  rights  requirements  with  respect  to 
employer  securities  held  by  the  plan.  These  requirements  require 
that  the  voting  rights  with  respect  to  certain  issues  be  passed 
through  to  plan  participants.  The  1986  Act  provides  that  the  voting 
requirements  are  satisfied  if  the  plan  permits  each  participant  one 
vote  with  respect  to  the  issue  in  question  and  the  trustee  votes  the 
shares  held  by  the  plan  in  the  proportion  determined  by  the  votes 
cast  by  the  participants  (sec.  409(e)). 

Reasons  for  Change 

The  one-person-one- vote  provision  in  the  1986  Act  was  not  in- 
tended to  replace  the  otherwise  applicable  voting  requirements,  but 
was  intended  as  an  additional  means  by  which  certain  of  the  re- 
quirements could  be  satisfied. 
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Explanation  of  Provision 

The  bill  clarifies  the  committee's  intent  that  the  one-person-one- 
vote  provision  is  permissive;  that  is,  the  plan  may,  but  is  not  re- 
quired to,  satisfy  the  voting  rights  requirements  in  accordance  with 
the  provision. 

c.  Right  to  demand  employer  securities;  put  option  (sec.  10382(c) 

of  the  bill  and  sec.  409(h)  of  the  Code) 

Present  Law 

Under  present  law,  an  ESOP  is  generally  required  to  provide 
that  plan  participants  have  the  right  to  receive  their  benefits  in 
the  form  of  employer  stock.  This  requirement  does  not  apply  in  the 
case  of  an  employer  whose  charter  or  by  laws  restrict  the  owner- 
ship of  substantially  all  outstanding  employer  securities  to  employ- 
ees of  a  trust  described  in  section  401(a),  if  the  plan  provides  that 
participants  have  the  right  to  receive  distributions  in  cash  (sec. 
409(h)(2)). 

Under  the  Act,  a  plan  of  an  employer  described  in  the  preceding 
paragraph  may  distribute  stock  to  participants,  subject  to  a  re- 
quirement that  the  stock  may  be  resold  to  the  employer. 

Reasons  for  Change 

The  provision  in  the  1986  Act  was  intended  to  permit  an  ESOP 
maintained  by  an  employer  that  intends  to  remain  substantially 
owned  by  a  qualified  trust  or  employees  to  require  a  participant  to 
sell  the  stock  back  to  the  ESOP  sponsor. 

Explanation  of  Provision 

The  provision  permits  a  plan  sponsored  by  an  employer  whose 
by-laws  or  charter  restrict  the  ownership  of  substantially  all  out- 
standing employer  securities  to  employees  or  a  trust  described  in 
section  401(a)  to  distribute  employer  securities  subject  to  a  require- 
ment that  the  securities  are  to  be  resold  to  the  employer.  Of 
course,  as  under  the  1986  Act,  the  distribution  and  put  option  re- 
quirements generally  applicable  to  ESOPs  will  apply. 

Effective  Date 
The  provision  is  effective  as  if  included  in  the  1986  Act. 

d.  Excise  tax  on  reversion  of  qualified  plan  assets  to  employer 

(sec.  10382(d)  of  the  bill  and  sec.  4980  of  the  Code) 

Present  Law 

Under  present  law,  employer  reversions  are  generally  includible 
in  gross  income  and  subject  to  a  10  percent  excise  tax  (sec.  4980). 
However,  if  certain  requirements  are  satisfied,  there  is  an  excep- 
tion to  the  income  inclusion  and  the  excise  tax  to  the  extent  the 
reversion  is  transferred  to  an  ESOP. 

One  of  the  requirements  for  the  exception  is  that  the  shares  ac- 
quired with  the  amount  transferred  must  remain  in  the  plan  until 
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distributed  to  plan  participants  in  accordance  with  the  provisions 
of  the  plan. 

Reasons  for  Change 

While  generally  requiring  that  reversions  transferred  to  an 
ESOP  remain  in  employer  securities,  it  may  be  appropriate  to  pro- 
vide exceptions  to  this  requirement  in  some  cases. 

Explanation  of  Provison 

The  provision  provides  that  the  Secretary  may  provide  excep- 
tions to  the  requirement  that  shares  acquired  with  the  amount 
transferred  must  remain  in  the  plan  until  distributed  to  plan  par- 
ticipants in  accordance  with  the  provisions  of  the  plan.  It  is  intend- 
ed that  any  such  exceptions  will  not  be  inconsistent  with  the  gener- 
al rule  that  the  shares  must  remain  in  the  plan.  For  example,  it 
may  be  appropriate  to  provide  that  amounts  may  be  held  in  cash 
temporarily  following  a  merger  or  acquisition. 

Effective  Date 

The  provision  is  effective  as  if  included  in  the  1986  Act. 

e.  Additional  income  tax  on  early  distributions  (sec.  10382(e)  of 
the  bill  and  sec.  72(t)  of  the  Code) 

Present  Law 

Under  the  1986  Act,  early  distributions  from  a  qualified  retire- 
ment plan  are  generally  subject  to  an  additional  10-percent  income 
tax  (sec.  72(t)).  The  Act  provides  an  exception  to  this  requirement 
with  respect  to  certain  distributions  from  an  ESOP.  In  order  for 
the  exception  to  apply,  the  stock  must  have  been  subject  to  certain 
requirements  at  all  times  within  a  specified  period. 

Reasons  for  Change 

It  may  be  appropriate  in  certain  cases  to  provide  exceptions  to 
the  requirement  that  the  stock  be  subject  to  certain  requirements 
at  all  times  during  the  specified  period. 

Explanation  of  Provision 

The  bill  provides  that  the  Secretary  may  provide  exceptions  to 
the  requirement  that,  in  order  for  the  exception  to  the  additional 
tax  to  apply,  the  stock  must  be  subject  to  certain  requirements  at 
all  times  during  the  applicable  period.  It  is  intended  that  any  such 
exceptions  will  not  be  inconsistent  with  the  general  rule.  For  exam- 
ple, it  may  be  appropriate  to  provide  that  amounts  may  be  held  in 
cash  temporarily  following  a  merger  or  acquisition.  On  the  other 
hand,  it  is  not  intended  that  the  exception  to  the  additional  tax  be 
available  merely  because  plan  assets  are  invested  in  employer  secu- 
rities. 

Effective  Date 
The  provision  is  effective  as  if  included  in  the  1986  Act. 
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12.  Sanction  for  violation  of  the  health  care  continuation  rules 
(sec.  10383  of  the  bill,  sees.  106  and  162  of  the  Code,  and  new 
sec.  4980B  of  the  Code) 

Present  Law 

Under  present  law,  certain  group  health  plans  are  required  to 
satisfy  the  health  care  continuation  rules  of  section  162(k).  In  gen- 
eral, pursuant  to  these  rules,  an  employer  (or  successor  employer) 
is  required  to  provide  qualified  beneficiaries  with  the  opportunity 
to  participate  for  a  specified  period  in  the  employer's  health  plan 
despite  the  occurrence  of  a  qualifying  event  that  otherwise  would 
have  terminated  such  participation.  In  general,  qualified  benefici- 
aries are  defined  to  include  certain  covered  employees  and  certain 
family  members  of  covered  employees. 

If  a  plan  subject  to  the  section  162(k)  rules  fails  to  satisfy  the 
rules,  all  deductions  for  expenses  paid  or  incurred  for  group  health 
plans  by  the  employer  maintaining  such  plan  are  disallowed  under 
section  162(i)  for  the  year  of  failure  and  all  subsequent  years  up  to 
and  including  the  year  of  correction.  In  addition,  the  exclusion 
from  income  under  section  106  for  employer-provided  health  cover- 
age does  not  apply  to  such  employer's  highly  compensated  employ- 
ees for  such  time. 

Reasons  for  Change 

The  committee  believes  that  the  sanction  for  failure  to  satisfy 
the  health  care  continuation  rules  is  too  harsh  in  certain  circum- 
stances. The  sanction  should  be  tailored  so  that  it  takes  into  ac- 
count the  period  of  the  violation,  the  employer's  (or  other  responsi- 
ble party's)  knowledge  of  the  violation,  and  the  number  of  qualified 
beneficiaries  affected.  Also,  the  sanction  should  be  extended  to 
apply  to  persons  other  than  the  employer  if  such  other  persons  are 
responsible  for  the  violation. 

The  committee  also  believes  that  it  is  important  to  ensure  that 
employers  have  incentives  to  monitor  their  own  compliance  with 
the  health  care  continuation  rules  and  to  retroactively  correct  any 
violation  thereof. 

Explanation  of  Provision 

In  general 

Under  the  bill,  a  failure  to  satisfy  the  health  care  continuation 
care  rules  will  not  affect  an  employer's  deduction  for  group  health 
plan  expenses  or  the  exclusion  from  income  of  health  coverage  pro- 
vided by  such  employer  to  its  highly  compensated  employees.  These 
sanctions  are  replaced  by  an  excise  tax. 

Amount  of  the  excise  tax 

The  amount  of  the  excise  tax  for  any  failure  to  satisfy  the  health 
care  continuation  rules  with  respect  to  a  qualified  beneficiary  is 
the  sum  of  (a)  $100  per  day  during  the  noncompliance  period  with 
respect  to  such  failure,  plus  (b)  if  the  noncompliance  period  ends  at 
a  time  when  it  is  no  longer  possible  to  correct  the  failure,  the  cost 
of  correction. 


1569 


Noncompliance  period 

In  general. — The  noncompliance  period  generally  begins  on  the 
date  the  failure  first  occurs  and  ends  on  the  date  the  failure  is  cor- 
rected. However,  a  special  rule  applies  to  cases  in  which  it  becomes 
impossible  to  correct  the  failure,  such  as  in  an  instance  in  which, 
despite  all  reasonable  efforts,  an  employer  is  unable  to  locate  a 
qualified  beneficiary. 

Under  this  special  rule,  the  noncompliance  period  generally  ends 
on  the  last  day  that  it  is  possible  to  correct  the  failure  with  respect 
to  the  qualified  beneficiary.  However,  in  no  event  may  this  special 
rule  cause  the  noncompliance  period  to  end  prior  to  the  last  date 
on  which  the  employer  could  have  been  required  to  provide  con- 
tinuation coverage  to  such  qualified  beneficiary  under  section 
4980B(e)(2)(B),  determined  without  regard  to  whether  the  qualified 
beneficiary  paid  any  required  premium. 

Inadvertent  failures. — Subject  to  certain  special  rules  described 
below,  the  noncompliance  period  is  not  required  to  start  on  the 
date  the  failure  first  occurred  if  it  can  be  established  to  the  satis- 
faction of  the  Secretary  that  none  of  the  persons  who  could  be 
liable  for  the  tax  knew,  or  exercising  reasonable  diligence  would 
have  known,  that  the  failure  existed.  In  such  a  case,  the  noncom- 
pliance period  does  not  commence  until  any  of  such  persons  knew 
or  should  have  known  of  the  failure. 

30-day  grace  period 

The  excise  tax  does  not  apply  to  any  failure  if  such  failure  was 
due  to  reasonable  cause  and  not  to  willful  neglect  and  such  failure 
is  corrected  within  the  first  30  days  of  the  noncompliance  period 
with  respect  to  such  failure. 

Audit  rule 

The  bill  provides  a  special  audit  rule  that  overrides  the  inadvert- 
ent-failure and  30-day  grace  period  rules  described  above.  Under 
this  special  audit  rule,  if  a  failure  is  not  corrected  by  the  date  a 
notice  of  examination  is  sent  to  the  employer  (or  other  person 
liable  for  the  tax)  and  if  the  failure  first  occurred  in  the  period 
under  examination,  the  noncompliance  period  with  respect  to  such 
failure  is  to  be  the  greater  of  180  days  or  the  noncompliance  period 
without  regard  to  this  special  rule. 

For  example,  assume  that  on  December  15,  1990,  a  notice  of  ex- 
amination is  sent  to  employer  A  with  respect  to  its  1988  taxable 
year.  Assume  further  that  on  October  1,  1988,  the  employer  failed 
to  satisfy  the  health  care  continuation  rules  and,  although  at  all 
times  the  failure  could  have  been  corrected,  such  failure  was  not 
corrected  as  of  December  15,  1990.  Even  if  the  employer  could  dem- 
onstrate that  prior  to  January  15,  1991,  the  employer  did  not  know 
and  should  not  have  known  of  the  failure,  the  noncompliance 
period  is  at  least  180  days  with  respect  to  such  failure.  This  is  true 
even  if  the  employer  corrected  the  failure  on,  for  example,  January 
16,  1991. 

One  purpose  of  the  special  audit  rule  is  to  ensure  that  employers 
have  an  incentive  to  monitor  themselves  for  compliance  with  the 
health  care  continuation  rules. 
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Failure  to  correct 

There  is  a  second  special  rule  that  overrides  the  inadvertent-fail- 
ure rule.  Under  this  rule,  if  the  noncompliance  period  ends  without 
correction  because  the  failure  is  uncorrectable  and,  for  30  days 
prior  to  the  date  the  failure  became  uncorrectable,  any  person 
liable  for  the  tax  knew  or  should  have  known  of  the  failure,  the 
noncompliance  period  is  to  be  at  least  180  days. 

Correction 

A  failure  to  satisfy  the  health  care  continuation  rules  is  to  be 
considered  corrected  if— 

(1)  the  failure  is  retroactively  undone  to  the  extent  possible;  and 

(2)  the  qualified  beneficiary  (or  his  or  her  estate)  is  placed  in  a 
financial  position  that  is  as  good  as  he  or  she  would  have  been  in 
had  the  failure  not  occurred. 

For  purposes  of  (2),  it  is  to  be  assumed  that  the  qualified  benefici- 
ary would  have  elected,  at  any  time  an  election  could  have  been 
available,  to  receive  continuation  coverage  during  the  period  of  the 
failure  that  would  have  provided  the  maximum  net  benefit,  i.e.,  the 
excess  of  benefits  over  premiums,  in  light  of  the  qualified  benefi- 
ciary's actual  experience. 

Liability 

The  employer,  the  plan  administrator,  and  each  person  whose 
act  or  failure  to  act  caused  a  failure  in  whole  or  in  part  are  to  be 
jointly  and  severally  liable  for  any  tax  imposed  with  respect  to  the 
failure.  Examples  of  a  person  whose  act  or  failure  to  act  can  cause 
a  failure  in  whole  or  in  part  include  a  health  maintenance  organi- 
zation, multiemployer  plan,  and  insurance  company. 

Waiver 

In  the  case  of  a  failure  that  is  due  to  reasonable  cause  and  not  to 
willful  neglect,  the  Secretary  may  waive  part  or  all  of  the  excise 
tax  to  the  extent  that  the  tax  would  be  unduly  burdensome  in  light 
of  the  seriousness  of  the  failure. 

Deductibility 

The  excise  tax  is  to  be  nondeductible. 

3 

Effective  Date 

This  provision  applies  to  taxable  years  beginning  after  December 
31,  1987.  Of  course,  this  provision  does  not  apply  to  any  plan  with 
respect  to  a  period  for  which  the  health  care  continuation  rules  are 
not  effective  under  the  original  effective  date  of  the  rules. 

In  addition,  the  committee  intends  that,  with  respect  to  taxable 
years  beginning  before  January  1,  1988,  the  Secretary  is  to  exercise 
administrative  restraint  in  applying  the  sanction  technically  appli- 
cable under  present  law,  taking  into  account  whether  the  employer 
has  made  all  reasonable  efforts  to  prevent  and  correct  any  viola- 
tion of  the  health  care  continuation  rules. 


XL  Foreign  Provisions 

1.  Allocation  and  apportionment  of  research  and  experimental  ex- 
penditures (sec.  10391  of  the  bill  and  new  sec.  864(f)  of  the 
Code) 

Present  Law 
Foreign  tax  credit  and  source  rules 

All  income  has  either  a  U.S.  source  or  a  foreign  source.  The  for- 
eign tax  credit  can  offset  U.S.  tax  on  foreign  source  taxable  income, 
but  not  tax  on  U.S.  source  taxable  income.  (This  is  known  as  the 
foreign  tax  credit  limitation.)  A  shift  in  the  source  of  income  from 
foreign  to  U.S.  may  increase  U.S.  tax  by  reducing  the  foreign  tax 
credit  limitation. 

In  determining  foreign  source  taxable  income  for  purposes  of 
computing  the  foreign  tax  credit  limitation,  and  for  other  tax  pur- 
poses, Code  sections  861-864  require  taxpayers  to  apportion  ex- 
penses between  foreign  source  income  and  U.S.  source  income.  A 
shift  in  the  apportionment  of  expenses  from  U.S.  to  foreign  source 
gross  income  decreases  foreign  source  taxable  income.  This  de- 
crease may  increase  U.S.  tax  by  reducing  the  foreign  tax  credit 
limitation. 

Research  and  experimental  expense  allocation  regulation 

Treasury  Regulation  section  1.861-8  (issued  in  1977)  sets  forth  de- 
tailed rules  for  allocating  and  apportioning  several  categories  of  ex- 
penses, including  deductible  research  and  experimental  expendi- 
tures ("research  expenses").  The  regulation  provides  that  research 
expenses  are  ordinarily  considered  definitely  related  to  all  gross 
income  reasonably  connected  with  one  or  more  of  32  product  cate- 
gories based  on  two-digit  classifications  of  the  Standard  Industrial 
Classification  ("SIC")  system.  Research  expenses  are  not  traced 
solely  to  the  income  generated  by  the  particular  product  which 
benefited  from  the  research  activity.  Instead,  these  expenses  are  as- 
sociated with  all  the  income  within  the  SIC  product  group  in  which 
the  product  is  classified. 

The  Treasury  regulation  contemplates  that  taxpayers  will  some- 
times undertake  research  solely  to  meet  legal  requirements  im- 
posed by  a  particular  political  entity  with  respect  to  improvement 
or  marketing  of  specific  products  or  processes.  In  some  cases,  such 
research  cannot  reasonably  be  expected  to  generate  income  (beyond 
de  minimis  amounts)  outside  that  political  entity's  jurisdiction.  If 
so,  the  associated  research  expense  reduces  gross  income  only  from 
the  geographic  source  that  includes  that  jurisdiction. 

After  research  expenses  incurred  to  meet  legal  requirements  are 
allocated  under  the  above  rule,  any  remaining  research  expenses 
are  generally  apportioned  to  foreign  source  income  based  on  the 
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ratio  of  total  foreign  source  sales  receipts  in  the  SIC  product  group 
with  which  the  expenses  are  identified  to  the  taxpayer's  total 
worldwide  sales  receipts  in  that  product  group  (the  "sales"  or 
"gross  receipts"  method).  In  computing  this  fraction,  sales  of  a 
party  controlled  or  uncontrolled  by  the  taxpayer  are  taken  into  ac- 
count if  the  party  can  reasonably  be  expected  to  benefit  from  the 
research  expense.  However,  the  regulation  provides  that  a  taxpayer 
using  the  sales  method  may  first  apportion  30  percent  of  research 
expense  remaining  after  allocation  to  meet  legal  requirements  ex- 
clusively to  income  from  the  geographic  source  where  over  half  of 
the  taxpayer's  research  and  development  is  performed. 

Thus,  for  example,  a  taxpayer  which  performs  50  percent  or 
more  of  its  research  and  development  in  the  United  States  may 
automatically  apportion  at  least  30  percent  of  its  remaining  re- 
search expense  to  U.S.  source  income.  A  taxpayer  can  choose  to  ap- 
portion to  the  geographic  source  where  research  and  development 
is  performed  a  percentage  of  research  expense  significantly  greater 
than  30  percent  if  the  taxpayer  establishes  that  the  higher  percent- 
age is  warranted  because  the  research  and  development  is  reason- 
ably expected  to  have  a  very  limited  or  long-delayed  application 
outside  that  geographic  source. 

Alternatively,  subject  to  certain  limitations,  a  taxpayer  may  elect 
to  apportion  its  research  expense  remaining  after  any  allocation  to 
meet  legal  requirements  under  one  of  two  optional  gross  income 
methods.  Under  these  optional  methods,  a  taxpayer  generally  ap- 
portions its  research  expense  on  the  basis  of  relative  amounts  of 
gross  income  from  U.S.  and  foreign  sources.  If  a  taxpayer  makes  an 
automatic  place-of-performance  apportionment,  the  taxpayer  may 
not  use  an  optional  gross  income  method. 

The  basic  limitation  on  the  use  of  the  optional  gross  income 
methods  is  that  the  respective  portions  of  a  taxpaj^er's  research  ex- 
pense apportioned  to  U.S.  and  foreign  source  income  using  these 
methods  could  not  be  less  than  50  percent  of  the  respective  por- 
tions that  would  be  apportioned  to  each  income  grouping  using  a 
combination  of  the  sales  and  place-of-performance  apportionment 
methods. 

If  this  50-percent  limitation  is  satisfied  with  respect  to  both 
income  groupings,  the  taxpayer  may  apportion  the  amount  of  its 
research  expense  that  remains  after  allocation  under  the  legal  re- 
quirements test  ratably  on  the  basis  of  foreign  and  U.S.  gross 
income.  If  the  50-percent  limitation  is  not  satisfied  with  respect  to 
one  of  the  income  groupings,  then  the  taxpayer  apportions  to  that 
income  grouping  50  percent  of  the  amount  of  its  research  expense 
which  would  have  been  apportioned  to  that  income  grouping  under 
the  sales  and  place-of-performance  methods.  A  taxpayer  electing  an 
optional  gross  income  method  may  be  able  then  to  reduce  the 
amount  of  its  research  expense  apportioned  to  foreign  source 
income  to  as  little  as  one-half  of  the  amount  that  would  be  appor- 
tioned to  foreign  source  income  under  the  sales  method. 

For  example,  consider  a  taxpayer  with  $110  of  U.S.-performed  re- 
search expense  and  equal  U.S.  and  foreign  sales.  Assume  that  $10 
of  the  research  expense  is  to  meet  U.S.  legal  requirements  and  is 
allocated  to  U.S.  source  income.  Of  the  remaining  $100,  30  percent 
($30)  was  exclusively  apportioned  to  U.S.  source  income  under  the 
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automatic  place-of-performance  rule  and  the  remaining  $70  was  di- 
vided evenly  between  U.S.  and  foreign  source  income,  using  the 
sales  method.  Thus,  under  this  method  $35  would  be  allocated  to 
foreign  source  income  and  $75  would  be  allocated  to  U.S.  source 
income.  Under  the  optional  gross  income  methods,  the  $35  of  re- 
search expense  allocated  to  foreign  sources  could  have  been  re- 
duced as  much  as  50  percent,  to  $17.50.  This  could  have  occurred, 
for  example,  if  the  foreign  sales  were  made  by  a  foreign  subsidiary 
that  did  not  repatriate  earnings  to  the  U.S.  corporation. 

The  optional  gross  income  methods  apply  to  all  of  a  taxpayer's 
gross  income,  not  gross  income  on  a  product  category  basis. 

Temporary  moratorium  and  Treasury  study 

The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  provided  that, 
for  a  taxpayer's  first  two  taxable  years  beginning  after  the  date  of 
its  enactment  (August  13,  1981),  all  research  and  experimental  ex- 
penditures (within  the  meaning  of  sec.  174)  paid  or  incurred  in 
those  years  for  research  activities  conducted  in  the  United  States 
were  to  be  allocated  or  apportioned  to  income  from  sources  within 
the  United  States  (sec.  223  of  ERTA). 

This  two-year  moratorium  was  effectively  extended  for  two  addi- 
tional years  by  the  Tax  Reform  Act  of  1984.  Under  section  126  of 
the  1984  Act,  for  taxable  years  beginning  generally  after  August 
13,  1983,  and  on  or  before  August  1,  1985,  all  of  a  taxpayer's  re- 
search and  experimental  expenditures  (within  the  meaning  of  sec. 
174)  attributable  to  research  activities  conducted  in  the  United 
States  are  to  be  allocated  to  sources  within  the  United  States  for 
purposes  of  computing  taxable  income  from  U.S.  sources  and  from 
sources  partly  within  and  partly  outside  the  United  States. 

One  reason  Congress  cited  for  enacting  the  original  two-year 
moratorium  was  that  some  foreign  countries  do  not  allow  deduc- 
tions under  their  tax  laws  for  expenses  of  research  activities  con- 
ducted in  the  United  States.  Taxpayers  argued  that  this  disallow- 
ance caused  U.S.-based  research  to  be  disadvantaged.  First,  U.S.- 
based  research  expense  is  deemed  to  be  allocated  to  a  foreign  coun- 
try which  may  not  recognize  that  such  amount  is  deductible  as  an 
expense.  The  allocation  of  this  U.S.-based  research  expense  to  for- 
eign sources  had  the  effect  of  reducing  the  U.S.  taxpayer's  foreign 
tax  credit.  Because  those  taxpayers  could  take  their  deductions  if 
the  research  occurred  in  the  foreign  country,  taxpayers  argued  that 
there  was  an  incentive  to  shift  their  research  expenditures  to  those 
foreign  countries  whose  laws  disallow  tax  deductions  for  research 
activities  conducted  in  the  United  States  but  allow  tax  deductions 
for  research  expenditures  incurred  locally. 

Accordingly,  Congress  concluded  that  the  Treasury  Department 
should  study  the  impact  of  the  allocation  of  research  expenses 
under  the  1977  regulation  on  U.S.-based  research  activities  and  on 
the  availability  of  the  foreign  tax  credit.  Pending  the  outcome  of 
the  study,  Congress  concluded  that  expenses  should  be  charged  to 
the  cost  of  generating  U.S.  source  income,  whether  such  research 
was  a  direct  or  indirect  cost  of  producing  foreign  source  income. 

On  the  ground  that  a  reduction  in  research  and  development 
might  adversely  affect  the  competitive  position  of  the  United 
States,  the  1983  Treasury  report  recommended  the  two-year  exten- 
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sion  of  the  moratorium  that  was  ultimately  enacted  by  Congress  in 
1984.  The  extension  was  intended  to  allow  Congress  to  consider  fur- 
ther the  results  of  the  Treasury  study. 

The  Consolidated  Omnibus  Budget  Reconciliation  Act  of  1985 
(P.L.  99-272)  extended  the  moratorium  on  the  application  of  the  re- 
search and  experimental  expense  allocation  rules  of  the  1977  regu- 
lation generally  for  one  additional  taxable  year  beginning  after 
August  1,  1985,  and  on  or  before  August  1,  1986. 

The  Tax  Reform  Act  of  1986  permitted  the  moratorium  on  appli- 
cation of  the  research  expense  allocation  rules  in  Treasury  Regula- 
tion 1.861-8  to  expire.  However,  for  taxable  years  beginning  after 
August  1,  1986,  and  on  or  before  August  1,  1987,  application  of  the 
regulation  was  liberalized  by  the  Act  in  three  respects,  which  were 
intended  by  Congress  to  provide  an  additional  tax  incentive  to  con- 
duct research  in  the  United  States  while  Congress  analyzed  wheth- 
er any  additional  permanent  incentive  is  necessary.  In  addition, 
Congress  intended  that  the  Treasury  Department  reexamine  its 
regulations  in  light  of  concerns  expressed  by  the  tax-writing  com- 
mittees of  both  Houses  of  Congress  concerning  the  effect  of  Federal 
tax  law  on  U.S.-based  research  activity.  These  liberalizations  apply 
without  regard  to  other  changes  made  by  the  Act  in  the  Code's  ex- 
pense allocation  rules. 

Under  reg.  sec.  1.861-8(e)(3)(i)(B),  research  expenditures  are  allo- 
cated entirely  to  one  geographic  source  if  they  were  incurred  to 
meet  legal  requirements  imposed  with  respect  to  improvement  or 
marketing  of  specific  products  or  processes  and  cannot  reasonably 
be  expected  to  generate  income  (beyond  de  minimis  amounts)  out- 
side that  geographic  source.  This  rule  is  unaffected  by  the  Act.  The 
first  liberalization  under  the  Act  is  that  for  the  specified  one-year 
period,  the  Act  provided  that  50  percent  of  all  remaining  amounts 
allowable  as  a  deduction  for  qualified  research  and  experimental 
expenditures  (that  is,  such  expenditures  within  the  meaning  of  sec- 
tion 174  that  are  attributable  to  activities  conducted  in  the  United 
States)  may  be  apportioned  to  U.S.  source  income  and  deducted 
from  such  income  in  determining  the  amount  of  taxable  U.S. 
source  income.  The  Act  thus  has  the  effect  of  increasing  the  auto- 
matic place-of-performance  apportionment  percentage  for  U.S.- 
based  research  expense  from  30  percent  to  50  percent.  Under  the 
Act,  a  taxpayer  is  able  automatically  to  apportion  to  U.S.  source 
income  50  percent  of  its  U.S.-based  research  expense  remaining 
after  any  allocation  of  such  expense  incurred  to  meet  legal  require- 
ments. 

The  Act  further  provided  that,  for  the  specified  one-year  period, 
the  portion  of  those  amounts  allowable  as  a  deduction  for  qualified 
research  and  experimental  expenditures  that  remains  after  any 
legal  requirements  allocation  and  the  50-percent  automatic  place- 
of-performance  apportionment  are  apportioned  either  on  the  basis 
of  sales  or  gross  income.  Thus,  the  Act's  second  effective  liberaliza- 
tion of  the  regulation  is  to  allow  the  automatic  place-of-perform- 
ance apportionment  temporarily  to  taxpayers  who  elect  to  appor- 
tion expenses  using  the  optional  gross  income  method,  rather  than 
only  to  taxpayers  that  use  the  standard  sales  method  of  apportion- 
ment. Third,  the  Act  has  the  effect  of  temporarily  suspending  the 
regulatory  rule  that  prohibits  taxpayers  from  using  the  optional 
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gross  income  method  to  reduce  allocation  of  research  expense  to 
foreign  source  income  by  more  than  50  percent  over  what  the  allo- 
cation to  foreign  source  income  would  be  under  the  sales  method. 

The  temporary  modifications  made  by  the  Act  to  the  research  ex- 
pense allocation  rules  in  Treasury  Regulation  section  1.861-8  apply 
for  purposes  of  computing  taxable  income  from  U.S.  sources  and 
from  sources  partly  within  and  partly  outside  the  United  States. 
The  modifications  apply  only  to  the  allocation  of  research  and  ex- 
perimental expenditures  for  the  purposes  of  geographic  sourcing  of 
income;  the  modifications  do  not  apply  for  other  purposes,  such  as 
the  computation  of  combined  taxable  income  of  a  FSC  (or  DISC) 
and  its  related  supplier.  Also,  the  modifications  do  not  apply  to  any 
expenditure  for  the  acquisition  or  improvement  of  land,  or  for  the 
acquisition  or  improvement  of  depreciable  or  depletable  property  to 
be  used  in  connection  with  research  or  experimentation. 

Reasons  for  Change 

In  the  6  years  since  the  first  temporary  moratorium  on  the  1977 
regulation  was  enacted,  Congress,  the  Treasury  Department,  and 
representatives  of  affected  industries  have  intensely  scrutinized  the 
effects  of  R&D  allocation  rules  on  R&D  activities.7  That  scrutiny 
has  not  resulted  in  an  unambiguous  recommendation  regarding  the 
appropriateness  of  either  the  1977  regulation  or  100  percent  alloca- 
tion of  U.S.-based  research  expenses  to  U.S.  source  income.  On  the 
one  hand,  there  are  those  who  argue  that  the  moratorium  and  the 
1986  partial  moratorium  had  a  beneficial  effect  on  U.S.  research 
activity  and  on  U.S.  competitiveness  in  world-wide  markets.  On  the 
other  hand,  there  were  those  whose  studies  prompt  them  to  con- 
clude otherwise.  Furthermore,  the  tax  costs  of  both  the  total  and 
the  partial  moratoria  have  been  significant,  and  the  tax  benefits 
they  have  bestowed  are  distributed  somewhat  arbitrarily  among 
firms.  At  the  same  time,  these  firms  have  faced  a  prolonged  period 
of  uncertainty  as  to  the  R&D  allocation  rules  that  will  apply  in  the 
coming  years,  making  it  more  difficult  for  them  to  predict  the 
after-tax  costs  of  the  R&D  in  which  they  generally  must  engage,  if 
at  all,  over  extended  future  periods. 

In  April  1987  the  Treasury,  noting  that  "we  all  have  a  stake  in 
ending  [the  controversy]  as  soon  as  possible/'8  expressed  its  view 
that  the  appropriate  way  to  balance  the  concerns  of  promoting  U.S. 
R&D,  on  the  one  hand,  and  appropriately  dividing  income  tax  re- 
ceipts between  the  United  States  and  foreign  taxing  jurisdictions, 
on  the  other,  is  to  make  the  1986  Act  liberalizations  permanent, 
while  further  increasing  the  automatic  place-of-performance  appor- 
tionment percentage  from  50  percent  to  67  percent. 

For  the  reasons  stated  above,  the  committee  agreed  with  the 
Treasury  that  the  period  of  uncertainty  should  come  to  an  end.  In 
addition,  the  committee  believed  that  the  exhaustive  analysis  and 
debate  of  the  last  6  years  is  best  resolved  by  a  compromise  between 
the  alternatives  of  100  percent  U.S.  allocation  (the  rule  in  effect  be- 


7  See,  e.g.,  Interaction  Between  U.S.  Tax  Policy  and  Domestic  Research  and  Development:  Hear- 
ing on  S.  58  and  S.716  Before  the  Subcomm.  on  Taxation  and  Debt  Management  of  the  Senate 
Comm.  on  Finance,  100th  Cong.,  1st  Sess.  (1987). 

8  Id.  at  84. 
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tween  1981  and  1986)  and  a  return  to  the  1977  regulation.  The  com- 
mittee concluded  that  the  compromise  chosen  represents  the  best 
response  to  a  record  reflecting  substantial  arguments  for  diverse 
approaches  to  R&D  allocation. 

Explanation  of  Provision 

The  bill  creates  a  new  Code  provision,  section  864(f),  which  com- 
pletely supersedes  the  1977  regulation  and  makes  permanent  the 
temporary  rules  of  the  1986  Act  governing  allocation  and  appor- 
tionment of  research  and  experimental  expenditures  attributable 
to  activities  conducted  in  the  United  States  (so-called  qualified  re- 
search and  experimental  expenditures),  subject  to  modifications 
and  clarifications. 

New  section  864(f)  expressly  retains  the  regulatory  rule  allocat- 
ing research  expenses  entirely  to  one  geographic  source  if  they 
were  incurred  to  meet  legal  requirements  imposed  with  respect  to 
improvement  or  marketing  of  specific  products  or  processes  and 
cannot  reasonably  be  expected  to  generate  income  (beyond  de  mini- 
mis amounts)  outside  that  geographic  source  (new  sec.  864(f)(1)(A); 
see  Treas.  Reg.  sec.  1.861-8(e)(3)(i)(B)  (superseded)). 

Under  the  bill,  67  percent  of  qualified  research  and  experimental 
expenditures  remaining  to  be  allocated  and  apportioned  after  ap- 
plying the  above  legal  requirements  rule  are  allocated  to  U.S. 
source  income.  The  effect  of  this  rule  is  to  raise  the  automatic 
place  of  performance  apportionment  percentage  rule  from  50  per- 
cent, applicable  under  the  partial  moratorium  of  the  1986  Act,  to 
67  percent. 

Consistent  with  the  effect  of  the  partial  moratorium  of  the  1986 
Act,  new  section  864(f)  directs  that  the  portion  of  qualified  research 
and  experimental  expenditures  remaining  after  any  legal  require- 
ments allocation  and  the  67-percent  automatic  place-of-perform- 
ance  apportionment  will  be  apportioned  either  on  the  basis  of  sales 
or  gross  income.  The  provision  expressly  forbids  the  Treasury  to 
impose  any  limitation  on  apportionment  on  the  basis  of  gross 
income  related  to  apportionment  on  the  basis  of  gross  sales  (or  oth- 
erwise). In  addition,  like  the  1986  legislation,  new  section  864(f)  ex- 
pressly does  not  apply  to  any  expenditure  for  the  acquisition  or  im- 
provement of  land,  or  for  the  acquisition  or  improvement  of  depre- 
ciable or  depletable  property  to  be  used  in  connection  with  re- 
search or  experimentation. 

As  is  already  true  for  research  expenses  under  the  general  ex- 
pense allocation  rules  introduced  in  the  1986  Act  (sec.  864(e)),  sec- 
tion 864(f)  provides  generally  that  allocation  and  apportionment  of 
research  expenses,  like  other  expenses,  is  to  be  determined  as  if  all 
members  of  the  affiliated  group  (plus  any  section  936  companies 
(possessions  corporations)  that  would  be  eligible  to  consolidate 
absent  statutory  prohibition)  were  a  single  corporation.  However, 
sales  and  gross  income  from  products  produced  in  whole  or  in  part 
in  a  possession  by  a  936  company,  and  dividends  from  a  936  compa- 
ny attributable  to  sales  of  such  products,  will  not  be  taken  into  ac- 
count under  new  section  864(f)  to  the  extent  that  the  company  is 
allowed  a  credit  with  respect  to  gross  income  on  those  products 
that  is  intangible  property  income. 
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Where  an  affiliated  group  with  qualified  research  and  experi- 
mental expenditures  has  a  936  company  that  has  elected  the  cost 
snaring  method  (sec.  936(h)(5)(C)(i))  for  computing  its  intangible 
property  income,  its  cost  sharing  amount  will  be  an  adjustment  to 
the  group's  qualified  research  and  experimental  expenditures  sub- 
ject to  section  864(f).  Thus,  for  example,  if  a  group  has  a  936  compa- 
ny using  cost  sharing  with  respect  to  its  only  product  and  all  of  the 
group's  research  expenses  are  qualified  research  and  experimental 
expenditures,  then  the  936  cost  sharing  amount  attributable  to 
those  qualified  research  and  experimental  expenditures  will  not  be 
included  in  the  research  expenses  allocated  between  the  group's 
U.S.  and  foreign  source  income  based  on  the  gross  income  or  gross 
sales  of  the  group. 

The  bill  provides  the  Treasury  with  authority  to  prescribe  such 
regulations  as  may  be  necessary  to  carry  out  the  purposes  of  the 
one  taxpayer  rule  and  its  exceptions  regarding  936  companies.  In 
addition  to  providing  the  safeguards  addressed  in  the  regulations 
under  the  general  one  taxpayer  rule  of  section  864(e),  these  regula- 
tions are  to  provide  for  the  source  of  gross  income  and  the  alloca- 
tion and  apportionment  of  deductions  to  take  into  account  the  ad- 
justment to  group-allocable  qualified  research  and  experimental  ex- 
penditures to  take  account  of  research  expenses  treated  as  cost 
sharing  amounts  under  section  936. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  August  1, 
1987. 

2.  Earnings  and  profits  of  foreign  corporations  (sec.  10392(a)  of 
the  bill  and  sec.  312(n)(5)  of  the  Code) 

Present  Law 

The  Tax  Reform  Act  of  1984  substantially  revised  the  definition 
of  a  corporation's  earnings  and  profits.  One  modification  included 
in  that  Act  was  the  treatment  accorded  earnings  attributable  to  in- 
stallment sales.  Under  this  provision,  a  corporation's  earnings  and 
profits  is  determined  as  if  the  installment  method  of  accounting 
does  not  apply. 

The  1984  Act's  amendment  as  it  applied  to  installment  sales  was 
effective  in  the  case  of  a  foreign  corporation  for  taxable  years  be- 
ginning after  December  31,  1985.  The  Tax  Reform  Act  of  1986  de- 
layed that  effective  date  to  taxable  years  beginning  after  December 
31,  1987. 

Reasons  for  Change 

Congress  modified  the  determination  of  a  corporation's  earnings 
and  profits  to  determine  more  accurately  a  corporation's  earnings 
for  dividend  distribution  purposes.  One  consequence  of  extending 
those  rules  to  foreign  corporations  was  the  effect  on  the  amount  of 
indirect  foreign  tax  credits  U.S.  shareholders  could  claim  on  the  re- 
ceipt of  dividends  from  the  corporations.  Congress  delayed  the  ef- 
fective date  of  the  changes  to  the  determination  of  earnings  and 
profits  in  the  case  of  foreign  corporations  in  order  to  give  the 
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Treasury  Department  and  the  tax-writing  committees  of  Congress 
additional  time  to  determine  if  the  changes  were  appropriate  for 
indirect  foreign  tax  credit  purposes  as  well  as  dividend  distribution 
purposes.  Although  the  committee  generally  believes  that  the 
changes  to  the  determination  of  earnings  and  profits  are  appropri- 
ate for  both  dividend  distribution  and  indirect  foreign  tax  credit 
purposes,  the  committee  believes  that  an  additional  year  in  which 
to  review  the  installment  sale  provision  is  necessary.  With  the 
pooling  concept  adopted  by  Congress  in  the  1986  Act  for  purposes 
of  determining  the  amount  of  indirect  foreign  tax  credits,  which 
was  done  generally  to  smooth  out  differences  between  the  United 
States  accounting  methods  and  foreign  countries'  accounting  meth- 
ods, the  committee  does  not  believe  that  future  delays  to  the  deter- 
mination of  earnings  and  profits  for  this  purpose  will  be  required 
or  appropriate. 

Explanation  of  Provision 

The  bill  delays  the  effective  date  of  the  1984  Act's  provision  in 
determining  earnings  and  profits  without  regard  to  the  installment 
method  of  accounting  one  more  year,  to  taxable  years  beginning 
after  December  31,  1988. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987. 

3.  Transitional  rule  for  carryforward  of  credits  with  respect  to 
pre- 1987  qualified  loans  to  reduce  tax  on  financial  services 
income  (sec.  10392(b)  of  the  bill,  sec.  1201  of  the  Reform  Act, 
and  sec.  904  of  the  Code) 

Present  Law 

For  taxable  years  beginning  after  December  31,  1986  (referred  to 
here  as  post-effective  date  taxable  years),  interest  income  subject  to 
a  foreign  withholding  tax  or  other  gross  basis  tax  of  5  percent  or 
more  (other  than  export  financing  interest)  generally  is  so-called 
high  withholding  tax  interest  subject  to  its  own  separate  foreign 
tax  credit  limitation  (Code  sec.  904(d)(1)(B)).  Under  a  special  transi- 
tion rule,  however,  certain  interest  received  or  accrued  during  post- 
effective  date  years  on  certain  "qualified  loans"  (that  is,  loans  to 
any  of  33  foreign  countries  or  to  any  resident  of  one  of  those  coun- 
tries for  use  in  that  country)  is  not  treated  as  high  withholding  tax 
interest. 

Foreign  income  taxes  paid  or  accrued  in  pre-effective  date  tax- 
able years  with  respect  to  interest  received  or  accrued  during  pre- 
effective  date  taxable  years  on  qualified  loans  may  give  rise  to  for- 
eign tax  credit  carryovers  to  post-effective  date  taxable  years.  Car- 
ryforwards of  foreign  taxes  paid  in  pre-effective  date  taxable  years 
on  high  withholding  tax  interest  income  then  subject  to  the  overall 
limitation  generally  are  to  reduce  the  U.S.  tax  in  post-effective 
date  taxable  years  on  overall  limitation  income  as  newly  defined  by 
the  Act.  Similarly,  carryforwards  from  high  withholding  tax  inter- 
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est  in  the  prior  law  basket  for  interest  are  to  reduce  U.S.  tax  on 
post-effective  date  passive  income. 

The  Act  precludes  banks  and  other  entities  predominantly  en- 
gaged in  the  active  conduct  of  a  banking,  insurance,  financing,  or 
similar  business  from  carrying  forward  excess  credits  for  taxes  on 
pre-effective  date  high  withholding  tax  interest  (whether  or  not 
such  interest  was  on  qualified  loans)  to  reduce  the  U.S.  tax  on 
either  post-effective  date  financial  services  income  or  post-effective 
date  high  withholding  tax  interest.  While  the  foreign  taxes  gener- 
ating these  excess  credits  (as  well  as  foreign  income  taxes  on  any 
other  interest  derived  in  the  conduct  by  the  taxpayer  of  a  banking, 
financing,  or  similar  business)  were  subject  to  the  overall  limita- 
tion under  prior  law,  under  the  Act  generally  little  or  none  of  the 
post-effective  date  income  of  a  such  an  entity  that  is  a  bank,  for 
example,  is  subject  to  the  overall  limitation;  bank  income  is  gener- 
ally subject  to  either  the  separate  limitation  for  financial  services 
income  or  that  for  high  withholding  tax  interest. 

Reasons  for  Change 

The  Act  generally  afforded  taxpayers  rules  for  crediting  post-ef- 
fective date  5-percent  or  more  gross-basis  taxes  on  interest  from 
qualified  loans  that  were  more  generous  than  the  Act  rules  for 
crediting  similar  taxes  on  other  interest.  Congress  determined  that 
foreign  5-percent  or  more  gross-basis  taxes  imposed  during  a  limit- 
ed post-effective  date  period  on  qualified  loans  should  be  available 
for  cross-crediting  against  U.S.  taxes  on  income  other  than  high 
withholding  tax  interest,  including  bank  income  in  general.  The 
committee  believes  further  relief  is  appropriate:  treating  bank  re- 
cipients of  pre-effective  date  high  withholding  tax  interest  generat- 
ing credit  carryovers  no  less  favorably  than  non-bank  recipients  of 
such  interest,  and  treating  pre-effective  date  interest  on  qualified 
loans  no  less  favorably  than  post-effective  date  interest  on  such 
loans. 

Explanation  of  Provisions 

The  bill  provides  that  any  interest  received  or  accrued  by  any 
taxpayer  during  any  taxable  year  beginning  before  January  1,  1987 
on  any  qualified  loan  shall  not  be  treated  as  high  withholding  tax 
interest  for  separate  limitation  purposes.  Thus,  pre-effective  date 
excess  credits  for  taxes  on  overall  limitation  income  can  be  carried 
to  post-effective  date  years  without  regard  to  the  taxpayer's  sepa- 
rate high  withholding  tax  interest  limitation.  For  example,  a  gross 
basis  tax  of  5  percent  or  more,  paid  in  a  pre-effective  date  year  on 
interest  then  earned  in  the  conduct  of  a  banking  business,  can  be 
carried  forward  to  reduce  residual  U.S.  tax  on  the  taxpayer's  post- 
effective  date  financial  services  income.9 


9  As  described  above,  the  bill  makes  a  technical  amendment  to  the  definition  of  high  with- 
holding tax  interest,  and  makes  a  technical  amendment  to  the  credit  carryforward  rule  as  a 
result  of  which  pre-effective  date  excess  credits  on  overall  basket  high  withholding  tax  interest 
may  reduce  the  U.S.  tax  on  post-effective  date  high  withholding  tax  interest. 
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Effective  Date 

The  provision  applies  retroactively  to  October  22,  1986,  the  enact- 
ment date  of  the  Tax  Reform  Act  of  1986. 

4.  Banks  organized  in  Puerto  Rico  (sec.  10392(c)  of  the  bill  and 
sees.  882  and  884  of  the  Code) 

Present  Law 
Treatment  of  possessions  banking  corporations 

Prior  to  the  Act,  corporations  organized  in,  or  under  the  laws  of, 
a  possession  of  the  United  States  and  engaged  in  the  banking  busi- 
ness in  a  possession  were  subject  to  U.S.  tax  on  interest  on  U.S. 
Government  obligations  on  a  net  basis  (sec.  882(e)).  The  Act  ex- 
cluded Guamanian  banks  meeting  certain  anti-conduit  rules  of  the 
Code  (which,  in  general,  prevent  possessions  corporations  owned  by 
nonresidents  of  the  United  States  or  a  possession  from  receiving 
U.S.  tax  benefits)  from  net-basis  taxation  on  interest  on  U.S.  Gov- 
ernment obligations,  but  continued  to  subject  other  possession 
banks  to  net-basis  taxation. 

Branch  level  taxes 

The  Act  enacted  a  branch  profits  tax  to  be  imposed  on  foreign 
corporations  doing  business  in  the  United  States,  including  foreign 
corporations  not  doing  business  in  the  United  States  but  nonethe- 
less having  deemed  effectively  connected  gross  income  (for  exam- 
ple, income  described  in  sec.  882(e)).  The  Act  also  enacted  a  branch 
level  interest  tax  to  be  imposed  on  foreign  corporations  claiming  an 
interest  deduction  against  their  effectively  connected  gross  income. 

Reasons  for  Change 

Congress  originally  modified  the  rules  taxing  interest  on  U.S. 
government  obligations  received  by  banks  organized  in  U.S.  posses- 
sions in  order  to  minimize  the  U.S.  tax  on  that  interest.  (Prior  to 
net-basis  taxation,  this  interest  was  subject  to  U.S.  tax  on  a  gross 
basis.  Since  these  banks  were  subject  to  the  Federal  Reserve 
system,  they  were  required  to  invest  in  U.S.  obligations.  Congress 
thus  concluded  that  the  U.S.  tax  should  be  computed  by  taking  into 
account  the  banks'  cost  of  funds  and  other  expenses  in  arriving  at 
the  income  to  subject  to  tax.)  Because  Congress  generally  repealed 
the  withholding  tax  on  interest  on  U.S.  government  obligations  in 
the  Tax  Reform  Act  of  1984,  the  committee  is  of  the  view  that  pos- 
session banks  should  be  no  worse  off  than  banks  organized  in  for- 
eign countries.  Continuing  to  subject  this  interest  to  both  the  net- 
basis  tax  and  the  branch  level  taxes  would  place  these  possession 
banks  in  a  worse  position  than  other  foreign  banks  that  invest  in 
U.S.  government  obligations. 

Explanation  of  Provision 
Treatment  of  possessions  banking  corporations 

The  bill  excludes  corporations  organized  in,  or  under  the  laws  of, 
Puerto  Rico  that  are  engaged  in  the  banking  business  in  Puerto 
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Rico  from  net  basis  taxation  on  interest  on  U.S.  Government  obli- 
gations that  would  qualify  as  portfolio  interest  under  section  881(c), 
that  is,  generally,  interest  on  U.S.  Government  obligations  issued 
after  July  18,  1984.  Thus,  Puerto  Rican  banks  remain  subject  to  net 
basis  taxation  on  interest  attributable  to  pre-July  19,  1984  obliga- 
tions but  will  be  exempt  from  U.S.  tax  on  interest  attributable  to 
post-July  18,  1984  obligations. 

Branch  level  taxes 

The  bill  excludes  from  the  dividend  equivalent  amount  earnings 
and  profits  that  arise  from  interest  on  obligations  of  the  United 
States  derived  by  any  possession  corporation  which  is  engaged  in 
the  banking  business  in  a  possession  (that  is,  income  that  is  treated 
as  effectively  connected  under  section  882(e)).  The  bill  also  elimi- 
nates the  branch  level  interest  tax  that  might  otherwise  apply  to 
interest  expenses  of  these  corporations  connected  with  their  income 
from  U.S.  obligations,  because  this  income  will  not  be  considered  to 
give  rise  to  effectively  connected  earnings  and  profits.  These  rules 
will  not  apply,  however,  if  interest  on  U.S.  obligations  is  actually 
effectively  connected  with  the  conduct  of  a  U.S.  trade  or  business. 

Effective  Date 

The  provisions  are  effective  for  taxable  years  beginning  after  De- 
cember 31,  1986. 

5.  Withholding  tax  on  dividends  paid  by  regulated  investment 
companies  (sec.  10392(d)  of  the  bill  and  sec.  861  of  the  Code) 

Present  Law 

The  1986  Act  modified  the  rules  affecting  the  taxation  of  divi- 
dends paid  by  domestic  corporations.  The  modifications  generally 
require  a  domestic  corporation  to  derive  at  least  80  percent  of  its 
gross  income  from  foreign  sources  and  from  an  active  foreign  busi- 
ness in  order  for  its  dividends  to  be  excluded  from  U.S.  withholding 
tax  when  they  are  distributed  to  foreign  persons.  If  a  domestic  cor- 
poration reaches  this  income  threshold,  its  dividends  are  subject  to 
U.S.  withholding  tax  (when  paid  to  foreign  persons)  on  a  propor- 
tionate basis  based  on  the  ratio  of  its  foreign  source  income  to  its 
total  gross  income,  generally  determined  over  the  three  preceding 
taxable  years. 

Reasons  for  Change 

Prior  to  the  Act,  a  domestic  corporation  could  avoid  subjecting 
its  dividends  to  U.S.  withholding  tax  by  deriving  at  least  80  percent 
of  its  gross  income  from  foreign  sources.  This  result  occurred  even 
though  up  to  20  percent  of  the  corporation's  income  may  have  been 
from  U.S.  sources.  Congress  modified  those  rules  by  adopting  the 
pro  rata  rule  and  the  active  trade  or  business  requirement.  The 
active  trade  or  business  requirement  was  adopted  because  Congress 
did  not  believe  it  was  appropriate  to  relinquish  primary  jurisdic- 
tion over  distributions  by  its  residents  that  engaged  in  only  passive 
activities. 
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Regulated  investment  companies  do  not,  by  definition,  operate  an 
active  trade  or  business.  Thus,  even  if  the  company  manages  its  in- 
vestment activities  in  a  foreign  country,  it  cannot  meet  the  active 
foreign  business  requirement.  This  would  cause  distributions  by  a 
regulated  investment  company  to  always  be  subject  to  U.S.  with- 
holding tax  when  they  are  distributed  to  foreign  persons. 

Because  Congress  has  historically  provided  beneficial  tax  treat- 
ment to  regulated  investment  companies,  the  committee  does  not 
believe  that  the  Act's  rules  are  appropriate  as  applied  to  those 
companies.  The  committee  is  concerned,  however,  that  foreign  per- 
sons could  use  these  investment  companies  to  take  advantage  of 
the  United  States  tax  treaty  network  and  believes  that  benefits 
should  be  reduced  in  these  cases. 

Explanation  of  Provision 

The  bill  treats  a  regulated  investment  company's  foreign  source 
income  as  active  foreign  business  income  for  purposes  of  determin- 
ing whether  dividends  paid  to  foreign  persons  will  be  subject  to 
U.S.  withholding  tax.  The  bill  provides,  however,  that  this  rule 
does  not  apply  if  more  than  20  percent  of  the  company's  gross 
income  benefits  from  any  treaty  exemption  or  reduction  in  tax  in  a 
treaty  between  the  United  States  and  a  foreign  country. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1987. 

6.  Allocation  of  interest  expenses  of  finance  companies  (sec. 
10392(e)  of  the  bill  and  sec.  864  of  the  Code) 

Present  Law 

While  the  Act  generally  requires  an  affiliated  group  to  be  treated 
as  if  all  members  of  the  group  were  one  taxpayer  for  purposes  of 
allocating  and  apportioning  interest  expense,  that  general  rule 
does  not  apply  to  any  financial  institution  (described  in  section  581 
or  591)  if  the  business  of  the  financial  institution  is  predominantly 
with  persons  other  than  related  persons  or  their  customers,  and  if 
the  financial  institution  is  required  by  State  or  Federal  law  to  be 
operated  separately  from  any  other  entity  which  is  not  a  financial 
institution.  A  bank  to  which  this  exception  applies  is  not  treated  as 
a  member  of  the  group  for  applying  the  Act's  general  one-taxpayer 
rule  for  interest  expense  allocation  and  apportionment  to  other 
members  of  the  group;  instead,  that  bank  and  all  other  banks  in 
the  group  are  treated  as  one  taxpayer  (rather  than  each  bank 
being  treated  as  a  separate  taxpayer  for  this  purpose). 

The  technical  corrections  title  of  this  bill  provides  that,  to  the 
extent  provided  in  regulations,  a  bank  holding  company  (within  the 
meaning  of  section  2(a)  of  the  Bank  Holding  Company  Act  of  1956), 
and  any  subsidiary  of  a  bank  holding  company  (or  of  a  financial 
institution  described  in  section  581  or  591)  that  is  predominantly 
engaged  (directly  or  indirectly)  in  the  active  conduct  of  a  banking, 
financing,  or  similar  business,  shall  be  treated  as  a  financial  insti- 
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tution  for  purposes  of  the  exception  that  applies  in  certain  cases  to 
financial  institutions  described  in  section  581  or  591. 

Reasons  for  Change 

The  committee  believes  that  the  policy  embodied  in  the  separate 
bank  group  for  interest  allocation  purposes  applies  equally  to  other 
similarly  situated  taxpayers  that  are  heavily  leveraged  and  that 
conduct  their  activities  with  unrelated  persons.  Congress  adopted 
the  separate  bank  group  because  it  did  not  believe  that  interest  in- 
curred by  that  group  should  be  allocated  against  income  derived 
from  other  unrelated  activities  by  other  affiliates.  Congress  held 
this  view  only  if  the  assets  of  the  bank  group  could  not  be  utilized 
by  the  other  nonbank  members.  Congress  relied  in  the  Act  on  Fed- 
eral or  State  regulation,  and  on  actual  business  conduct,  in  order  to 
ensure  that  the  assets  of  the  bank  group  did  not  in  fact  benefit 
nonbank  members.  The  committee  believes  that  if  other  nonregu- 
lated,  highly  leveraged  entities  engaged  in  similar  businesses  to 
those  conducted  by  banks  do  in  fact  operate  separately  from  other 
nonflnancial  affiliates,  then  the  interest  incurred  by  those  entities 
should  not  be  allocated  against  unrelated  income  derived  by  other 
affiliates. 

Explanation  of  Provision 

The  bill  modifies  the  Act's  separate  treatment  for  banks  by  ex- 
tending the  same  treatment  to  other  financial  institutions  that  op- 
erate separately  from  affiliates  that  are  not  financial  institutions. 
In  determining  whether  financial  institutions  operate  separately, 
the  bill  allows  the  entity  to  demonstrate  that  it  is  regulated  by 
state  or  federal  law  or  that  it  in  fact  operates  separately.  In  demon- 
strating actual  independence,  the  bill  provides  the  Secretary  the 
authority  to  prescribe  regulations  to  prevent  the  financial  institu- 
tion from  making  its  assets  available  to  nonflnancial  affiliates. 

Effective  Date 

The  provision  is  effective  as  if  it  had  been  included  in  the  Act, 
generally,  taxable  years  beginning  after  December  31,  1986,  subject 
to  transition  rules  phasing  in  the  Act's  interest  allocation  provi- 
sions. 


XII.  Tax-Exempt  Bonds 

1.  Increase  in  annual  bond  volume  permitted  under  small-issuer 
rebate  exemption  (sec.  10401  of  the  bill  and  sec.  148  of  the 
Code) 

Present  Law 

\ 

Interest  on  State  and  local  government  bonds  generally  is  tax 
exempt  (Code  sec.  103).  To  qualify  for  tax-exemption,  certain  arbi- 
trage restrictions  must  be  satisfied  with  respect  to  the  earnings  on 
bond  proceeds,  both  with  respect  investments  made  pursuant  to  the 
governmental  purpose  of  the  borrowing  and  investments  unrelated 
to  that  purpose.  One  of  the  restrictions  on  nonpurpose  investments 
is  that,  unless  the  gross  proceeds  of  an  issue  are  spent  for  the  gov- 
ernmental purpose  of  the  borrowing  within  six  months  after  the 
bonds  are  issued,  all  arbitrage  profits  from  nonpurpose  investments 
must  be  rebated  to  the  Federal  Government  (sec.  148).  A  special  ex- 
emption from  the  rebate  requirement  is  provided  for  bonds  (other 
than  private  activity  bonds)  issued  by  governmental  units  with  gen- 
eral taxing  powers  where  the  governmental  unit  does  not  issue 
more  than  $5  million  in  bonds  (other  than  private  activity  bonds) 
during  a  calendar  year. 

Reasons  for  Change 

The  small-issuer  exemption  is  intended  to  alleviate  any  adminis- 
trative burdens  associated  with  rebating  arbitrage  profits  to  the 
Federal  Government  while  not  creating  opportunities  to  earn  large 
amounts  of  such  profits,  at  the  expense  to  the  Federal  Government 
of  the  revenue  loss  associated  with  issuance  of  tax-exempt  bonds. 
The  committee  determined  that  extension  of  this  exemption  to  gov- 
ernmental units  with  general  taxing  powers  expecting  to  issue 
somewhat  larger  amounts  of  bonds  is  consistent  with  the  policy  of 
the  exemption. 

j 

Explanation  of  Provision 

i 

The  bill  increases  the  maximum  annual  amount  of  bonds  (other 
than  private  activity  bonds)  that  a  governmental  unit  with  general 
taxing  powers  may  issue  and  still  qualify  for  exemption  from 
rebate  on  those  governmental  bonds  from  $5  million  annually  to 
$10  million. 

3 

Effective  Date 
This  provision  is  effective  on  January  1,  1988. 

j 
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2.  Clarification  of  definition  of  manufacturing  for  qualified  small- 
issue  bonds  (sec.  10402  of  the  bill  and  sec.  144  of  the  Code) 

Present  Law 

Interest  on  State  and  local  government  bonds  generally  is  tax- 
exempt  (Code  sec.  103).  Interest  on  private  activity  bonds  issued  by 
such  governments  is  taxable  unless  a  specific  exemption  is  provided 
in  the  Code.  One  exemption  provided  is  for  qualified  small-issue 
bonds.  Qualified  small-issue  bonds  may  be  issued  for  manufactur- 
ing facilities  only;  authority  to  issue  these  bonds  is  scheduled  to 
expire  after  December  31,  1989. 

A  manufacturing  facility  is  defined  as  a  facility  for  the  produc- 
tion of  tangible  personal  property.  The  fact  that  a  de  minimis 
amount  of  the  space  in  a  manufacturing  plant  is  devoted  to  offices 
directly  related  to  the  manufacturing  process  conducted  in  the 
plant  may  be  disregarded.  However,  a  separate  office  wing  of  a 
larger,  mixed-use  building  is  treated  as  a  nonmanufacturing  facili- 
ty. 

Reasons  for  Change 

The  committee  understands  that  some  issuers  are  uncertain 
about  the  scope  of  the  definition  of  manufacturing  facility.  The 
committee  wishes  to  clarify  its  original  intent. 

Explanation  of  Provision 

The  committee's  amendment  to  the  definition  of  manufacturing 
clarifies  that  the  definition  of  manufacturing  does  not  preclude  the 
use  of  a  portion  of  the  proceeds  of  a  qualified  small-issue  bonds  to 
finance  ancillary  activities  provided  those  activities  meet  several 
criteria  and  provided  all  but  a  minor  part  of  the  proceeds  of  the 
issue  are  used  to  finance  the  core  manufacturing  (i.e.,  production) 
facility  itself.  All  ancillary  activities  must  occur  at  the  same  site  as 
the  manufacturing  activity.  Manufacturing  must  constitute  sub- 
stantially all  of  on-site  economic  activity.  All  other  activities  must 
be  subordinate  to  and  integral  to  the  manufacturing  process. 

For  example,  short-term  warehousing  of  raw  materials  incidental 
to  production,  or  the  temporary  warehousing  of  the  finished  prod- 
uct would  constitute  subordinate  and  integral  activities.  An  on-site 
laboratory  whose  purpose  is  to  test  the  manufactured  product  for 
quality  or  to  experiment  with  different  materials  which  might  be 
used  as  raw  materials  for  the  product  could  be  an  integral  and  sub- 
ordinate activity.  Loading  docks  or  rail  spurs  to  unload  raw  materi- 
als or  load  finished  products  may  be  integral  to  the  functioning  of 
the  manufacturing  plant.  Similarly,  the  committee  believes  that 
forklifts  or  similar  equipment  are  integral  to  a  manufacturing  op- 
eration, but  trucks  or  vans  to  deliver  the  final  product,  while  sub- 
ordinate, are  not  integral  to  the  manufacturing  process. 

Where  a  distinct  and  separate  economic  activity  is  performed  at 
a  single  physical  location  where  manufacturing  takes  place,  an  ac- 
tivity, such  as  warehousing,  should  be  treated  as  a  separate  estab- 
lishment and  not  part  of  the  manufacturing  facility  whenever  the 
employment  in  each  such  economic  activity  is  significant. 
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For  example,  an  employee  parking  lot  adjacent  to  the  plant 
which  does  not  cause  the  firm  to  hire  parking  attendants  and  does 
not  generate  revenue  for  the  firm  would  not  be  a  separate  activity. 
Similarly,  a  separate  room  stocked  with  samples  to  show  buyers 
can  be  integral  to  the  successful  operation  of  a  manufacturing  facil- 
ity. However,  a  showroom  staffed  with  full-time  sales  personnel  is 
outside  the  scope  of  a  manufacturing  facility. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  the  bill's 
enactment. 


XIII.  Estate  and  Gift  Taxes 


1.  Special  use  valuation  of  farm  property  for  estate  tax  purposes 
(sec.  10406  of  the  bill  and  sec.  2032A  of  the  Code) 

Present  Law 

If  the  executor  so  elects,  the  value  of  qualified  real  property  is  its 
value  in  the  use  under  which  it  qualifies  as  qualified  real  property 
(sec.  2032A).  Qualified  real  property  must  be  used  for  a  qualified 
use  and  an  additional  tax  is  imposed  if  it  ceases  to  be  used  for  its 
qualified  use  within  ten  years  after  the  death  of  the  individual  in 
whose  estate  it  is  specially  valued. 

Reasons  for  Change 

The  committee  was  concerned  about  the  need  of  elderly  surviv- 
ing spouses  to  have  a  more  certain  income  stream  than  would  be 
provided  with  a  crop  share  lease. 

Explanation  of  Provision 

A  surviving  spouse's  cash  rental  of  specially  valued  real  property 
to  qualified  heirs  would  not  result  in  the  property  failing  to  be 
treated  as  used  in  a  qualified  use  for  purposes  of  the  current  use 
valuation  recapture  tax. 

Effective  Date 

The  provision  is  effective  for  recapture  events  after  the  date  of 
enactment. 
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XIV.  Compliance  and  Tax  Administration 

1.  Disclosure  of  return  information  to  certain  cities  (sec.  10411  of 
the  bill  and  sec.  6103  of  the  Code) 

Present  Law 

Section  6103  provides  for  the  confidentiality  of  returns  and 
return  information  of  taxpayers.  The  conditions  under  which  re- 
turns and  return  information  can  be  disclosed  are  specifically  enu- 
merated in  that  section.  Disclosure  of  returns  and  return  informa- 
tion to  local  income  tax  administrators  generally  is  not  permitted. 
However,  a  specific  exception  to  this  rule  provides  that  any  city 
with  a  population  in  excess  of  2  million  that  imposes  an  income  (or 
wage)  tax  may,  if  the  Secretary  in  his  sole  discretion  so  provides, 
receive  returns  and  return  information  for  the  same  purposes  for 
which  States  may  obtain  information,  subject  to  the  same  safe- 
guards as  apply  to  States. 

Cities  that  receive  information  must  reimburse  the  Internal  Rev- 
enue Service  for  its  costs  in  the  same  manner  as  a  State  must 
under  present  law.  Population  is  determined  on  the  basis  of  the 
most  recent  decennial  United  States  census  data  available. 

Any  disclosure  is  required  to  be  in  the  same  manner  and  with 
the  same  safeguards  as  disclosure  is  made  to  a  State.  The  require- 
ments of  maintaining  a  system  of  standardized  requests  for  infor- 
mation and  the  reasons  for  the  request  and  of  maintaining  strict 
security  against  release  of  the  information  are  also  made  applica- 
ble to  the  local  agencies.  Disclosure  is  permitted  only  for  the  pur- 
pose of,  and  only  to  the  extent  necessary  in,  the  administration  of  a 
local  jurisdiction  tax.  Disclosure  of  returns  or  return  information 
to  any  elected  official  or  the  chief  official  (even  if  not  elected)  of  the 
local  jurisdiction  is  not  permitted. 

Any  unauthorized  disclosure  of  returns  and  return  information 
by  an  employee  of  an  agency  receiving  this  information  subjects 
the  employee  to  the  fine  and  imprisonment  provided  by  section 
7213  and  to  the  civil  action  provided  by  section  7431. 

Reasons  for  Change 

The  committee  believes  that  the  rule  that  allows  the  Secretary, 
in  his  sole  discretion,  to  disclose  returns  and  return  information, 
under  specified  safeguards  and  conditions,  to  local  tax  administra- 
tors in  cities  that  impose  an  income  (or  wage)  tax  and  have  a  popu- 
lation in  excess  of  2  million  should  be  amended  to  apply  to  cities 
that  impose  such  a  tax  and  have  a  population  in  excess  of  1.5  mil- 
lion. 
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Explanation  of  Provision 

The  bill  modifies  section  6103(b)(5)  so  that  the  Secretary,  in  his 
sole  discretion,  may  disclose  returns  and  return  information  to 
local  tax  administrators  in  cities  with  a  population  in  excess  of  1.5 
million  (rather  than  the  present-law  requirement  of  a  population  in 
excess  of  2  million)  that  impose  a  tax  on  income  or  wages.  The  vari- 
ous safeguards  and  conditions  governing  disclosure  of  returns  and 
return  information  to  local  tax  administrators  would  remain  un- 
changed. Moreover,  unauthorized  disclosure  of  returns  or  return  in- 
formation by  an  employee  of  a  local  agency  receiving  this  informa- 
tion would  continue  to  subject  the  employee  to  fine  and  imprison- 
ment provided  by  section  7213  and  to  the  civil  action  provided  by 
section  7431. 

Effective  Date 

This  provision  is  effective  on  the  date  of  enactment  of  the  bill. 


XV.  Exempt  and  Nonprofit  Organizations 

1.  Treatment  of  certain  amounts  paid  to  or  for  the  benefit  of  insti- 
tutions of  higher  education  (sec.  10415  of  the  bill  and  sec.  170 
of  the  Code) 

Present  Law 

To  be  deductible  as  a  charitable  contribution  under  Code  section 
170,  a  payment  to  or  for  the  use  of  a  college,  university,  or  other 
qualified  organization  must  be  a  gift — i.e.,  must  be  a  voluntary 
transfer  of  money  or  property  without  receipt  or  expectation  of  fi- 
nancial or  economic  benefit.10  As  a  general  rule,  where  consider- 
ation in  the  form  of  admissions  or  other  privileges  or  benefits  is  re- 
ceived in  connection  with  payments  by  patrons  of  fund-raising  ac- 
tivities, the  payments  are  presumed  not  to  be  gifts.  In  such  a  situa- 
tion, the  burden  is  on  the  taxpayer  to  establish  that  the  amount 
paid  does  not  constitute  the  purchase  price  of  the  privileges  or  ben- 
efits and  to  establish  what  part  (if  any)  of  the  payment  in  fact 
qualifies  as  a  contribution. 1 1 

The  Internal  Revenue  Service  has  issued  guidelines  (Rev.  Rul.  86- 
63) 12  concerning  whether  payments  to  athletic  scholarship  pro- 
grams constitute  charitable  contributions  deductible  under  section 
170  when  the  payments  afford  the  right  to  purchase  preferred  seat- 
ing at  a  university's  home  football  games. 

Reasons  for  Change 

The  committee  believes  that  in  light  of  problems  in  applying  the 
IRS  administrative  guidelines  in  Rev.  Rul  86-63  to  varying  factual 
circumstances  and  differing  types  of  programs  at  hundreds  of  col- 
leges and  universities,  a  statutory  rule  should  be  adopted  to  assist 
individual  taxpayers,  educational  institutions,  and  the  IRS  in  deter- 
mining the  tax  treatment  of  such  payments.  Under  this  provision, 
a  flat  percentage  of  certain  payments  to  or  for  the  benefit  of  a  col- 
lege or  university  (other  than  amounts  separately  paid  for  tickets) 
is  treated  as  if  constituting  a  charitable  contribution,  without  the 
need  to  examine  in  each  particular  case  whether  the  payor  should 
be  viewed  as  making  a  gift,  or  to  determine  the  value  of  the  right 
to  seating  received  by  the  payor  for  his  or  her  payment.  The  com- 
mittee emphasizes  that  adoption  of  this  special  rule  for  administra- 
tive convenience  with  respect  to  certain  payments  to  or  for  the  ben- 
efit of  colleges  and  universities  does  not  affect  the  general  princi- 


10  See,  e.g.,  H.R.  Rep.  No.  1337,  83d  Cong.,  2d  Sess.  A44  Q954);  S.  Rep.  No.  1622,  83d  Cong.,  2d 
Sess.  196  Q954);  Charming  v.  U.S.,  4  F.Supp.  33  <D.  Mass.),  affd  per  curiam,  67  F.2d  986  Qst  Cir. 
1933;,  cert,  denied,  291  U.S.  686  Q934);  Treas.  Reg.  sec.  1.170A-irc/5>. 

11  Rev.  Rul.  67-246,  1967-2  C.B.  104;  see  also  Rev.  Rul.  76-185,  1976-1  C.B.  60. 

12  1986-1  C.B.  6,  superseding  Rev.  Rul.  84-132,  1984-2  C.B.  55. 

Q590; 
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pies — as  set  forth,  for  example,  in  Rev.  Rul.  67-246 13 — concerning 
the  tax  treatment  of  payments  to  charitable  organizations  in  con- 
nection with  which  the  payor  becomes  entitled  to  admissions,  free 
or  discounted  merchandise,  subscriptions  to  magazines,  or  other 
privileges  or  benefits. 

Explanation  of  Provision 

Under  the  provision,  if  a  taxpayer  makes  a  payment  to  or  for  an 
institution  of  higher  education,14  and  the  taxpayer  thereby  re- 
ceives (directly  or  indirectly)  the  right  to  seating  or  the  right  to 
purchase  seating  in  an  athletic  stadium  of  such  institution,  80  per- 
cent of  such  payment  (not  including  any  amount  separately  paid 
for  tickets)  is  treated  as  a  charitable  contribution. 

For  example,  assume  that  a  taxpayer  who  itemizes  makes  a  $300 
payment  to  a  particular  athletic  scholarship  program  maintained 
by  a  university,  and  that  the  program  is  eligible  to  receive  tax-de- 
ductible contributions.  A  minimum  payment  of  $300  is  required  to 
become  a  "member"  of  the  program.  The  only  benefit  afforded 
members  is  that  they  are  permitted  to  purchase,  by  paying  the 
stated  price  of  $120,  a  season  ticket  to  the  university's  home  foot- 
ball games  in  a  designated  area  in  the  stadium.  Because  the  games 
regularly  are  sold  out  well  in  advance,  tickets  to  the  games  covered 
by  the  season  ticket  would  not  have  been  readily  available  to  the 
taxpayer  had  not  payment  to  the  program  been  made.  The  $300 
membership  fee  is  paid  annually,  and  a  member  is  required  to 
make  a  separate  $300  payment  for  each  season  ticket  the  member 
purchases. 

Under  the  provision,  the  taxpayer  in  the  above  example  may 
claim  $240  (80  percent  of  the  $300  payment)  as  a  charitable  deduc- 
tion under  section  170.  The  taxpayer  may  not  claim  a  charitable 
deduction  for  the  remainder  of  the  $300  payment  ($60)  or  for  any 
part  of  the  $120  payment  required  to  obtain  a  season  ticket.  The 
same  tax  consequences  also  apply  under  the  provision  even  if,  in 
the  above  example,  tickets  to  games  would  have  been  readily  avail- 
able whether  or  not  the  taxpayer  had  made  the  $300  payment  to 
the  athletic  scholarship  program.  Thus,  in  the  latter  situation,  the 
taxpayer's  charitable  deduction  is  limited  to  $240. 

Effective  Date 

The  provision  is  effective  for  amounts  paid  in  taxable  years  be- 
ginning after  December  31,  1983. 

2.  Exchanges  and  rentals  of  donor  or  member  lists  of  tax-exempt 
social  welfare  organizations  (sec.  10416  of  the  bill  and  sec. 
513  of  the  Code) 

Present  Law 

While  generally  exempt  from  Federal  income  tax,  charitable, 
educational,  religious,  and  certain  other  organizations  described  in 


13  1967-2  C.B.  104;  see  also  Rev.  Rul.  76-185,  supra. 

14  The  term  "institution  of  higher  education  '  means  an  organization  described  in  sections 
1700>XlXAXii)  and  3304(f). 
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Code  section  501(a)  are  subject  to  tax  on  any  unrelated  trade  or 
business  income  (sees.  511-514).  The  tax  applies  to  gross  income  de- 
rived by  an  exempt  organization  from  any  unrelated  trade  or  busi- 
ness regularly  carried  on  by  it,  less  allowable  deductions  directly 
connected  with  the  carrying  on  of  such  trade  or  business,  both  sub- 
ject to  certain  modifications. 

An  unrelated  trade  or  business  is  defined  as  any  trade  or  busi- 
ness of  a  tax-exempt  organization  the  conduct  of  which  is  not  sub- 
stantially related  (aside  from  the  need  of  such  organization  for 
income  or  funds  or  the  use  it  makes  of  the  profits  derived)  to  the 
exercise  or  performance  by  such  organization  of  the  charitable, 
educational,  religious,  or  other  nonprofit  purpose  and  function  con- 
stituting the  basis  for  its  exemption  (sec.  513(a)). 

The  Tax  Reform  Act  of  1986  provided  that,  in  the  case  of  any  or- 
ganization exempt  from  tax  under  section  501  that  is  eligible  to  re- 
ceive tax-deductible  charitable  contributions  under  section  170(c)(2) 
or  section  170(c)(3),  the  term  unrelated  trade  or  business  does  not 
include  any  trade  or  business  of  such  organization  that  consists  of 
exchanging  or  renting  names  and  addresses  of  donors  to  (and  mem- 
bers of)  such  organization  to  another  such  tax-exempt  organization 
eligible  to  receive  tax-deductible  contributions. 

Reasons  for  Change 

The  committee  concluded  that  the  present-law  rule  excluding 
tax-exempt  charitable  organizations  (and  certain  other  organiza- 
tions eligible  to  receive  tax-deductible  contributions)  from  unrelat- 
ed business  income  tax  (UBIT)  on  income  derived  from  exchanges 
or  rentals  of  donor  or  member  lists  among  such  organizations 
should  be  extended  to  apply  to  tax-exempt  social  welfare  organiza- 
tions described  in  section  501(c)(4). 

Explanation  of  Provision 

The  bill  provides  that,  in  the  case  of  an  organization  exempt 
from  tax  under  section  501(c)(4),  the  term  unrelated  trade  or  busi- 
ness does  not  include  any  trade  or  business  that  consists  of  ex- 
changing or  renting  names  and  addresses  of  donors  to  (and  mem- 
bers of)  such  organization  with  or  to  another  501(c)(4)  organization 
or  an  organization  described  in  the  present-law  provision.  For  ex- 
ample, if  a  tax-exempt  social  welfare  organization  described  in  sec- 
tion 501(c)(4)  rents  a  list  of  its  members  either  to  another  tax- 
exempt  social  welfare  organization  described  in  section  501(c)(4)  or 
to  a  tax-exempt  charity  which  is  eligible  to  receive  tax-deductible 
contributions  under  section  170(c)(2),  the  UBIT  does  not  apply  to 
the  income  derived  from  that  activity.  Similarly,  the  UBIT  does  not 
apply  to  income  derived  by  a  tax-exempt  charity  which  is  eligible 
to  receive  tax-deductible  contributions  under  section  170(c)(2)  from 
exchanging  its  membership  lists  with  tax-exempt  social  welfare  or- 
ganizations described  in  section  501(c)(4). 

No  inference  is  intended  as  to  whether  or  not  revenues  from 
mailing  list  activities  other  than  those  described  in  the  provision, 
or  from  mailing  list  activities  described  in  the  provision  but  occur- 
ring prior  to  the  effective  date,  constitute  unrelated  business  tax- 
able income. 
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Effective  Date 

This  provision  applies  to  exchanges  and  rentals  of  mailing  lists 
occurring  after  the  date  of  the  enactment  of  the  bill. 


XVI.  Miscellaneous  Provisions 


1.  Certain  tolerances  permitted  in  determination  of  wine  tax  (sec. 

10421  of  the  bill  and  sec.  5041  of  the  Code) 

Present  Law 

An  excise  tax  ranging  from  $0.17  cents  per  wine  gallon  (14  per- 
cent or  less  alcohol)  to  $3.40  per  wine  gallon  (champagne)  is  im- 
posed on  wine. 

Reasons  for  Change 

The  wine  tax  generally  is  paid  by  reference  by  quantities  as  bot- 
tled for  commercial  sales  activities.  While  substantially  the  same 
amount  of  wine  is  contained  in  bottles  of  stated  sizes,  certain  de 
minimis  variations  occur  as  part  of  the  bottling  process.  The  com- 
mittee determined  that  allowances  for  these  variations  should  be 
provided  in  the  rules  governing  determination  of  the  wine  excise 
tax. 

Explanation  of  Provision 

The  Secretary  of  the  Treasury  is  authorized  to  prescribed  permit- 
ted de  minimis  tolerances  for  the  amount  of  wine  contained  in 
commercial  containers  of  wine.  If  the  amount  of  wine  in  a  contain- 
er is  within  these  tolerances,  tax  will  not  be  collected  for  any 
excess  wine  actually  in  the  container. 

Effective  Date 
This  provision  is  effective  on  January  1,  1988. 

2.  Payment  of  gasoline  tax  by  wholesale  distributors  (sec.  10422  of 

the  bill  and  sees.  4083  and  4101  of  the  Code) 

Present  Law 

Effective  after  December  31,  1987,  the  gasoline  excise  tax  will  be 
imposed  on  the  removal  of  the  gasoline  (or  a  gasoline  blend  stock) 
from  the  refinery,  or  upon  its  removal  from  customs  custody.  An 
exception  permits  bulk  transfers  to  bonded  terminals  without  pay- 
ment of  tax.  In  such  cases,  terminal  operators  are  liable  for  pay- 
ment of  the  tax  upon  removal  of  the  gasoline  from  the  terminal. 

Until  January  1,  1988,  the  tax  is  imposed  on  the  sale  of  the  prod- 
uct by  the  producer,  defined  to  include  a  sale  by  a  registered  whole- 
sale dealer. 

<^  Reasons  for  Change 

The  committee  advanced  the  collection  point  for  the  gasoline  tax 
in  the  1986  Act  primarily  to  curb  tax  evasion  which  had  come  to  its 
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attention.  Upon  further  reflection,  the  committee  has  determined 
that  authorizing  the  Treasury  to  require  bonds  of  registered  whole- 
sale dealers  as  a  condition  of  permitting  these  dealers  to  purchase 
gasoline  without  payment  of  tax  is  adequate  to  curb  the  evasion 
problem  presented  in  1986. 

Explanation  of  Provision 

The  bill  permits  registered  wholesale  dealers  to  purchase  gaso- 
line without  payment  of  tax  from  either  the  refinery  or  a  bonded 
terminal  to  which  the  gasoline  has  been  transferred  without  pay- 
ment of  tax.  The  point  of  collection  (i.e.,  removal  from  the  refinery 
or  bonded  terminal)  remains  unchanged. 

Only  those  registered  wholesale  dealers  who  post  a  bond  or 
supply  other  proof  of  financial  responsibility  satisfactory  to  the 
Secretary  of  the  Treasury  are  eligible  to  purchase  gasoline  without 
payment  of  tax.  The  committee  intends  that  the  Treasury  Depart- 
ment will  establish  sufficiently  strict  standards  of  financial  respon- 
sibility to  ensure  that  the  evasion  problem  that  was  occurring  in 
prior  years  does  not  re-occur.  In  establishing  these  requirements, 
however,  the  committee  intends  that  Treasury  give  recognition  to 
the  relative  size  of  the  registered  wholesale  dealer  and  his  maxi- 
mum excise  tax  exposure.  It  is  intended,  for  example,  that  the  re- 
quirements for  registered  wholesale  dealers  generally  will  be  less 
than  the  requirements  for  refineries  and  terminal  operators,  based 
upon  relative  size  of  the  businesses  and  the  higher  excise  tax  expo- 
sure of  a  refiner  or  terminal  operator. 

Further,  in  establishing  financial  responsibility  requirements  for 
registered  wholesale  dealers,  Treasury  should  show  flexibility  in 
how  financial  responsibility  may  be  demonstrated,  including  but 
not  limited  to,  demonstration  of  assets,  bonds,  and  letters  of  credit. 
In  establishing  both  the  levels  of  financial  responsibility  and  the 
means  of  demonstrating  these  levels,  Treasury  should  solicit  input 
from  all  segments  of  the  petroleum  industry;  however,  the  commit- 
tee does  intend  that  this  provision  be  implemented  so  as  to  permit 
registered  wholesale  dealers  to  commence  remitting  the  excise  tax 
with  respect  to  the  semi-monthly  period  beginning  January  1,  1988. 

Effective  Date 

This  provision  is  effective  on  January  1,  1988. 

3.  Work  incentive  jobs  credit  (sec.  10423  of  the  bill  and  sec.  50B  of 
the  1954  Code) 

Present  Law 

General  rules 

For  trade  or  business  employment,  prior  law  provided  a  WIN  tax 
credit  equal  to  50  percent  of  qualified  first-year  wages  and  25  per- 
cent of  qualified  second-year  wages  paid  to  WIN  registrants  and 
AFDC  recipients.  For  employment  other  than  in  a  trade  or  busi- 
ness, the  credit  was  35  percent  of  qualified  first-year  wages. 

No  more  than  $6,000  of  wages  during  either  the  first  or  second 
year  could  be  taken  into  account  with  respect  to  any  individual. 
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Thus,  the  maximum  credit  per  individual  employed  in  a  trade  or 
business  was  $3,000  in  the  first  year  of  employment  and  $1,500  in 
the  second  year  of  employment.  The  employer's  deduction  for 
wages  was  reduced  by  the  amount  of  the  credit. 

Eligible  employees 

An  eligible  employee  was  an  employee  who  either  was  a  member 
of  an  AFDC  (Aid  to  Families  with  Dependent  Children)  family  that 
had  been  receiving  AFDC  for  at  least  90  continuous  days  preceding 
the  date  of  hiring  or  was  placed  in  employment  under  the  WIN 
program.  In  addition,  for  the  credit  to  be  available,  the  employee 
must  have  been  employed  by  the  taxpayer  for  more  than  30  consec- 
utive days  on  a  substantially  full-time  basis,  or,  in  the  case  of  an 
employee  whose  employment  is  related  to  providing  child  day  care 
services,  on  a  full-time  or  part-time  basis. 

No  credit  was  available  in  the  case  of:  expenses  reimbursed,  for 
example,  by  a  grant;  employees  who  displace  other  employees  from 
employment;  migrant  workers;  or  employees  who  are  close  rela- 
tives, dependents,  or  major  stockholders  of  the  employer. 

Certification 

Prior  to  the  Economic  Recovery  Tax  Act  of  1981  (ERTA),  the 
WIN  credit  did  not  specifically  require  certification  of  an  employee 
as  a  qualified  individual  prior  to  date  of  employment.  Under  the 
Economic  Receovery  Tax  Act  of  1981  (ERTA)  two  alterations  were 
made  to  the  WIN  credit.  First,  the  WIN  credit  was  merged  with 
the  targeted  jobs  credit.  Second,  the  Act  required  that  certification 
that  an  individual  was  a  member  of  a  targeted  group  must  be  ob- 
tained or  requested  before  the  date  an  individual  begins  work.  Be- 
cause of  the  potential  for  substantial  revenue  losses  if  retroactive 
certifications  were  to  continue,  this  change  was  made  generally  ef- 
fective on  July  23,  1981. 

Reasons  for  Change 

The  Internal  Revenue  Service  has  taken  the  position  that  the 
WIN  credit  is  not  available  for  wages  paid  to  employees  unless  cer- 
tification was  made  or  requested  before  the  employees  began  work 
for  the  employer.  Accordingly,  on  February  26,  1987,  the  Internal 
Revenue  Service  issued  General  Counsel  Memorandum  (GCM) 
39604  providing  that  employers  may  not  claim  a  credit  for  eligible 
AFDC  and  WIN  recipients  hired  before  the  date  the  employees 
commence  service  for  the  employer.  The  committee  believes  that  a 
provision  is  necessary  to  uphold  the  position  of  the  Service  taken  in 
GCM  39604.  Because  many  taxpayers  assumed  the  availability  of 
the  credit  for  employees  for  whom  certification  was  not  obtained  on 
or  before  the  day  the  employee  commenced  service,  the  committee 
believes  this  provision  should  be  effective  with  respect  only  to  cred- 
its first  claimed  after  the  GCM  was  published  on  March  11,  1987. 

Explanation  of  Provision 

The  bill  clarifies  that  certifications  for  the  work  incentive  jobs 
credit  (sec.  50B(h)(l)  of  the  IRC  as  in  effect  for  taxable  years  begin- 
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ning  before  January  1,  1982)  must  be  made  on  or  before  the  day 
the  individual  begins  work. 

Effective  Date 

This  provision  is  effective  for  purpose  of  credits  first  claimed 
after  March  11,  1987. 

4.  Enjebi  Community  Trust  Fund  (sec.  10420  of  the  bill) 

Present  Law 

The  Enjebi  Community  Trust  Fund  was  established  in  Section 
103(k)  of  the  Compact  of  Free  Association  Act  of  1985  (P.L.  99-239) 
to  provide  a  means  of  financing  the  future  rehabilitation  of  Enjebi 
Island  in  the  Enewetak  Atoll. 

Enjebi  was  used  by  the  United  States  as  ground  zero  for  most  of 
the  43  nuclear  weapons  tests  conducted  there  in  the  1940,s  and 
1950's.  Because  it  was  not  possible,  for  radiological  health  reasons, 
to  resettle  Enjebi  at  the  time  the  rest  of  the  atoll  was  rehabilitated 
in  the  late  1970's,  a  fund  was  established  to  conduct  the  cleanup 
once  it  is  feasible  for  the  people  to  return.  The  fund  is  to  have  a 
principal  amount  of  $10,000,000. 

Reasons  for  Change 

The  committee  agreed  with  the  position  previously  taken  by  the 
Committee  on  Interior  and  Insular  Affairs  that  the  Enjebi  Commu- 
nity Trust  Fund  should  be  allowed  to  grow  from  the  proceeds  of  in- 
vestment earnings  on  a  tax-free  basis  in  order  to  provide  an  appro- 
priate amount  for  the  eventual  rehabilitation  of  Enjebi  Island.  An 
exemption  was  provided  in  1982  for  a  similar  trust  fund  for  Bikini 
Island. 

Explanation  of  Provision 

Earnings  on  and  distributions  from  the  Enjebi  Community  Trust 
Fund  are  to  be  exempt  from  any  form  of  Federal,  State,  or  local 
taxation. 

Effective  Date 
The  provision  is  to  be  effective  for  all  taxable  years. 


XVII.  Treatment  of  Self-Insured  Workers'  Compensation  Funds 
(Sec.  10428  of  the  Bill) 


Present  Law 

In  general 

State  workers'  compensation  laws  typically  subject  employers  in 
certain  lines  of  business  to  liability  for  workers'  compensation 
claims  arising  from  work-related  injuries.  Some  States  permit  em- 
ployers who  are  members  of  a  trade  association,  or  employers  with 
similar  risk  characteristics,  to  pool  their  workers'  compensation  li- 
abilities. Such  pooling  arrangements  typically  are  subject  to  regula- 
tion by  a  State  workers'  compensation  board  or  agency  that  admin- 
isters the  State  workers'  compensation  rules. 

For  Federal  income  tax  purposes,  self-insured  workers'  compen- 
sation funds  generally  are  treated  as  mutual  property  and  casualty 
insurance  companies. 

Deduction  for  policyholder  dividends 

In  determining  the  taxable  income  of  a  property  and  casualty  in- 
surance company,  a  deduction  is  permitted  for  dividends  and  simi- 
lar distributions  paid  or  declared  to  policyholders  in  their  capacity 
as  such  (Code  sec.  832(c)(ll)).  For  purposes  of  this  deduction, 
present  law  provides  that  the  term  "paid  or  declared"  is  construed 
according  to  the  method  of  accounting  regularly  employed  in  keep- 
ing the  books  of  the  insurance  company.  Treasury  regulations  pro- 
vide that  deductible  dividends  to  policyholders  include  amounts  re- 
turned to  policyholders  if  the  amount  is  not  fixed  in  the  insurance 
contract  but  depends  on  the  experience  of  the  company  or  the  dis- 
cretion of  the  management  (Treas.  Reg.  sec.  1.822-12). 

Since  1957,  the  Internal  Revenue  Service  has  taken  the  position 
that  property  and  casualty  insurance  companies  utilizing  the  ac- 
crual method  of  accounting  may  deduct  dividends  to  policyholders 
in  the  year  of  declaration,  even  though  such  dividends  are  declared 
in  unspecified  amounts  representing  all  or  a  specified  portion  of 
net  profits  for  such  year  and  are  not  paid  until  the  following  year 
(Rev.  Rul.  57-134,  1957-1  C.B.  210).  In  the  1957  ruling,  the  IRS  noted 
that,  at  the  end  of  the  taxable  year  in  which  the  dividend  was  de- 
clared pursuant  to  a  resolution  of  the  board  of  directors,  the  liabil- 
ity for  payment  of  the  dividend  could  not  be  affected  by  events  oc-  | 
curring  later  than  the  end  of  the  year.  In  reaching  this  conclusion 
that  such  policyholder  dividends  were  deductible  in  the  year  de-  ! 
clared,  the  IRS  stated  that  the  deduction  for  policyholder  dividends 
is  subject  to  the  all-events  test,  i.e.,  the  deduction  is  permitted  in 
the  year  when  all  events  have  occurred  which  determine  the  fact  of 
the  liability,  and  the  amount  thereof  can  be  determined  with  rea- 
sonable accuracy  (see  Treas.  Reg.  sec.  1.461-l(a)(2)). 
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More  recently,  the  IRS  has  continued  to  rely  on  the  reasoning  set 
forth  in  the  1957  ruling,15  and  has  ruled  privately  with  respect  to 
certain  workers'  compensation  funds  that  a  fund  treated  as  a 
mutual  property  and  casualty  company  may  deduct  dividends  in 
the  year  declared,  provided  the  dividend  declaration  by  its  terms 
creates  a  binding  and  enforceable  unconditional  obligation  to  pay 
the  members. 

The  IRS  in  audits  has  raised  the  issue  whether  the  all-events  test 
is  met  in  cases  in  which  the  declared  dividend  is  contingent  upon 
subsequent  approval  of  its  amount  by  State  regulatory  authorities 
(e.g.,  the  State  workers'  compensation  board).  In  this  situation,  the 
fund  cannot  pay  a  dividend  in  the  amount  declared,  or  indeed,  in 
any  specific  amount,  until  it  knows  the  State  regulatory  authority's 
determination  as  to  the  amount  approved  for  distribution.  Thus,  if 
the  amount  of  the  declared  dividend  is  subject  to  subsequent  ap- 
proval by  the  State  regulatory  authority,  the  dividend  is  not  cov- 
ered by  the  IRS's  earlier  ruling  permitting  dividends  to  be  deduct- 
ed in  the  year  declared  under  the  all-events  test. 

To  the  extent  that  there  is  clearly  an  obligation  to  return  divi- 
dends to  the  policyholders,  the  issue  under  the  all-events  test  is  in 
what  year  the  fact  and  amount  of  the  liability  to  pay  is  sufficiently 
fixed.  Because  applicable  State  workers'  compensation  laws  or  reg- 
ulations require  the  fund  to  return  to  policyholders  amounts  in 
excess  of  amounts  needed  to  pay  claims  and  expenses,  the  entire 
amount  declared  as  a  dividend  in  any  one  year  will  very  likely  be 
returned  to  policyholders  eventually  (absent  a  sudden  or  unfore- 
seen increase  in  claims  or  some  other  event  such  as  insolvency). 
The  all-events  test,  including  the  requirement  that  economic  per- 
formance must  have  occurred  before  the  deduction  is  allowed  (sec. 
461(h)),  would  not,  however,  permit  the  deduction  in  the  year  the 
dividend  is  declared  if  a  subsequent  contingency  (such  as  the  deter- 
mination of  State  regulatory  authorities)  could  change  the  permit- 
ted amount  of  the  dividend. 

Moratorium  in  Tax  Reform  Act  of  1986 

The  Tax  Reform  Act  of  1986  (sec.  1879(q))  imposed  a  moratorium 
with  respect  to  audits  and  litigation  relating  to  self-insured  work- 
ers' compensation  funds,  to  provide  an  opportunity  to  review  the 
concerns  of  the  Internal  Revenue  Service  and  the  impact  on  the 
employers  who  have  established  self-insured  workers'  compensation 
funds.  The  provision  directs  the  Secretary  of  the  Treasury  to  sus- 
pend any  pending  audit  of  any  self-insured  workers'  compensation 
fund  if  the  audit  involves  the  issue  of  whether  such  fund  is  a 
mutual  insurance  company,  not  to  initiate  an  audit  of  any  such 
fund  involving  such  issue,  and  to  take  no  steps  to  collect  from  such 
fund  any  underpayment,  interest,  or  penalty  involving  such  issue. 
This  provision  applies  for  the  period  commencing  on  October  22, 
1986,  and  ending  on  August  16,  1987. 


15  See  also  Commercial  Fisherman's  Inter-Insurance  Exchange  v.  Commissioner,  38  T.C.  915 
(1962),  acq.  in  result,  1966-2  C.B.  4. 


1600 


Reasons  for  Change 

The  committee  believes  that  the  tax  treatment  of  self-insured 
workers'  compensation  funds  should  be  clarified  and  that  relief 
should  be  provided  to  the  funds  for  prior  years. 

Explanation  of  Provision 

The  bill  provides  that  a  qualified  group  self-insurers'  fund  is  to 
be  provided  relief  from  deficiency  assessments  relating  to  the 
timing  of  the  deduction  for  policyholder  dividends  for  taxable  years 
beginning  before  January  1,  1987.  For  taxable  years  beginning  on 
or  after  January  1,  1987,  the  committee  expects  that  such  a  fund's 
deduction  for  policyholder  dividends  is  to  be  delayed  until  such 
time  as  the  State  regulatory  authority  determines  the  amount  of 
policyholder  dividends  that  may  be  paid. 

Further,  the  bill  provides  that,  for  taxable  years  beginning  before 
January  1,  1989,  the  tax  treatment  of  a  qualified  group  self-insur- 
ers'  fund  is  to  be  determined  under  the  rules  for  property  and  casu- 
alty insurance  companies  in  effect  prior  to  the  Tax  Reform  Act  of 
1986.  If  a  group  self-insurer  is  not  a  qualified  group  self-insurer, 
then  the  rules  of  the  1986  Act  relating  to  property  and  casualty  in- 
surance companies  apply  for  taxable  years  beginning  after  Decem- 
ber 31,  1986. 

Under  the  bill,  the  term  "qualified  group  self-insurers'  fund" 
means  a  not-for-profit  group  of  two  or  more  employers  engaged  in 
the  same  or  a  similar  trade  or  business,  who  are  members  of  a 
bona  fide  trade  or  professional  association  that  has  been  in  exist- 
ence for  at  least  two  years,  and  who  enter  into  agreements  to  pool 
their  liabilities  under  State  workers'  disability  compensation  laws. 
In  addition,  the  bill  provides  that  the  group  is  required  to  have  re- 
ceived a  certificate  of  approval  from,  and  be  subject  to  regulation 
by,  the  State  board  or  agency  responsible  for  administering  the 
State  workers'  disability  compensation  laws. 

Each  employer  who  is  a  member  of  the  group  is  to  be  jointly  and 
severally  liable  for  any  lawful  judgment  or  award  against  any 
member  of  the  group  entered  by  a  court  of  competent  jurisdiction 
or  by  the  State  agency  responsible  for  administering  the  State 
workers'  disability  compensation  laws.  The  group  is  required  to  be 
prohibited,  by  State  law  or  regulation,  (1)  from  using  the  money  it 
collects  for  any  purpose  other  than  paying  claims  under  the  work- 
ers' compensation  laws,  and  (2)  from  taking  projected  investment 
income  into  account  in  determining  members'  premiums. 

Under  the  bill,  a  group  is  a  qualified  group  self-insurers'  fund 
only  if  the  group  is  required  by  State  law  or  regulation  to  submit 
an  audited  financial  statement  certified  by  an  independent  certi- 
fied public  accountant  to  the  State  regulatory  authority  within  120 
days  following  the  close  of  the  group's  fiscal  year. 
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Finally,  a  group's  investments  are  required  to  be  limited  by  State 
law  or  regulation  to  bonds,  notes,  or  other  evidences  of  indebted- 
ness issued,  assumed,  or  guaranteed  by  the  U.S.  or  by  an  agency  or 
instrumentality  of  the  U.S.,  certificates  of  deposit  in  a  Federally  in- 
sured bank,  shares  or  savings  deposits  in  a  Federally  insured  sav- 
ings and  loan  association  or  credit  union,  and  certificates  of  deposit 
issued  by  a  commercial  bank  chartered  under  State  law. 

Effective  Date 
The  provision  is  effective  upon  enactment. 


XVIII.  Amendments  to  Other  Tax  Legislation 
1.  Application  of  harbor  maintenance  tax 

a.  Donated  cargo  (sec.  10431  of  the  bill  and  sees.  4461  and 

4462  of  the  Code) 

Present  Law 

The  Water  Resources  Development  Act  of  1986  (P.  L.  99-662)  es- 
tablished a  new  harbor  maintenance  user  tax  of  0.04  percent  of  the 
value  of  the  commercial  cargo  loaded  or  unloaded  at  a  United 
States  port  (sec.  4461),  effective  on  April  1,  1987.  Commercial  cargo 
is  defined  as  any  cargo  transported  on  a  commercial  vessel,  includ- 
ing passengers  transported  for  compensation  or  hire. 

Under  interim  regulations  issued  by  the  U.S.  Customs  Service  on 
March  30,  1987,  the  user  tax  is  assessed  on  any  cargo  loaded  or  un- 
loaded at  a  U.S.  port,  unless  otherwise  exempted.  No  exception  is 
made  in  the  statute  or  in  the  regulations  for  cargo,  usually  food, 
clothing  or  medical  supplies,  which  is  to  be  donated  overseas  for 
humanitarian  or  developmental  reasons. 

Reasons  for  Change 

The  committee  believes  that  applying  the  harbor  maintenance 
user  tax  to  cargo  that  is  intended  for  donation  overseas  for  human- 
itarian or  developmental  purposes  is  inconsistent  with  the  general 
thrust  of  the  Internal  Revenue  Code  which  contains  provisions 
which  generally  exempt  charitable  and  humanitarian  activities 
from  taxation. 

Explanation  of  Provision 

The  bill  excludes  from  the  harbor  maintenance  tax  cargo  that  is 
donated  for  humanitarian  and  development  assistance  overseas, 
where  such  cargo  is  owned  or  financed  by  a  non-profit  organization  : 
or  cooperative. 

i 

Effective  Date 

The  provision  is  effective  on  April  1,  1987  (the  effective  date  of . 
the  tax). 

b.  Tax  imposed  once  on  imported  or  exported  cargo  in  a 

continuous  transportation  by  a  single  shipper  (sec. 
10432  of  the  bill  and  sees.  4461  and  4462  of  the  Code) 

Present  Law 

The  Water  Resources  Development  Act  of  1986  (P.  L.  99-662)  es- 
tablished a  harbor  maintenance  user  tax  of  0.04  percent  of  the 
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value  of  the  commercial  cargo  loaded  or  unloaded  at  a  United 
States  port  (sec.  4461),  effective  on  April  1,  1987.  Commercial  cargo 
is  defined  as  any  cargo  transported  on  a  commercial  vessel,  includ- 
ing passengers  transported  for  compensation  of  hire. 

Under  interim  regulations  issued  by  the  U.S.  Customs  Service  on 
March  30,  1987,  the  user  tax  is  assessed  on  any  cargo  loaded  or  un- 
loaded at  a  U.S.  port,  unless  otherwise  exempted.  Under  present 
law  and  regulations,  multiple  taxation  may  occur  on  import  and 
export  cargoes  that  are  discharged  at  a  U.S.  port  for  waterborne 
conveyance  to  another  U.S.  port  on  a  different  vessel. 

Reasons  for  Change 

The  committee  believes  that  it  is  inconsistent  with  the  purposes 
of  the  harbor  maintenance  user  tax  to  apply  more  than  once  to 
cargo  that  is  loaded  or  unloaded  at  any  U.S.  port  for  subsequent 
shipment  by  water  to  another  U.S.  port  by  the  same  shipper.  The 
committee  believes  that  cargo  using  to  such  shipping  patterns 
should  pay  only  one  harbor  maintenance  user  tax. 

Explanation  of  Provision 

The  bill  amends  the  provisions  of  the  harbor  maintenance  user 
tax  to  assure  that  cargo  destined  for  import  or  export  through  any 
U.S.  port  is  subject  to  only  one  payment  of  the  user  tax,  even 
though  the  cargo  is  to  be  loaded  or  unloaded  at  another  U.S.  port, 
so  long  as  the  cargo  is  entering  or  leaving  the  U.S.  in  a  continuous 
transportation  by  a  single  shipper. 

Effective  Date 

The  provision  is  effective  with  respect  to  payment  of  harbor 
maintenance  user  taxes  on  or  after  January  1,  1988. 

2.  Collection  of  distilled  spirits  excise  tax  on  bottled  imported 
spirits  (sec.  10433  of  the  bill  and  sec.  5061  of  the  Code) 

Present  Law 

The  excise  tax  on  domestically  produced  and  bulk  imported  dis- 
tilled spirits  is  collected  on  removal  of  the  spirits  from  the  refinery. 
The  tax  on  bottled  imported  distilled  spirits  is  collected  on  removal 
of  the  spirits  from  the  first  customs  bonded  warehouse  to  which  the 
spirits  are  taken  upon  entry  in  U.S.  customs  custody.  For  this  pur- 
pose, a  foreign  trade  zone  is  treated  the  same  as  other  customs 
bonded  warehouses. 

Reasons  for  Change 

The  committee  was  concerned  that  several  established  businesses 
were  suffering  because  producers  of  bottled  imported  distilled  spir- 
its were  processing  the  distilled  spirits  outside  of  the  United  States, 
rather  than  in  foreign  trade  zones  that  historically  have  handled 
this  business. 
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Explanation  of  Provision 

The  bill  provides  a  special  exception  for  certain  foreign  trade 
zones  that  historically  have  processed  bottled  imported  distilled 
spirits.  Under  this  exception,  removal  of  the  distilled  spirits  from 
these  trade  zones  to  another  bonded  premise  will  not  be  a  taxable 
event.  Rather,  tax  will  be  collected  upon  removal  of  the  distilled 
spirits  from  the  first  bonded  warehouse  to  which  the  spirits  are 
transferred  from  the  zone.  This  exception  is  limited  to  several  spe- 
cifically named  foreign  trade  zones,  and  further  is  limited  to  a 
specified  quantity  of  distilled  spirits  based  on  past  activity  in  each 
zone. 

Effective  Date 

This  provision  is  effective  on  January  1,  1988. 

3.  One-year  extension  of  commencement  date  of  Oil  Spill  Liability 
Trust  Fund  and  tax  on  petroleum  (sec.  10434  of  the  bill,  sec. 
8031-8033  of  the  Omnibus  Budget  Reconciliation  Act  of  1986, 
and  sec.  4611(f)  of  the  Code) 

Present  Law 
Omnibus  Budget  Reconciliation  Act  of  1986 

The  1986  Budget  Reconciliation  Act  established  the  Oil  Spill  Li- 
ability Trust  Fund  in  the  Internal  Revenue  Code  and  imposed  a  tax 
of  1.3  cents  per  barrel  on  crude  oil  and  refined  products  subject  to 
the  Superfund  petroleum  tax. 

The  Trust  Fund  and  tax  provisions  were  to  have  taken  effect  on 
the  commencement  date.  The  commencement  date  was  to  occur  on 
the  first  day  of  the  first  calendar  month  beginning  more  than  30 
days  after  the  enactment  of  a  law  before  September  1,  1987  author- 
izing an  oil  spill  liability  program.  Since  authorizing  legislation 
was  not  enacted  by  September  1,  1987,  the  Oil  Spill  Liability  Trust 
Fund  and  tax  provisions  of  the  1986  Budget  Reconciliation  Act  will 
not  take  effect. 

Superfund  petroleum  tax 

Superfund  taxes  of  8.2  cents  per  barrel  for  domestic  crude  oil  and 
11.7  cents  per  barrel  for  imported  petroleum  products  are  imposed 
on  the  receipt  of  crude  oil  at  a  U.S.  refinery,  the  import  of  petrole- 
um products  and,  if  the  tax  has  not  already  been  paid,  on  the  use 
or  export  of  domestically  produced  oil. 

Reason  for  Change 

The  committee  decided  to  extend  the  commencement  date  of  the 
Oil  Spill  Liability  Trust  Fund  and  petroleum  tax  to  provide  an  ad- 
ditional year  for  the  enactment  of  authorizing  legislation. 

Explanation  of  Provision 

The  commencement  date  of  the  Oil  Spill  Liability  Trust  Fund 
and  petroleum  tax  is  extended  so  that  the  trust  fund  and  tax  will 
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take  effect  if  qualified  legislation  authorizing  an  oil  spill  liability 
program  is  enacted  by  September  1,  1988. 

Effective  Date 
The  provision  is  effective  upon  date  of  enactment. 


SUBTITLE  D:  TAX-EXEMPT  ORGANIZATIONS'  LOBBYING 
AND  POLITICAL  ACTIVITIES 


1.  Disclosure  Requirements 

a.  Disclosure  by  certain  tax-exempt  organizations  of  nondeducti- 
bility  of  contributions 

Present  Law 

Code  section  501(c)  lists  25  different  categories  of  organizations 
that  generally  are  exempt  from  Federal  income  tax,  including 
charitable  organizations,  social  welfare  organizations,  labor  unions, 
trade  associations,  social  clubs,  veterans  organizations,  and  other 
types  of  nonprofit  mutual  benefit  organizations.  Also,  section  527 
provides  that  political  organizations,  including  political  action  com- 
mittees and  campaign  committees,  generally  are  exempt  from  Fed- 
eral income  tax  on  contributions,  membership  dues,  fundraisers, 
etc.  (but  not  on  investment  income). 

Contributions  to  only  three  categories  of  tax-exempt  organiza- 
tions are  allowed  as  charitable  deductions  for  Federal  income  tax 
purposes.  Charitable  deductions  generally  are  allowed  for  (1)  contri- 
butions to  organizations  that  are  organized  and  operated  exclusive- 
ly for  charitable,  educational,  religious,  scientific,  or  certain  other 
specified  purposes  (sec.  170(c)(2));  (2)  contributions  by  individuals  to 
certain  fraternal  organizations  if  such  contributions  are  to  be  used 
exclusively  for  charitable,  etc.  purposes  (sec.  170(c)(4));  and  (3)  con- 
tributions to  certain  veterans  organizations  (sec.  170(c)(3)).  Contri- 
butions to  other  types  of  tax-exempt  organizations  or  to  political  or- 
ganizations are  not  deductible  for  Federal  income  tax  purposes. 

There  is  no  requirement  under  present  law  that  a  tax-exempt  or- 
ganization must  state,  in  its  solicitations  for  "contributions,"  ' 'do- 
nations,' '  or  other  types  of  support  from  its  members  or  the  general 
public,  whether  or  not  such  amounts  are  deductible  as  charitable 
contributions. 

Reasons  for  Change 
Contributions  to  noncharitable  organizations 

The  committee  found  that  many  different  types  of  tax-exempt  or- 
ganizations soliciting  *  'contributions"  or  other  support  do  not 
inform  potential  contributors  that  their  payments  to  such  organiza- 
tions are  not  deductible  as  charitable  contributions  for  Federal 
income  tax  purposes.  In  some  cases,  tax-exempt  organizations — 
such  as  section  501(c)(4)  lobbying  organizations — may  suggest  or 
imply  in  their  fundraising  appeals  that  contributions,  membership 
dues,  etc.  are  deductible  when  in  fact  they  are  not. 

By  virtue  of  this  lack  of  disclosure  or  use  of  misleading  state- 
ments, organizations  that  are  allowed  (within  limitations)  to 

(1606) 


1607 


engage  in  lobbying  or  political  campaign  activities  are  able  to  at- 
tract support  from  donors  who  then  claim  tax  benefits  that  are 
available  under  law  only  for  contributions  to  charitable  organiza- 
tions, which  are  precluded  from  engaging  in  any  political  campaign 
activities  and  are  limited  as  to  the  extent  of  permissible  lobbying 
activities.  Thus,  some  lobbying  and  political  organizations  have 
been  exploiting  and  abusing  the  provisions  of  the  Code  governing 
tax-exempt  organizations  and  tax-deductible  contributions  by  seek- 
ing, in  effect,  to  siphon  off  tax  benefits  that  are  targeted  to  charita- 
ble organizations.  Further,  donors  who  unknowingly  claim  improp- 
er charitable  deductions,  based  on  lack  of  disclosure  of  nondeducti- 
bility,  miscalculate  their  true  income  tax  liability  and  create  audit 
problems  for  the  Internal  Revenue  Service. 

Accordingly,  the  committee  believes  that  fundraising  solicitations 
made  by  tax-exempt  organizations  (including  political  organiza- 
tions) that  are  not  eligible  to  receive  tax-deductible  charitable  con- 
tributions should  contain  an  express  statement,  in  a  conspicuous 
and  easily  recognizable  format,  that  contributions  to  the  organiza- 
tion are  not  deductible  as  charitable  contributions  for  Federal 
income  tax  purposes.  The  committee  believes  that  such  disclosure 
is  necessary  to  prevent  abuse  of  tax-exempt  status  by  organizations 
that  mislead  or  misinform  taxpayers  about  the  nondeductibility  of 
contributions  to  them,  and  so  that  taxpayers  furnishing  support  to 
such  organizations  are  informed  as  to  the  correct  tax  treatment  of 
their  contributions. 

Nondeductible  payments  to  charitable  organizations 

The  provision  in  the  bill  requiring  disclosure  that  contributions 
to  certain  tax-exempt  organizations  are  not  deductible  as  charita- 
ble contributions  does  not  itself  require  a  tax-exempt  charitable  or- 
ganization to  disclose  in  its  fundraising  solicitations  the  extent  (if 
any)  to  which  ' 'contributions,' '  membership  dues,  or  other  pay- 
ments to  the  organization  are  deductible  as  charitable  contribu- 
tions when  the  payor  is  entitled  to  some  benefit  or  privilege  in 
return.  However,  the  committee  also  is  concerned  that  some  chari- 
table organizations  may  not  make  sufficient  disclosure,  in  soliciting 
donations,  membership  dues,  payments  for  admissions  or  merchan- 
dise, or  other  support,  of  the  extent  (if  any)  to  which  the  payors 
may  be  entitled  to  charitable  contributions  for  such  payments. 

For  example,  ' 'membership' '  in  a  museum,  library,  scientific  re- 
search organization,  or  educational  organization  described  in  sec- 
tion 501(c)(3)  may  entitle  the  member  to  benefits  having  monetary 
value,  such  as  free  admission  to  events  for  which  nonmembers  are 
charged  fees,  discounts  from  regular  prices  on  merchandise  pur- 
chases, free  subscriptions  to  publications  of  general  circulation,  or 
free  books  or  other  items.  Nonetheless,  membership  solicitation 
material  of  some  organizations  may  suggest  or  imply  that  the  full 
amount  of  membership  fees  paid  by  the  taxpayer  is  deductible — for 
example,  by  stating  that  contributions  "are  deductible  to  the 
extent  allowed  by  law,"  or  by  stating  (without  further  explanation) 
that  the  organization  is  recognized  as  eligible  to  receive  tax-deduct- 
ible contributions. 

In  other  instances,  such  as  where  a  charitable  organization  sells 
raffle  tickets,  some  organizations  incorrectly  may  state  that  pay- 
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ments  are  deductible  when  no  deduction  is  allowed  under  present 
law.  Similarly,  where  a  charitable  organization  auctions  donated 
merchandise  or  services,  some  organizations  may  state  that  the  full 
amount  of  a  winning  "bid"  is  deductible  to  the  purchaser,  whereas 
no  deduction  is  allowable  except  to  the  extent  that  the  taxpayer 
can  show  that  his  or  her  payment  exceeded  the  fair  market  value 
at  retail  of  the  item  or  service  received.  By  contrast,  many  other 
charities  carefully  and  correctly  advise  their  supporters  of  the  long- 
standing tax  rules  governing  the  deductibility  of  payments  made  to 
a  charitable  organization  in  return  for,  or  with  expectation  of,  a  fi- 
nancial or  economic  benefit  to  the  payor. 

This  area  of  concern  has  not  been  addressed  in  the  bill  itself  be- 
cause it  does  not  involve  the  nondeductibility  of  contributions  to 
noncharitable  organizations  that  engage  in  political  campaign  ac- 
tivities or  substantial  lobbying  activities.  However,  the  committee 
anticipates  that  the  Internal  Revenue  Service  will  monitor  the 
extent  to  which  taxpayers  are  being  furnished  accurate  and  suffi- 
cient information  by  charitable  organizations  as  to  the  nondeducti- 
bility of  payments  to  such  organizations  where  benefits  or  privi- 
leges are  received  in  return,  so  that  such  taxpayers  can  correctly 
compute  their  Federal  income  tax  liability.  The  committee  also  an- 
ticipates that  groups  representing  the  charitable  community  will 
further  educate  their  members  as  to  the  applicable  tax  rules  and 
provide  guidance  as  to  how  charities  can  provide  appropriate  infor- 
mation to  their  supporters  in  this  regard. 

Explanation  of  Provisions 

In  general 

Under  the  bill,  each  fundraising  solicitation  by  (or  on  behalf  of)  a 
tax-exempt  organization  that  is  subject  to  the  new  disclosure  re- 
quirement must  contain  an  express  statement,  in  a  conspicuous 
and  easily  recognizable  format,  that  contributions  or  gifts  to  such 
organization  are  not  deductible  as  charitable  contributions  for  Fed- 
eral income  tax  purposes. 

This  disclosure  requirement  applies  to  any  organization  that  is 
described  in  section  501(c)1  or  section  501(d)2  and  that  is  exempt 
from  Federal  income  tax  under  section  501(a),  other  than  an  orga- 
nization that  is  eligible  to  receive  tax-deductible  charitable  contri- 
butions because  it  is  described  in  section  170(c).  Thus,  for  example, 
the  disclosure  requirement  applies  to  fundraising  solicitations  by  or 
on  behalf  of  social  welfare  organizations  (sec.  501(c)(4));  labor 
unions  (sec.  501(c)(5));  trade  associations  (sec.  501(c)(6));  social  clubs 
(sec.  501(c)(7));  and,  except  to  the  extent  stated  below,  fraternal  or-  j 
ganizations  (sees.  501(c)(8),  (c)(10)).3  In  addition,  the  disclosure  re-  \ 


1  However,  the  disclosure  requirement  does  not  apply  to  organizations  described  in  section 
501(c)(1),  referring  to  certain  tax-exempt  corporations  organized  under  Act  of  Congress  that  are 
instrumentalities  of  the  Federal  Government  (such  as  the  Federal  Deposit  Insurance  Corpora- 
tion). 

2  Section  501(d)  describes  a  religious  or  apostolic  organization  if  (1)  the  organization  has  a 
common  or  community  treasury,  and  (2)  its  members  include  (at  the  time  of  filing  their  returns) 
in  their  gross  income  their  entire  pro  rata  shares,  whether  distributed  or  not,  of  the  organiza- 
tion's taxable  income  for  the  year. 

3  In  some  circumstances,  payments  made  to  noncharitable  tax-exempt  organizations  may  be 
deductible  as  business  expenses  (e.g.,  membership  dues  paid  to  a  labor  union  or  trade  associa- 
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quirement  applies  to  any  political  organization  as  defined  in  sec- 
tion 527(e),  including  political  campaign  committees  and  political 
action  committees. 

As  indicated  above,  tax-exempt  organizations  that  are  eligible  to 
receive  tax-deductible  charitable  contributions  are  not  subject  to 
disclosure  of  nondeductibility.  Thus,  the  disclosure  requirement 
does  not  apply  to  (1)  organizations  that  are  organized  and  operated 
exclusively  for  charitable,  educational,  religious,  scientific,  or  cer- 
tain other  specified  purposes  and  that  meet  certain  other  require- 
ments (sec.  170(c)(2));  (2)  certain  fraternal  organizations,  but  only 
with  respect  to  solicitations  for  contributions  or  gifts  from  individ- 
uals that  are  to  be  used  exclusively  for  charitable,  etc.  purposes 
(sec.  170(c)(4));4  and  (3)  certain  veterans  organizations  (sec. 
170(c)(3)). 

The  nondeductibility  disclosure  requirement  under  the  bill  also 
applies  to  any  organization  not  eligible  to  receive  tax-deductible 
charitable  contributions  that,  at  any  time  during  the  five-year 
period  ending  on  the  date  of  the  fundraising  solicitation,  constitut- 
ed an  organization  of  the  type  to  which  the  new  disclosure  require- 
ment applies.  For  example,  the  disclosure  requirement  applies  to 
an  organization  (whether  or  not  currently  tax-exempt)  that  consti- 
tuted a  tax-exempt  social  welfare  organization  under  section 
501(c)(4)  at  any  time  during  such  period.  In  addition,  the  disclosure 
requirement  applies  to  any  organization  not  eligible  to  receive  tax- 
deductible  charitable  contributions  that  is  a  successor  to  an  organi- 
zation that,  at  any  time  during  the  five-year  period  ending  on  the 
date  of  the  fundraising  solicitation,  had  been  subject  to  the  disclo- 
sure requirement  (e.g.,  that  is  a  successor  to  an  organization  that 
had  been  a  section  527  political  organization  during  such  period). 

Under  the  bill,  the  disclosure  requirement  does  not  apply  to  any 
organization  the  gross  receipts  of  which  in  each  taxable  year  nor- 
mally are  not  more  than  $100,000.  The  bill  also  provides  that,  if 
necessary  or  appropriate  to  prevent  the  avoidance  of  the  disclosure 
requirement  through  the  use  of  multiple  organizations,  the  Inter- 
nal Revenue  Service  may  treat  any  group  of  two  or  more  organiza- 
tions (including  a  successor  organization)  as  one  organization  for 
purposes  of  the  gross  receipts  test. 

In  general,  the  determination  of  whether  an  organization  quali- 
fies for  this  exception  from  the  disclosure  requirement  is  to  be 
made  in  a  manner  similar  to  that  used  to  determine  whether  a  tax- 
exempt  organization  qualifies  for  certain  exceptions  from  the 
annual  return  filing  requirement  under  section  6033(a)  (see  Treas. 
Reg.  sec.  1.6033-2(g);  Rev.  Proc.  83-23,  1983-1  C.B.  687).  If  on  a  par- 
ticular date  during  its  current  taxable  year  the  organization's  gross 
receipts  for  that  year  (when  averaged  with  its  gross  receipts  during 
any  applicable  preceding  years)  first  exceed  $100,000,  fundraising 
solicitations  made  by  the  organization  after  that  date  must  comply 
with  the  nondeductibility  disclosure  requirement. 


tion).  For  this  reason,  the  required  disclosure  statement  is  that  contributions,  gifts,  membership 
dues,  etc.  paid  to  such  organizations  are  not  deductible  as  charitable  contributions. 

4  Thus,  each  fundraising  solicitation  by  a  tax-exempt  fraternal  organization  is  subject  to  the 
disclosure  requirement  unless  all  the  net  proceeds  of  the  particular  solicitation  are  to  be  used 
exclusively  for  charitable,  etc.  purposes  specified  in  sec.  170(c)(4). 
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Applicability  of  requirement 

The  nondeductibility  disclosure  requirement  under  the  bill  gener- 
ally applies  to  any  solicitation  of  contributions  or  gifts  that  is  made 
in  written  or  printed  form,  by  television  or  radio,  or  by  telephone. 
Thus,  the  disclosure  requirement  does  not  apply  to  a  nontelephonic 
oral  request  for  contributions  (for  example,  an  oral  solicitation 
made  during  door-to-door  fundraising),  but  would  apply  to  any  writ- 
ten or  printed  materials  distributed  in  connection  with  such  oral 
solicitation. 

The  nondeductibility  disclosure  requirement  applies  to  a  fund- 
raising  solicitation  whether  the  organization  seeking  funds  labels 
the  requested  support  as  contributions,  donations,  gifts,  member- 
ship dues  or  fees,  voluntary  assessments,  support,  or  any  other 
term,  and  whether  the  solicitation  is  for  money,  stock  or  other  se- 
curities, or  other  property,  or  for  volunteer  services.  In  the  case  of 
a  membership  organization,  the  disclosure  requirement  applies 
whether  the  solicitation  is  directed  to  the  organization's  existing 
membership  or  to  others. 

Under  an  exception  provided  in  the  bill,  the  disclosure  require- 
ment does  not  apply  to  a  fundraising  solicitation  consisting  of  a 
letter  or  telephone  call  if  such  letter  or  call  is  not  part  of  a  coordi- 
nated fundraising  campaign  soliciting  more  than  10  persons  during 
the  calendar  year. 

i 

Statement  of  nondeductibility 

If  the  disclosure  requirement  applies,  there  must  be  an  express 
statement  of  nondeductibility  of  contributions  as  charitable  contri- 
butions for  Federal  income  tax  purposes.  Thus,  this  requirement  is 
not  satisfied,  for  example,  by  stating  that  contributions  are  deducti- 
ble only  to  the  extent  allowed  by  law,  by  stating  that  the  contribu- 
tor should  consult  with  his  or  her  tax  advisor  as  to  the  deductibil- 
ity of  contributions,  or  by  making  no  statement  as  to  deductibility 
or  nondeductibility  of  contributions. 

The  required  statement  of  nondeductibility  must  be  set  forth  in  a 
conspicuous  and  easily  recognizable  format.  For  example,  the  type 
face  must  be  legible  and  comparable  to  the  type  face  used  in  the 
solicitation,  the  statement  cannot  be  obscured  by  placement,  color, 
shade,  or  other  means,  and  the  statement  cannot  be  ■  'buried"  in 
some  part  of  the  solicitation  material  that  ordinarily  would  not  be 
noticed  and  read  by  the  recipient. 

Penalty  provisions 

■  \ 

If  one  or  more  fundraising  solicitations  on  a  particular  day  by  (or 
on  behalf  of)  a  tax-exempt  organization  or  political  organization 
that  is  subject  to  the  nondeductibility  disclosure  requirement  under 
the  bill  fail  to  comply  with  the  requirement,  a  penalty  of  $1,000  is 
imposed  on  the  organization  for  the  day  on  which  the  failure  or 
failures  occurred.  However,  no  penalty  applies  with  respect  to  any 
failure  to  comply  with  the  required  disclosure  if  the  organization 
shows  that  such  failure  was  due  to  reasonable  cause. 

The  $1,000  penalty  applies  for  any  day  on  which  one  or  more 
failures  to  comply  with  the  disclosure  requirement  occur,  regard- 
less of  the  number  of  solicitations  that  occurred  on  that  day  (for 
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example,  regardless  of  the  number  of  fundraising  appeals  mailed 
by  the  organization  on  that  day).  Thus,  if  a  tax-exempt  organiza- 
tion subject  to  the  disclosure  requirement  mails  5,000  fundraising 
solicitation  letters  on  May  1,  1988  and  3,000  copies  of  the  same 
letter  on  May  2,  1988,  and  none  of  the  letters  set  forth  the  required 
statement  of  nondeductibility  of  contributions,  penalties  totaling 
$2,000  would  be  imposed  on  the  organization  with  respect  to  the 
8,000  solicitation  letters  mailed  on  May  1  and  May  2. 

In  general,  the  maximum  penalty  that  can  be  imposed  on  an  or- 
ganization during  any  one  calendar  year  for  all  failures  to  comply 
with  the  disclosure  requirement  under  the  bill  is  $10,000,  regard- 
less of  the  total  number  of  days  on  which  one  or  more  failures  oc- 
curred. However,  if  any  failure  to  comply  with  the  disclosure  re- 
quirement is  due  to  intentional  disregard  of  the  requirement,  the 
penalty  for  the  day  on  which  such  failure  occurred  is  the  greater  of 
$1,000  or  50  percent  of  the  aggregate  cost5  of  all  fundraising  solici- 
tations that  occurred  on  such  day  and  that  did  not  set  forth  the 
required  disclosure  statement;  such  penalty  is  not  subject  to  the 
generally  applicable  $10,000  limitation.  Also,  the  penalty  applicable 
in  the  case  of  intentional  disregard  is  not  taken  into  account  in  ap- 
plying the  general  $10,000  limitation  to  any  other  penalties  im- 
posed on  the  organization  during  the  year  for  failure  to  comply 
with  the  disclosure  requirement. 

The  bill  provides  that  a  failure  to  meet  the  nondeductibility  dis- 
closure requirement  is  treated  as  occurring  when  the  solicitation 
was  mailed,  in  the  case  of  a  solicitation  by  mail;  when  the  solicita- 
tion was  distributed,  in  the  case  of  a  solicitation  not  by  mail  but  in 
written  or  printed  form;  when  the  solicitation  was  telecast  or 
broadcast  (including  reruns  or  rebroadcasts),  in  the  case  of  a  solici- 
tation by  television  or  radio;  and  when  the  solicitation  was  made, 
in  the  case  of  a  solicitation  by  telephone. 

Effective  Date 

The  provisions  of  the  bill  relating  to  disclosure  of  nondeductibi- 
lity of  contributions  apply  to  solicitations  made  after  December  31, 
1987. 

b.  Public  inspection  of  exemption  application  and  annual  infor- 
mation returns  of  tax-exempt  organizations 

Present  Law 

Under  present  law,  the  annual  information  return  of  a  tax- 
exempt  organization  (or  nonexempt  charitable  trust)  is  disclosable 
to  the  public  through  requests  to  the  Internal  Revenue  Service, 
except  for  the  names  of  contributors  to  public  charities  (sec.  6104). 
In  addition,  private  foundations  (but  not  public  charities)  are  re- 
quired to  make  their  annual  information  returns  available  for 
public  inspection  at  their  principal  office  during  regular  business 
hours,  for  a  period  of  180  days  (sec.  6104(d)). 


5  The  cost  of  a  fundraising  solicitation  includes  all  direct  and  indirect  expenses  incurred  in 
connection  with  the  solicitation,  such  as  publishing  and  printing  costs,  staff  salaries  and  over- 
head, telephone  costs,  the  fair  market  value  of  donated  services,  and  payments  to  fundraising 
businesses. 
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If  a  charitable  or  other  tax-exempt  organization  described  in  sec- 
tion 501(c)  or  section  501(d)  filed  an  exemption  application,  the  ap- 
plication (together  with  any  supporting  documents)  and  the  deter- 
mination of  exempt  status  are  disclosable  to  the  public  through  re- 
quests to  the  Internal  Revenue  Service,  except  for  trade  secrets  or 
other  specified  types  of  information  that  may  be  withheld  from  in- 
spection (sec.  6104(a)). 

Reasons  for  Change 

The  committee  found  that  the  present-law  procedure  under 
which  the  public  can  obtain  copies  of  the  exemption  application 
and  annual  information  returns  of  tax-exempt  organizations 
through  requests  to  the  Internal  Revenue  Service  has  not  proved 
effective.  For  example,  the  present-law  procedure  does  not  result  in 
full  and  timely  public  disclosure  of  the  activities  of  charitable  orga- 
nizations, as  needed  to  facilitate  accountability  of  such  organiza- 
tions to  the  public  from  whom  they  solicit  tax-deductible  funds. 

Accordingly,  the  committee  concluded  that  tax-exempt  organiza- 
tions should  be  required  to  keep  a  copy  of  their  exemption  applica- 
tion available  in  their  offices  for  public  inspection,  as  well  as  copies 
of  their  three  most  recent  annual  information  returns.  The  com- 
mittee also  concluded  that  private  foundations  should  remain  sub- 
ject to  the  present-law  provision  for  inspection  of  their  current 
annual  return. 

In  the  case  of  charitable  organizations,  the  committee  believes 
that  increased  availability  of  information  will  help  assure  that  the 
double  tax  benefits  of  deductibility  of  contributions  and  exemption 
from  income  tax  are  limited  to  organizations  whose  assets  are  de- 
voted exclusively  to  charitable  purposes,  as  required  by  the  tax 
law.  Also,  because  most  such  charities  regularly  solicit  contribu- 
tions or  receive  other  support  from  the  public,  the  public  should 
have  ready  access  to  current  information  about  the  activities  of 
these  organizations.  This  increased  availability  will  facilitate  en- 
forcement of  the  provisions  that  limit  tax-exempt  status  under  sec- 
tion 501(c)(3),  and  tax  deductibility  of  contributions,  to  otherwise 
qualifying  organizations  that  do  not  engage  in  any  political  cam- 
paign activities  or  in  prohibited  lobbying  activities. 

Explanation  of  Provisions 
Availability  of  annual  information  returns 

Under  the  bill,  an  organization  that  is  described  in  section  501(c) 
or  501(d)6  and  that  is  tax-exempt  under  section  501(a),  other  than  a 
private  foundation  (sec.  509(a)),  must  make  available  for  inspection 
during  regular  business  hours  by  any  individual  at  the  organiza- 
tion's principal  office7  a  copy  of  each  annual  information  return 


6  See  note  2,  supra. 

7  Similarly  to  the  present-law  rule  applicable  to  public  inspection  of  private  foundation 
annual  returns  (see  Treas.  Reg.  sec.  301.6104(d)-l(bX2)),  if  the  organization  has  no  principal  office 
(or  its  principal  office  is  in  a  personal  residence),  the  organization  may  satisfy  the  inspection 
requirement  by  having  the  return  available  for  public  inspection  at  an  appropriate  substitute 
location  or  by  furnishing  a  copy  free  of  charge  (including  postage  and  copying)  to  persons  who 
request  inspection. 
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filed  by  the  organization,  for  the  three-year  period  beginning  on 
the  filing  date  for  the  return.8  As  in  the  case  of  public  inspection 
available  through  the  present-law  procedure  (which  remains  in 
effect  under  the  bill),  the  bill  does  not  require  disclosure  of  the 
name  or  address  of  any  contributor  to  the  organization.  The  bill 
does  not  modify  the  present-law  requirements  with  respect  to  filing 
annual  information  returns. 

If  the  organization  regularly  maintains  one  or  more  regional  or 
district  offices  having  three  or  more  employees,  a  copy  of  the 
annual  information  return  similarly  must  be  made  available  for 
public  inspection  at  each  such  regional  or  district  office,  as  well  as 
at  the  organization's  principal  office.  For  purposes  of  the  public  in- 
spection provisions  of  the  bill,  if  an  annual  return  is  filed  by  a  na- 
tional or  regional  religious  denomination  or  group,  copies  of  the 
return  are  not  required  also  to  be  made  available  at  local  congrega- 
tions or  units  of  the  denomination  (such  as  a  local  church,  syna- 
gogue, parish,  diocese,  etc.),  since  such  local  congregations  or  units 
do  not  constitute  offices  of  the  national  or  regional  entity  filing  the 
return. 

Private  foundations  remain  subject  to  the  present-law  require- 
ment that  their  current  annual  return  must  be  made  available  for 
public  inspection  at  their  principal  office  (sec.  6104(d)). 

Availability  of  exemption  application 

In  the  case  of  an  organization  described  in  section  501(c)  or  sec- 
tion 501(d)  that  is  tax-exempt  under  section  501(a),  and  that  filed 
an  application  for  recognition  of  exemption  under  section  501,  a 
copy  of  the  application  must  be  made  available  by  the  organization 
for  inspection  during  regular  business  hours  by  any  individual  at 
the  organization's  principal  office.9  The  organization  similarly 
must  make  available  a  copy  of  any  papers  submitted  in  support  of 
such  application  and  any  determination  letter  or  other  document 
issued  by  the  Internal  Revenue  Service  with  respect  to  the  applica- 
tion.10 The  bill  does  not  modify  the  present-law  requirements  with 
respect  to  filing  an  exemption  application. 

If  the  organization  regularly  maintains  one  or  more  regional  or 
district  offices  having  three  or  more  employees,  the  required  mate- 
rial similarly  must  be  made  available  for  public  inspection  at  each 
such  regional  or  district  office. 

Penalty  provisions 

Any  person  who  is  under  a  duty  to  comply  with  the  requirement 
under  the  bill  relating  to  public  inspection  of  annual  returns  but 
fails  so  to  comply  is  subject  to  a  penalty  of  $10  for  each  day  during 
which  the  requirement  is  not  satisfied,  subject  to  a  maximum  pen- 
alty of  $5,000  for  all  failures  with  respect  to  any  one  return.  Any 
person  who  is  under  a  duty  to  comply  with  the  requirement  under 
the  bill  relating  to  public  inspection  of  the  exemption  application 


8  The  term  "filing  date"  means  the  last  day  prescribed  for  filing  the  return,  determined  with 
regard  to  any  extension  of  time  for  filing. 

9  See  note  7,  supra. 

10  The  organization  is  not  required  to  disclose  any  information  relating  to  trade  secrets,  etc.  if 
the  Internal  Revenue  Service  has  withheld  such  information  from  public  inspection  pursuant  to 
sec.  6104(aXlXD). 
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but  fails  so  to  comply  is  subject  to  a  penalty  of  $10  for  each  day 
(with  no  maximum  penalty)  during  which  the  requirement  is  not 
satisfied.11  (If  more  than  one  person  has  such  a  duty,  all  such  per- 
sons who  fail  to  comply  are  jointly  and  severally  liable  for  the  pen- 
alties.) 

No  penalty  is  imposed  if  the  person  shows  that  the  failure  to 
comply  with  the  public  inspection  requirements  was  due  to  reason- 
able cause.  The  committee  intends  that  this  provision  is  to  be  ad- 
ministered in  a  manner  similar  to  the  disclosure  requirement  pen- 
alty provision  applicable  to  private  foundations. 

Effective  Dates 

The  requirement  relating  to  public  inspection  of  annual  informa- 
tion returns  applies  to  returns  for  years  beginning  after  December 
31,  1986. 

The  requirement  relating  to  public  inspection  of  exemption  appli- 
cations applies  on  or  after  the  date  of  enactment  in  the  case  of  ap- 
plications submitted  to  the  Internal  Revenue  Service  after  July  15, 
1987.  In  addition,  if  an  organization  that  submitted  its  exemption 
application  on  or  before  July  15,  1987,  possesses  a  copy  of  such  ap- 
plication on  July  15,  1987,  such  application  is  subject  to  the  disclo- 
sure requirement  on  and  after  the  date  of  enactment. 

c.  Additional  information  on  annual  returns  and  exemption  appli- 
cations of  section  501(c)(3)  organizations 

Present  Law 

Annual  information  returns 

Subject  to  certain  exceptions,  any  organization  that  is  tax- 
exempt  under  section  501(a),  including  charitable,  educational,  reli- 
gious, scientific,  etc.  organizations  described  in  section  501(c)(3), 
must  file  an  annual  information  return  with  the  Internal  Revenue 
Service  (sec.  6033(a)(1)).  The  statute  provides  that  this  filing  re- 
quirement does  not  apply  to  (1)  churches  or  their  integrated  auxil- 
iaries, (2)  the  exclusively  religious  activities  of  any  religious  order, 
and  (3)  certain  other  categories  of  charitable  organizations  (except 
private  foundations)  the  gross  receipts  of  which  in  each  taxable 
year  normally  are  not  more  than  $5,000.  In  addition,  the  Treasury 
Department  may  provide  further  exceptions  for  other  tax-exempt 
organizations  if  it  is  determined  that  filing  returns  by  such  organi- 
zations is  not  necessary  to  the  efficient  administration  of  the  tax 
law.12 

The  statute  provides  that  the  annual  return  filed  pursuant  to 
section  6033  must  set  forth  the  organization's  items  of  gross 
income,  receipts,  and  disbursements,  plus  such  other  information 


11  Additional  penalties  apply  if  the  failure  to  permit  public  inspection  was  willful,  or  if  the 
organization  willfully  and  knowingly  furnishes  false  and  fraudulent  information  in  making  doc- 
uments available  for  public  inspection. 

12  Pursuant  to  this  provision,  the  Treasury  Department  has  provided  an  exception  from  the 
filing  requirement  for  public  charities  the  gross  receipts  of  which  in  each  taxable  year  normally 
are  not  more  than  $25,000  (Rev.  Proc.  83-23,  1983-1  C.B.  687).  Under  this  rule,  a  public  charity 
that  has  been  in  existence  for  three  or  more  years  is  not  required  to  file  a  return  if  the  average 
of  gross  receipts  received  by  the  organization  in  the  year  for  which  the  return  would  be  filed 
and  the  immediately  preceding  two  years  is  $25,000  or  less. 


1615 

for  the  purposes  of  administering  the  tax  law  as  the  Treasury  De- 
partment may  prescribe  by  regulations  or  forms  (sec.  6033(a)(1)). 

In  the  case  of  tax-exempt  charitable  organizations  described  in 
section  501(c)(3)  and  nonexempt  charitable  trusts  described  in  sec- 
tion 4947(a)(1),  the  statute  also  provides  specifically  that  the  organi- 
zation's annual  return  must  set  forth  the  following  information 
(sec.  6033(b)): 

(1)  gross  income  for  the  year; 

(2)  expenses  attributable  to  such  income  and  incurred  within  the 
year; 

(3)  disbursements  within  the  year  for  exempt  purposes; 

(4)  a  balance  sheet  as  of  the  beginning  of  the  year; 

(5)  the  total  of  contributions  received  during  the  year,  plus  the 
names  and  addresses  of  all  substantial  contributors; 

(6)  the  names  and  addresses  of  foundation  managers  and  highly 
compensated  employees; 

(7)  compensation  and  other  payments  made  to  each  such  individ- 
ual; and 

(8)  in  the  case  of  an  organization  that  has  elected  to  be  subject  to 
the  provisions  of  section  501(h)  with  respect  to  its  lobbying  expendi- 
tures, the  amount  of  such  expenditures. 

Additional  information  must  be  furnished  on  the  return  of  a  pri- 
vate foundation  (sec.  6033(c)).  The  statute  (sec.  6034)  also  specifies 
certain  information  to  be  furnished  by  trusts  described  in  section 
4947(a)(2)  or  claiming  charitable  deductions  under  section  642(c). 

If  a  charitable  organization  fails  to  file  an  annual  information 
return  as  required  under  sections  6033  or  6034,  the  organization  is 
subject  to  a  penalty  of  $10  a  day  for  each  day  during  which  the  fail- 
ure continues,  with  a  maximum  penalty  of  $5,000  with  regard  to 
any  one  return  (sec.  6652(c)(1)).  No  penalty  is  imposed  if  the  organi- 
zation shows  that  its  failure  was  due  to  reasonable  cause.  In  addi- 
tion, the  organization's  managers  are  subject  to  a  penalty  of  $10  a 
day  (up  to  a  maximum  of  $5,000  with  regard  to  any  one  return)  if 
they  refuse  to  file  the  return  after  written  demand  from  the  Inter- 
nal Revenue  Service,  unless  the  failure  is  shown  to  be  due  to  rea- 
sonable cause  (sec.  6652(c)(2)). 

Exemption  application 

To  qualify  as  a  tax-exempt  charitable  organization  described  in 
section  501(c)(3),  an  organization  generally  must  file  an  application 
for  exemption  (Form  1023)  with  the  Internal  Revenue  Service  and 
receive  a  favorable  determination  of  exempt  status  (sec.  508(a)).13 
In  addition  to  requesting  information  about  the  applicant's  pur- 
poses, funding,  activities,  and  management,  the  exemption  applica- 
tion requests  information  as  to  whether  the  applicant  controls,  or 
is  controlled  by  or  financially  accountable  to,  another  organization; 
whether  the  applicant  is  the  outgrowth  of  another  organization; 
and  whether  the  applicant  has  a  special  relationship  to  another  or- 
ganization (for  example,  through  interlocking  directorships).  How- 


13  The  general  requirement  of  obtaining  an  exemption  determination  does  not  apply  to  (1) 
churches,  their  integrated  auxiliaries,  and  conventions  or  associations  of  churches;  (2)  public 
charities  the  annual  gross  receipts  of  which  in  each  year  normally  are  not  more  than  $5,000; 
and  (3)  certain  other  types  of  organizations  to  the  extent  the  exemption  application  requirement 
is  waived  by  Treasury  regulations  (sec.  508(c)). 
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ever,  the  exemption  application  form  and  instructions  currently  do 
not  specifically  require  more  detailed  information  about  affiliated 
or  predecessor  organizations,  such  as  the  names,  addresses,  and  tax 
identification  numbers  of  any  such  organizations  for  the  five-year 
period  prior  to  filing  of  the  exemption  application. 

Reasons  for  Change 
Annual  information  returns 

The  committee  found  that  the  current  specification  of  informa- 
tion to  be  furnished  on  the  annual  return  of  a  charitable  organiza- 
tion is  not  sufficient  to  permit  the  Internal  Revenue  Service  to  de- 
termine whether  tax-deductible  contributions  are  being  diverted  to 
noncharitable  uses  (such  as  political  campaign  expenditures)  or 
whether  the  organization  otherwise  is  being  operated  for  nonex- 
empt  purposes.  Also,  the  lack  of  sufficient  information  on  the 
annual  return  about  the  organization's  activities  results  in  insuffi- 
cient accountability  of  the  organization  to  the  public  from  whom  it 
solicits  funds  or  receives  other  support. 

In  particular,  the  committee  concluded  that  the  current  annual 
return  (Form  990  or  Form  990-PF)  does  not  require  sufficient  infor- 
mation as  to  whether  the  charitable  organization  is  affiliated  with, 
or  closely  connected  to,  other  types  of  exempt  organizations  (such 
as  social  welfare  organizations)  that  may  engage  in  substantial  lob- 
bying activities  or  political  organizations.  For  example,  full  disclo- 
sure is  not  specifically  required  with  regard  to  the  sharing  of  sala- 
ried employees,  office  space,  mailing  lists,  or  other  expenses,  or  the 
sale,  lease,  loan,  contribution  or  grant,  or  other  transfer  of  funds 
and  assets  between  such  organizations,  even  though  these  types  of 
relationships  or  transactions  may  give  rise  to  abuses  of  tax-exempt 
status  as  a  charitable  organization  and  diversion  of  tax-deductible 
contributions  to  political  campaign  expenditures  or  other  imper- 
missible uses.  Accordingly,  the  committee  believes  that  additional 
information  about  the  relationship  of  charitable  organizations  to 
other  types  of  exempt  organizations  or  political  organizations — 
which  are  not  eligible  to  receive  tax-deductible  charitable  contribu- 
tions— is  needed  to  achieve  better  enforcement  of  the  rules  govern- 
ing the  tax-exempt  status  of  charities  and  their  eligibility  to  re- 
ceive tax-deductible  contributions. 

In  addition,  the  committee  concluded  that  the  present-law  penal- 
ty applicable  to  exempt  charitable  organizations  and  charitable 
trusts  for  failure  to  file  an  information  return  required  under  sec- 
tion 6033  also  should  apply  where  the  organization  fails  to  include 
required  information  or  to  show  the  correct  information  on  its 
Form  990  or  990-PF.  The  mere  filing  of  a  return  without  fully  and 
accurately  furnishing  the  required  information  does  not  serve  the 
enforcement  and  accountability  objectives  of  the  return  require- 
ment. As  in  the  case  of  the  present-law  provision,  the  penalty 
would  not  apply  if  the  organization  shows  such  failure  was  due  to 
reasonable  cause. 

Exemption  application 

The  committee  also  believes  that  the  application  filed  for  recog- 
nition of  tax-exempt  status  as  a  charitable  organization  and  eligi- 


1617 


bility  to  receive  tax-deductible  contributions  should  call  for  more 
detailed  information  concerning  affiliates  or  predecessor  organiza- 
tions of  the  applicant.  This  information  is  needed  so  that  the  Inter- 
nal Revenue  Service  can  determine,  for  example,  whether  the  ap- 
plicant's activities  would  result  in  diversion  of  funds  for  political 
campaign  expenditures  or  other  noncharitable  purposes,  or  wheth- 
er the  applicant  has  been  established  as  a  successor  to  an  organiza- 
tion whose  exempt  status  under  section  501(c)(3)  had  been  revoked 
because  of  prohibited  political  activities. 

Explanation  of  Provisions 
Annual  information  returns 

In  general. — The  bill  requires  that  the  annual  return  filed  by  a 
tax-exempt  charitable  organization  described  in  section  501(c)(3)  or 
by  a  nonexempt  charitable  trust  described  in  section  4947(a)(1) 
must  include  information  with  respect  to  direct  or  indirect  trans- 
fers to,  and  other  direct  or  indirect  transactions  and  relationships 
with,  (1)  any  tax-exempt  organization  described  in  section  501(c) 
other  than  organizations  described  in  section  501(c)(3),  and  (2)  any 
political  organization  described  in  section  527,  including  political 
campaign  committees  and  political  action  committees.  Under  the 
bill,  the  Treasury  Department  may  require  the  furnishing  of  any 
such  information  as  it  deems  appropriate  for  purposes  of  prevent- 
ing diversion  of  funds  from  the  organization's  exempt  purpose,  or 
misallocation  of  revenues  or  expenses  between  organizations.  In  ad- 
dition, the  return  must  set  forth  such  other  information  for  pur- 
poses of  carrying  out  Federal  tax  law  as  the  Treasury  Department 
may  require  by  regulations  or  forms.14 

Penalty  provisions. — Under  the  bill,  a  tax-exempt  charitable  orga- 
nization or  nonexempt  charitable  trust  that  fails  to  furnish  on  its 
annual  return  filed  under  section  6033  any  of  the  information  re- 
quired to  be  shown  on  the  return,  or  fails  to  show  the  correct  infor- 
mation, is  subject  to  a  penalty  of  $10  for  each  day  during  which  the 
failure  continues.  The  maximum  penalty  with  respect  to  all  such 
failures  with  respect  to  one  return  shall  not  exceed  the  lesser  of  (1) 
$5,000  or  (2)  five  percent  of  the  organization's  gross  receipts  for  the 
year.15  No  penalty  applies  if  the  organization  shows  that  such  fail- 
ure is  due  to  reasonable  cause. 

In  addition,  if  the  organization's  managers16  refuse  to  furnish 
the  required  information  after  written  demand  by  the  Internal 
Revenue  Service,  the  managers  are  subject  to  a  similar  penalty 
(not  to  exceed  $5,000  on  all  persons  for  failures  with  respect  to  one 
return),  unless  the  failure  is  shown  to  be  due  to  reasonable  cause. 

Effective  date— The  provision  requiring  certain  additional  infor- 
mation on  annual  returns  applies  to  returns  for  years  beginning 


14  This  provision  reiterates  in  the  list  of  information  specifically  required  on  the  information 
returns  of  charitable  organizations  the  more  general  present-law  provision  (sec.  6033(a)(1)),  appli- 
cable to  all  exempt  organization  returns,  that  the  Treasury  Department  may  require  the  fur- 
nishing of  any  information  needed  to  carry  out  Federal  tax  law. 

15  Under  the  bill,  the  same  maximum  penalty  applies  with  respect  to  failure  to  file  the 
annual  return  required  under  sec.  6033.  For  purposes  of  the  penalty  provisions,  the  term  "gross 
receipts"  has  the  same  meaning  as  under  sec.  6033(a)(2)(A)(ii). 

16  For  this  purpose,  the  term  "manager"  means  any  officer,  director,  trustee,  employee,  or 
other  individual  who  is  under  a  duty  to  perform  the  act  in  respect  of  which  the  violation  occurs. 


1618 


after  December  31,  1987.  The  provision  providing  a  penalty  for  fail- 
ure to  furnish  on  annual  returns  such  information  as  is  required 
for  such  returns,  or  for  failure  to  provide  correct  information  on 
annual  returns,  applies  to  returns  for  years  beginning  after  Decem- 
ber 31,  1986. 17 

Exemption  application 

The  committee  intends  that  the  Internal  Revenue  Service  is  to 
revise  the  instructions  to  the  exemption  application  (Form  1023) 
filed  by  charitable  organizations  (or,  if  appropriate,  to  revise  the 
form  itself)  to  require  that  the  applicant's  answers  to  questions  re- 
lating to  whether  the  applicant  is  controlled  by  or  is  the  outgrowth 
of  another  organization,  or  has  a  special  relationship  with  another 
organization,  are  to  include  specific  information  as  to  whether  the 
applicant  was  controlled  by  or  had  interlocking  boards  of  directors 
with  any  other  exempt  organization  within  the  last  five  years,  and 
whether  the  applicant  has  taken  over  or  plans  to  take  over  any 
assets  (such  as  mailing  lists  or  intangible  assets)  of  any  other 
exempt  organization.  If  so,  the  applicant  must  furnish  the  name, 
address,  tax  identification  number,  and  tax  status  of  any  such  af- 
filiated or  predecessor  organization. 

d.  Disclosure  that  certain  information  or  services  sold  by  tax- 
exempt  organizations  are  available  free  from  the  Federal 
Government 

Present  Law 

The  Federal  Government  furnishes  certain  information  and  rou- 
tine services  to  the  public  either  free  of  charge  or  at  a  nominal 
charge.  For  example,  the  Government  provides  an  individual  with 
his  or  her  social  security  earnings  record,  or  issues  a  social  security 
number  to  an  individual,  at  no  charge.  There  is  no  requirement 
under  present  law  that  a  tax-exempt  organization  selling  such  in- 
formation or  services  to  the  public  must  disclose  that  such  informa- 
tion or  services  could  be  obtained  free  (or  for  a  nominal  charge)  di- 
rectly from  the  Federal  Government. 

Reasons  for  Change 

The  committee  was  informed  that  some  tax-exempt  organizations 
are  engaged  in  selling,  often  at  a  considerable  profit,  information 
or  services  that  readily  are  available  to  the  public  from  the  Federal 
Government  either  free  of  charge  or  at  a  nominal  charge.  For  ex- 
ample, the  committee  understands  that  some  tax-exempt  organiza- 
tions offer  to  furnish  the  forms  needed  to  obtain  a  social  security 
number  or  earnings  record,  charging  up  to  $10,  even  though  the 
forms  could  be  obtained  simply  by  telephoning  or  writing  the  near- 
est social  security  office.  In  offering  to  obtain  such  information,  the 
committee  understands,  these  organizations  fail  to  disclose  that  the 
public  can  obtain  the  information  free  or  for  a  nominal  charge  di- 
rectly from  the  Federal  Government. 


17  Of  course,  for  returns  for  years  beginning  in  1987,  there  is  no  penalty  for  failure  to  furnish 
the  additional  information  specified  in  the  bill,  since  the  provision  requiring  such  additional  in- 
formation only  applies  to  returns  for  years  beginning  after  December  31,  1987. 
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The  committee  believes  that  the  failure  to  make  such  disclosure 
is  misleading  and  that  such  actions  constitute  an  abuse  of  the  orga- 
nization's tax-exempt  status.  Federal  tax  law  generally  grants  tax- 
exempt  status  only  to  nonprofit  organizations  that  serve  public 
purposes — for  example,  by  lessening  the  burdens  of  government, 
promoting  the  welfare  of  the  general  community,  or  improving  gen- 
eral economic  conditions  in  the  workplace  and  business.  The  com- 
mittee believes  that  these  public  purposes  are  better  served  where 
the  organization  makes  the  disclosure  as  required  under  the  bill.  If 
such  disclosure  is  made,  an  individual  then  can  make  an  informed 
choice  as  to  whether  the  possible  convenience  of  obtaining  the  in- 
formation or  service  from  the  organization  even  at  a  charge  may 
outweigh  the  consideration  that  the  information  or  service  can  be 
obtained  free  (or  at  a  nominal  charge)  if  the  individual  deals  direct- 
ly with  the  Federal  Government. 

Explanation  of  Provision 

Under  the  bill,  a  tax-exempt  organization  described  in  section 
501(c)  or  501(d)18  or  a  political  organization  described  in  section 
527(e)  that  offers  to  sell  (or  solicits  money  for)  specific  information 
or  a  routine  service  for  an  individual  that  readily  could  be  obtained 
by  such  individual  free  of  charge  or  for  a  nominal  charge  from  an 
agency  of  the  Federal  Government  must  make  an  express  state- 
ment, in  a  conspicuous  and  easily  recognizable  format,  that  the  in- 
formation or  service  can  be  so  obtained.  The  term  "nominal 
charge"  includes  postage  and  handling  charges,  or  user  fees. 

If  such  an  organization  fails  to  make  the  disclosure  and  the  fail- 
ure is  due  to  intentional  disregard  of  the  requirement,  the  organi- 
zation is  subject  to  a  penalty  for  each  day  on  which  such  failure 
occurs.  The  penalty  equals  the  greater  of  (1)  $1,000  for  the  day  on 
which  the  failure  or  failures  occurred  or  (2)  50  percent  of  the  aggre- 
gate cost  of  the  offers  and  solicitations  made  by  the  organization 
for  such  information  or  service  that  occurred  on  that  day  and  that 
failed  to  include  the  required  disclosure. 

The  determination  of  whether  the  required  statement  is  set  forth 
in  a  conspicuous  and  easily  recognizable  format,  the  determination 
of  the  day  on  which  a  failure  to  disclose  is  deemed  to  occur,  and 
the  definition  of  cost  for  purposes  of  the  penalty,  are  to  be  made 
under  rules  similar  to  the  rules  applicable  under  the  provision  of 
the  bill  requiring  certain  tax-exempt  organizations  to  disclose  the 
nondeductibility  of  contributions  (see  description  above). 

The  disclosure  requirement  applies  only  with  respect  to  informa- 
tion or  services  that  are  specific  to  a  potential  purchaser — for  ex- 
ample, with  respect  to  obtaining  the  social  security  earnings  record 
or  a  social  security  identification  number  for  the  individual.  Thus, 
the  disclosure  requirement  does  not  apply,  for  example,  with  re- 
spect to  furnishing  copies  of  newsletters  issued  by  Federal  agencies 
or  providing  copies  of  or  descriptive  material  on  pending  legisla- 
tion. The  disclosure  requirement  does  not  apply  with  respect  to 
providing  services  that  are  not  routine;  for  example,  the  require- 
ment does  not  apply  to  offers  of  services  such  as  the  preparation  of 


See  note  2,  supra. 
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income  tax  returns  or  grant  applications,  or  the  furnishing  of  hos- 
pital or  other  health-care  services,  even  though  some  individuals 
may  be  entitled  to  obtain  such  services  free  of  charge  from  Federal 
agencies. 

Also,  the  disclosure  requirement  does  not  apply  with  respect  to 
providing  information  or  services  unless  such  information  or  serv- 
ice is  readily  obtainable  by  the  individual  from  the  Federal  Govern- 
ment. For  example,  if  the  information  could  not  be  obtained  by 
mail  and  could  be  obtained  only  through  a  personal  visit  to  the  Na- 
tional Archives  building  in  Washington,  D.C.,  a  tax-exempt  organi- 
zation selling  such  information  would  not  have  to  comply  with  the 
disclosure  requirement  under  the  bill. 

Nothing  in  the  provision  affects  the  determination  of  whether 
amounts  received  by  a  tax-exempt  organization  from  selling  such 
information  or  services  constitute  unrelated  business  taxable 
income.  No  inference  is  intended  from  the  nonapplicability  of  the 
disclosure  requirement  under  the  bill  with  respect  to  selling  cer- 
tain information  or  services  as  to  whether  in  particular  circum- 
stances the  failure  to  disclose  that  the  information  or  services  are 
available  free  or  at  a  nominal  charge  from  the  Federal  Govern- 
ment might  constitute  deceptive  or  fraudulent  practices  for  nontax 
law  purposes. 

Effective  Date 

The  provision  applies  with  respect  to  offers  and  solicitations 
made  after  December  31,  1987. 


2.  Political  Campaign  Activities  and  Lobbying  Activities  of 
Section  501(c)(3)  Organizations 

a.  Clarification  of  prohibited  political  campaign  activities 

Present  Law 

An  organization  does  not  qualify  for  tax-exempt  status  as  a  char- 
itable organization,  and  is  not  eligible  to  receive  tax-deductible  con- 
tributions, unless  "no  substantial  part  of  [its]  activities... is  carrying 
on  propaganda,  or  otherwise  attempting  to  influence  legislation," 
and  unless  the  organization  "does  not  participate  in,  or  intervene 
in  (including  the  publishing  or  distributing  of  statements),  any  po- 
litical campaign  on  behalf  of  any  candidate  for  public  office"  (sees. 
501(c)(3),  170(c)(2)).  Treasury  regulations  interpret  the  prohibition 
on  political  campaign  activities  to  prohibit  any  such  activities 
either  on  behalf  of  or  in  opposition  to  any  candidate  for  public 
office.19 

Reasons  for  Change 

The  committee  concluded  that  the  statutory  provision  disqualify- 
ing organizations  that  engage  in  political  campaign  activities  from 
tax-exempt  status  under  section  501(c)(3)  and  from  eligibility  to  re- 
ceive tax-deductible  contributions  should  be  clarified  to  make  spe- 
cific reference  to  such  activities  in  opposition  to,  as  well  as  such  ac- 
tivities on  behalf  of,  a  candidate  for  public  office.  This  clarification 
reflects  the  present-law  interpretation  of  the  statute. 

Explanation  of  Provision 

Under  the  bill,  the  prohibition  on  political  campaign  activities 
that  constitutes  part  of  the  requirement  for  qualifying  as  a  tax- 
exempt  charitable  organization  eligible  to  receive  tax-deductible 
contributions20  is  clarified  by  providing  an  express  statutory  dis- 
qualification for  organizations  that  participate  in,  or  intervene  in 
(including  the  publishing  or  distributing  of  statements),  any  politi- 
cal campaign  in  opposition  to  any  candidate  for  public  office.21 


19  Treas.  Reg.  sec.  1.501(c)(3)-l(c)(3)(iii). 

20  The  affected  provisions  are  sees.  170(c)(2)(D);  501(c)(3);  2055(a)(2),  (3);  2106(a)(2)(AXii),  (iii); 
2522(a)(2);  and  2522(b)(2),  (3). 

21  Since  this  addition  to  the  existing  statutory  language  is  merely  a  clarification  reflecting 
present  law,  any  charitable  organization  (including  a  private  foundation)  that  has  included  in  its 
governing  instrument  the  present-law  statutory  prohibition  on  political  campaign  activities  "on 
behalf  of  any  candidate  for  public  office"  is  not  required  to  amend  its  governing  instrument  to 
conform  to  the  new  statutory  language  in  order  to  continue  being  eligible  under  the  organiza- 
tional test  for  tax-exempt  status  as  a  section  501(c)(3)  organization  qualifying  to  receive  tax-de- 
ductible charitable  contributions. 
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Effective  Date 

The  statutory  clarification  is  effective  with  respect  to  activities 
occurring  after  the  date  of  enactment.  The  same  rule  applies,  pur- 
suant to  Treasury  regulations,  to  activities  occurring  on  or  prior  to 
the  date  of  enactment. 

b.  Status  of  organization  after  loss  of  exemption  under  501(c)(3) 
because  of  certain  activities 

Present  Law 

A  charitable  organization  that  loses  its  tax-exempt  status  under 
section  501(c)(3)  because  of  its  lobbying  activities  may  not  be  treat- 
ed thereafter  as  tax-exempt  under  section  501(c)(4),  relating  to  cer- 
tain social  welfare  organizations  (sec.  504).  Present  law  does  not 
apply  the  same  rule  if  a  charitable  organization  loses  its  tax- 
exempt  status  under  section  501(c)(3)  on  account  of  prohibited  polit- 
ical campaign  activities. 

Reasons  for  Change 

The  committee  believes  that  the  present-law  rule,  precluding  a 
charitable  organization  from  acquiring  tax-exempt  status  under 
section  501(c)(4)  if  it  ceases  to  qualify  for  exemption  under  section 
501(c)(3)  because  it  has  engaged  in  lobbying  activities  inconsistent 
with  its  stated  charitable  purposes,  also  should  apply  where  a  char- 
itable organization  engages  in  political  campaign  activities  incon- 
sistent with  its  stated  charitable  purposes.  If  such  an  organization 
could  simply  convert  from  one  category  of  tax-exempt  status  to  an- 
other, the  revocation  of  its  exempt  status  under  section  501(c)(3) 
would  not  constitute  a  sufficient  penalty  (particularly  if  the  organi- 
zation did  not  plan  to  seek  tax-deductible  contributions  thereafter) 
for  violating  the  flat  prohibition  on  political  campaign  activities,  or 
operate  as  a  sufficient  deterrent  to  dissuade  charitable  organiza- 
tions from  engaging  in  such  prohibited  activities. 

Explanation  of  Provision 

Under  the  bill,  an  organization  that  ceases  to  qualify  for  tax- 
exempt  status  under  section  501(a)  as  an  organization  described  in 
section  501(c)(3)  by  reason  of  participating  in,  or  intervening  in, 
any  political  campaign  on  behalf  of  or  in  opposition  to  any  candi- 
date for  public  office  cannot  thereafter  qualify  as  tax-exempt  as  an 
organization  described  in  section  501(c)(4).  As  under  the  present-law 
provision,  the  Treasury  Department  may  issue  regulations  as  nec- 
essary or  appropriate  to  prevent  the  avoidance  of  this  rule,  e.g.,  as 
where  the  disqualified  organization  directly  or  indirectly  transfers 
all  or  part  of  its  assets  to  an  organization  controlled  (directly  or  in- 
directly) by  the  same  persons  who  controlled  the  transferor. 

Effective  Date 

This  provision  is  effective  with  respect  to  activities  occurring 
after  the  date  of  enactment. 
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c.  Excise  taxes  on  political  expenditures  of  charitable  organiza- 
tions 

Present  Law 

A  charitable  organization  (including  a  private  foundation)  ceases 
to  qualify  for  tax-exempt  status  under  section  501(c)(3),  or  for  eligi- 
bility to  receive  tax-deductible  contributions,  if  it  participates  or  in- 
tervenes in  any  political  campaign  for  or  against  any  candidate  for 
public  office  (sees.  501(c)(3),  170(c)(2)). 

A  private  foundation  also  is  subject  to  an  excise  tax  (sec.  4945) 
equal  to  ten  percent  of  any  expenditure  to  influence  the  outcome  of 
any  specific  public  election  or  to  carry  on  any  voter  registration 
drive  (except  for  nonpartisan  voter  registration  drives  meeting 
specified  requirements),  or  for  any  other  noncharitable  purpose. 
The  prohibited  expenditures  subject  to  this  excise  tax  are  referred 
to  as  "taxable  expenditures." 

If  a  private  foundation  is  liable  for  the  section  4945  tax,  any 
foundation  officer,  director,  trustee,  or  responsible  employee  who 
agreed  to  making  the  expenditure,  knowing  that  it  was  a  taxable 
expenditure,  is  subject  to  an  excise  tax  equal  to  2-1/2  percent  of  the 
expenditure,  unless  the  agreement  was  not  willful  and  was  due  to 
reasonable  cause  (sec.  4945(a)(2)).  For  this  purpose,  the  burden  of 
proof  as  to  whether  the  manager  knowingly  participated  in  the  tax- 
able expenditure  is  on  the  Internal  Revenue  Service  (sec.  7454(b)). 
This  tax  on  managers  cannot  exceed  $5,000  for  any  one  such  ex- 
penditure. 

An  additional  excise  tax  equal  to  100  percent  of  the  taxable  ex- 
penditure is  imposed  on  the  foundation  if  the  expenditure  is  not 
corrected  within  a  specified  period.  Similarly,  an  additional  excise 
tax  equal  to  50  percent  of  the  expenditure  is  imposed  on  a  founda- 
tion manager  who  refuses  to  agree  to  correct  a  violation  of  the  pro- 
hibitions on  political  or  other  taxable  expenditures,  up  to  a  maxi- 
mum of  $10,000  for  any  one  such  violation.  If  the  making  of  the 
taxable  expenditure  or  the  refusal  to  correct  the  expenditure  is 
willful  and  flagrant,  or  if  there  has  been  a  prior  liability  for  any 
foundation  penalty  excise  tax,  the  first-tier  or  second-tier  sanctions 
on  the  foundation  or  managers  are  doubled,  unless  the  expenditure 
or  correction  violation  was  due  to  reasonable  cause  (sec.  6684). 

Reasons  for  Change 
Sanctions  for  prohibited  political  expenditures 

The  committee  believes  that  the  penalty  excise  tax  structure  ap- 
plicable under  present  law  if  a  private  foundation  makes  a  prohib- 
ited political  expenditure  should  also  apply  in  the  case  of  prohibit- 
ed political  expenditures  made  by  a  public  charity. 

As  the  Congress  concluded  in  adopting  the  two-tier  foundation 
excise  tax  structure  in  1969,  the  Internal  Revenue  Service  may 
hesitate  to  revoke  the  exempt  status  of  a  charitable  organization 
for  engaging  in  political  campaign  activities  in  circumstances 
where  that  penalty  may  seem  disproportionate — i.e.,  where  the  ex- 
penditure was  unintentional  and  involved  only  a  small  amount  and 
where  the  organization  subsequently  had  adopted  procedures  to 


1624 


assure  that  similar  expenditures  would  not  be  made  in  the  future, 
particularly  where  the  managers  responsible  for  the  prohibited  ex- 
penditure are  no  longer  associated  with  the  organization.  At  the 
same  time,  where  an  organization  claiming  status  as  a  charity  en- 
gages in  significant,  uncorrected  violations  of  the  prohibition  on  po- 
litical campaign  activities,  revocation  of  exempt  status  may  be  inef- 
fective as  a  penalty  or  as  a  deterrent,  particularly  if  the  organiza- 
tion ceases  operations  after  it  has  diverted  all  its  assets  to  improp- 
er purposes. 

The  committee  believes  that  the  additional,  two-tier  excise  tax 
structure  applicable  under  present  law  to  private  foundations  oper- 
ates in  a  fair  and  effective  manner  and  hence  appropriately  should 
be  extended  to  public  charities.  The  adoption  of  the  excise  tax  sanc- 
tion does  not  modify  the  present-law  rule  that  an  organization  does 
not  qualify  for  tax-exempt  status  as  a  charitable  organization,  and 
is  not  eligible  to  receive  tax-deductible  contributions,  unless  the  or- 
ganization does  not  participate  in,  or  intervene  in,  any  political 
campaign  on  behalf  of  or  in  opposition  to  any  candidate  for  public 
office  (sees.  501(c)(3),  170)c)(2)). 

Also,  the  committee  found  that,  in  recent  years,  some  organiza- 
tions that  claim  tax-exempt  status  under  section  501(c)(3)  and  eligi- 
bility to  receive  tax-deductible  contributions  have  been  used  sub- 
stantially to  promote  the  candidacy  of  a  person  holding  or  seeking 
public  office.  For  example,  such  an  organization  may  use  tax-de- 
ductible funds  or  tax-exempt  income  to  conduct  research  for,  or  pay 
travel  expenditures  of,  an  elected  official  or  potential  candidate,  or 
make  other  expenditures  having  the  primary  effect  of  promoting  a 
political  campaign  or  the  individual's  public  recognition. 

Under  present  law  (which  is  unchanged  by  the  bill),  such  organi- 
zations affiliated  with  political  figures  may  violate  the  require- 
ments for  status  as  a  tax-exempt  charity  that  (1)  the  organization 
must  be  organized  and  operated  exclusively  for  charitable,  etc.  pur- 
poses specified  in  section  501(c)(3),  (2)  the  organization  may  not 
engage  in  any  political  campaign  activities,  and  (3)  no  part  of  the 
organization's  net  earnings  can  inure  to  the  benefit  of  any  private 
individuals.  Nonetheless,  the  committee  believes  that,  in  addition 
to  the  effect  of  the  political  expenditures  on  the  organization's  tax- 
exempt  status,  such  expenditures  also  should  be  explicitly  included 
in  the  definition  of  political  expenditures  for  purposes  of  the  new 
excise  tax  if  the  organization  is  formed,  or  availed  of,  substantially 
for  purposes  of  promoting  the  candidacy  or  potential  candidacy  of 
an  individual  for  public  office. 

Enforcement  of  prohibition  on  political  campaign  activities 

The  committee  is  concerned  that  there  has  not  been  sufficiently 
effective  enforcement  by  the  Internal  Revenue  Service  of  the  rule 
that  an  organization  does  not  qualify  for  tax-exempt  status  as  a 
charity,  and  is  not  eligible  to  receive  tax-deductible  contributions, 
if  it  engages  in  any  political  campaign  activities  or  (except  as  oth- 
erwise provided  in  sec.  501(h))  in  more  than  an  insubstantial 
amount  of  lobbying  activities.  The  provisions  of  the  bill  requiring 
additional  disclosure  of  information  about  the  activities  of  charita- 
ble organizations,  and  imposing  excise  taxes  on  the  political  ex-  " 
penditures  of  public  charities  (and  on  disqualifying  lobbying  ex- 
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penditures  of  certain  charities),  will  not  achieve  fully  their  intend- 
ed objectives  unless  the  Internal  Revenue  Service  adequately  ad- 
ministers the  tax-law  rules. 

The  prohibition  on  political  campaign  activities  and  the  restric- 
tions on  lobbying  activities  by  charities  reflect  Congressional  poli- 
cies that  the  U.S.  Treasury  should  be  neutral  in  political  affairs, 
and  that  substantial  activities  directed  to  attempts  to  influence  leg- 
islation should  not  be  subsidized  through  the  tax  benefits  accorded 
to  charitable  organizations  and  their  contributors.  To  carry  out  the 
objectives  of  the  Congress  as  reflected  in  these  long-standing  rules, 
the  committee  intends  that  the  Internal  Revenue  Service  should 
strengthen  its  enforcement  efforts  and  should  report  periodically  to 
the  committee  on  its  augmented  enforcement  efforts. 

In  this  connection,  the  committee  also  concluded  that  there 
should  be  greater  coordination  between  the  Internal  Revenue  Serv- 
ice and  the  Federal  Election  Commission  for  purposes  of  assuring 
that  the  assets  of  tax-exempt  charities  are  not  being  diverted  to 
prohibited  political  purposes.  Finally,  to  assist  both  enforcement  by 
the  Internal  Revenue  Service  and  compliance  by  charities  with  the 
lobbying  restrictions,  the  committee  concluded  that  the  Treasury 
Department  and  the  Internal  Revenue  Service  (after  taking  into  ac- 
count suggestions  from  the  charitable  community  and  other  inter- 
ested persons)  should  report  to  the  committee  on  the  appropriate- 
ness and  feasibility  of  utilizing  a  single  standard  to  measure  the 
permitted  lobbying  activities  for  all  charitable  organizations. 

Explanation  of  Provisions 
Sanctions  for  prohibited  political  expenditures 
In  general 

Under  the  bill,  a  charitable  organization22  that  makes  a  political 
expenditure  (as  defined  below)  is  subject  to  an  excise  tax  equal  to 
ten  percent  of  the  amount  of  the  expenditure.  If  the  political  ex- 
penditure is  not  corrected  within  the  specified  period,  an  additional 
excise  tax  is  imposed  on  the  organization  equal  to  100  percent  of 
the  expenditure.  The  correction  of  a  political  expenditure  means 
recovering  all  or  part  of  the  expenditure  (to  the  extent  possible) 
plus  establishment  of  safeguards  to  prevent  the  organization  from 
making  future  political  expenditures;  in  addition,  if  full  recovery  is 
not  possible,  the  organization  must  take  such  additional  corrective 
action  (including,  in  appropriate  circumstances,  substitution  of  a 
new  governing  body)  as  prescribed  by  Treasury  regulations. 

If  a  charitable  organization  is  liable  for  the  excise  tax  on  politi- 
cal expenditures,  an  initial  excise  tax  equal  to  2§  percent  of  the 
expenditure  is  imposed  on  any  manager  of  the  organization  who 


22  For  this  purpose,  the  term  "charitable  organization"  is  used  to  refer  to  any  organization 
that,  without  regard  to  any  political  expenditure,  would  be  described  in  sec.  501(c)(3)  as  a  chari- 
table, educational,  religious,  scientific,  etc.  organization  and  would  be  exempt  from  taxation 
under  sec.  501(a).  Thus,  an  organization  cannot  avoid  liability  for  the  excise  tax  on  political  ex- 
penditures simply  because  the  expenditure  itself  causes  the  organization  to  cease  to  qualify  as 
an  organization  described  in  sec.  501(c)(3).  The  excise  tax  does  not  apply  to  an  organization  that 
is  tax-exempt  under  a  provision  other  than  sec.  501(c)(3)— for  example,  to  a  social  welfare  organi- 
zation that  is  tax-exempt  under  sec.  501(c)(4)— even  though  such  organization,  if  its  permitted 
political  campaign  activities  were  not  taken  into  account,  might  qualify  as  an  organization  de- 
scribed in  sec.  501(c)(3). 
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agreed  to  the  making  of  the  expenditure  knowing  that  it  was  a  po- 
litical expenditure,  unless  the  manager's  agreement  was  not  willful 
and  was  due  to  reasonable  cause.  As  in  the  case  of  the  private 
foundation  excise  taxes  (sec.  7454(b)),  the  burden  of  proof  as  to 
whether  the  manager  knowingly  participated  in  the  expenditure  is 
on  the  Internal  Revenue  Service.  This  first-level  tax  on  managers 
cannot  exceed  $5,000  for  any  one  political  expenditure.  An  addi- 
tional excise  tax  (not  to  exceed  $10,000  for  any  one  expenditure) 
equal  to  50  percent  of  the  political  expenditure  is  imposed  on  any 
manager  who  refuses  to  agree  to  part  or  all  of  the  correction  of  the 
political  expenditure. 

The  initial  and  additional  excise  tax  amounts  on  the  organization 
or  a  manager  are  doubled  if  the  making  of  the  expenditure  or  the 
manager's  action  was  willful  and  flagrant,  or  if  the  organization  or 
manager  previously  had  been  liable  for  the  excise  tax. 

Under  the  bill,  the  term  "manager"  means  (1)  any  officer,  direc- 
tor, or  trustee  of  the  organization  (or  individual  having  powers  or 
responsibilities  similar  to  those  of  officers,  directors,  or  trustees), 
and  (2)  with  respect  to  a  particular  political  expenditure,  any  em- 
ployee of  the  organization  having  authority  or  responsibility  with 
respect  to  such  expenditure.  The  provisions  of  the  bill  with  respect 
to  liability  of  managers  for  the  excise  tax  on  political  expenditures, 
such  as  the  reasonable  cause  exception  to  the  first-tier  tax,  are  to 
be  applied  in  a  manner  consistent  with  the  application  of  the 
excise  tax  liability  of  managers  of  a  private  foundation  under  sec- 
tion 4945,  relating  to  political  and  other  taxable  expenditures  of 
foundations  (see,  e.g.,  Treas.  Reg.  sec.  53.4945-1). 

To  avoid  duplication  of  excise  taxes  on  political  expenditures 
made  by  a  private  foundation,  the  bill  provides  that  if  the  new 
excise  tax  is  imposed  with  respect  to  a  political  expenditure  made 
by  a  private  foundation,  that  expenditure  is  not  treated  as  a  tax- 
able expenditure  also  subject  to  the  foundation  excise  tax  under 
section  4945. 

The  adoption  of  the  excise  tax  sanction  does  not  modify  the 
present-law  rule  that  an  organization  does  not  qualify  for  tax- 
exempt  status  as  a  charitable  organization,  and  is  not  eligible  to  re- 
ceive tax-deductible  contributions,  unless  the  organization  does  not 
participate  in,  or  intervene  in,  any  political  campaign  on  behalf  of 
or  in  opposition  to  any  candidate  for  public  office  (sees.  501(c)(3), 
170(c)(2)). 

Political  expenditure 

The  term  "political  expenditure"  generally  means,  for  purposes 
of  the  new  excise  tax,  any  amount  paid  or  incurred  by  a  charitable 
organization  in  any  participation  in,  or  intervention  in  (including 
the  publication  or  distribution  of  statements),  any  political  cam- 
paign on  behalf  of,  or  in  opposition  to,  any  candidate  for  public 
office.23 


23  Under  this  general  definition,  the  term  "political  expenditure"  does  not  include  certain 
types  of  expenditures  that  have  been  held  to  constitute  neutral  voter  education  under  present 
law,  rather  than  political  campaign  activities  prohibited  under  sees.  501(c)(3)  and  170(c)(2).  See, 
e.g.,  Rev.  Rul.  78-248,  1978-1  C.B.  154,  holding  that  certain  specific  types  of  expenditures  de- 
scribed in  the  ruling  do  not  constitute  prohibited  political  campaign  activities. 
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In  addition,  the  bill  specifies  that  in  the  case  of  an  organization 
formed,  or  availed  of,  substantially  for  purposes  of  promoting  the 
candidacy  or  potential  candidacy  of  an  individual  for  public  office, 
the  term  "political  expenditure' '  includes  any  of  the  following 
amounts  paid  or  incurred  (including  reimbursements)  by  the  orga- 
nization— 

(1)  amounts  paid  or  incurred  to  such  individual  for  speeches  or 
other  services; 

(2)  travel  expenses  of  such  individual; 

(3)  expenses  of  conducting  polls,  surveys,  or  other  studies,  or  pre- 
paring papers  or  other  materials,  for  use  by  such  individual; 

(4)  expenses  of  advertising,  publicity,  and  fundraising  for  such  in- 
dividual; and 

(5)  any  other  expense  (including  an  expense  to  promote  voter  reg- 
istration or  voter  turnout)  that  has  the  primary  effect  of  promoting 
public  recognition,  or  otherwise  primarily  accruing  to  the  benefit, 
of  such  individual.24 

The  express  specification  of  the  above-listed  five  types  of  expendi- 
tures as  political  expenditures  subject  to  the  new  excise  tax  applies 
only  if  the  organization  is  formed,  or  availed  of,  substantially  for 
purposes  of  promoting  the  candidacy  (or  potential  candidacy)  of  one 
or  more  specific  individuals  for  public  office,  or  of  a  "ticket"  of  can- 
didates for  public  office  (e.g.,  a  ticket  of  all  candidates  from  one 
particular  political  party  in  a  specific  national,  State,  or  local  elec- 
tion). The  express  enumeration  of  certain  types  of  expenditures  as 
political  expenditures  if  the  organization  is  formed,  or  availed  of, 
substantially  for  purposes  of  promoting  the  candidacy  or  potential 
candidacy  of  an  individual  for  public  office  does  not  affect  the  de- 
termination of  what  types  of  expenditures  constitute  political  ex- 
penditures under  the  general  definition  of  political  expenditures 
for  purposes  of  the  new  excise  tax  or  under  the  prohibition  on  po- 
litical campaign  activities  by  tax-exempt  charitable  organizations 
(including  private  foundations). 

Effective  date 

The  excise  tax  provisions  relating  to  political  expenditures  apply 
to  taxable  years  beginning  after  the  date  of  enactment. 

Enforcement  of  prohibition  on  political  campaign  activities 

The  committee  intends  that  the  Internal  Revenue  Service  is  to 
strengthen  its  enforcement  of  the  rule  that  an  organization  does 
not  qualify  for  tax-exempt  status  as  a  charitable  organization,  and 
is  not  eligible  to  receive  tax-deductible  contributions,  if  it  engages 
in  any  political  campaign  activities  or  (except  as  otherwise  provid- 
ed in  sec.  501(h))  in  more  than  an  insubstantial  amount  of  lobbying 


2*  If  a  charitable  organization  (including  a  public  charity)  makes  an  expenditure  for  a  voter 
registration  drive  that  is  described  in  sec.  4945(f),  the  expenditure  is  deemed  not  to  be  made  for 
such  private  benefit  and  therefore  does  not  constitute  a  political  expenditure  subject  to  the  new 
excise  tax.  A  voter  registration  expenditure  qualifies  under  sec.  4945(f)  only  if,  among  other  re- 
quirements, (1)  the  voter  registration  activities  are  nonpartisan,  are  not  confined  to  one  specific 
election,  and  are  carried  on  in  at  least  five  States;  and  (2)  contributions  to  the  organization  for 
voter  registration  activities  are  not  made  subject  to  conditions  that  they  be  used  only  in  speci- 
fied States,  political  subdivisions,  or  other  areas  of  specified  States,  or  that  they  may  be  used 
only  in  one  specific  election  period. 
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activities.  The  Internal  Revenue  Service  is  to  report  periodically  to 
the  committee  on  its  augmented  enforcement  efforts. 

In  this  connection,  the  committee  recommends  that  there  should 
be  greater  exchange  of  information  between  the  Internal  Revenue 
Service  and  the  Federal  Election  Commission,  consistent  with  any 
present-law  limitations  on  disclosure  by  such  agencies.  The  commit- 
tee encourages  the  Federal  Election  Commission  to  provide  the  In- 
ternal Revenue  Service,  to  the  extent  feasible,  with  disclosable  in- 
formation regarding  political  campaign  activities  of  any  organiza- 
tion that  the  commission  knows  has  been  recognized  as  tax-exempt 
under  section  501(c)(3),  including  known  violations  of  Federal  elec- 
tion campaign  laws,  requests  by  such  organization  for  advisory 
opinions  as  to  election  campaign  law,  and  reallocation  of  expendi- 
ture determinations. 

To  assist  both  enforcement  by  the  Internal  Revenue  Service  and 
compliance  by  charities  with  the  lobbying  restrictions,  the  commit- 
tee intends  that  the  Treasury  Department  and  Internal  Revenue 
Service  (after  taking  into  account  suggestions  from  charitable  orga- 
nizations and  other  interested  persons)  are  to  report  to  the  commit- 
tee on  the  appropriateness  and  feasibility  of  utilizing  a  single 
standard  to  measure  the  permitted  lobbying  activities  for  all  chari- 
table organizations. 

d.  Additional  enforcement  authority  in  the  case  of  flagrant  politi- 
cal expenditures  by  charitable  organizations 

Present  Law 

An  organization  does  not  qualify  for  tax-exempt  status  as  a  char- 
itable organization,  and  is  not  eligible  to  receive  tax-deductible  con- 
tributions, if  it  engages  in  any  political  campaign  activities  (sees. 
501(c)(3),  170(c)(2)). 

Under  present  law,  the  Internal  Revenue  Service  does  not  have 
authority  to  make  immediate  tax  assessments  or  to  seek  a  court  in- 
junction against  continuing  political  expenditures  of  a  charitable 
organization  even  if  the  organization  is  flagrantly  violating  the  pro- 
hibition on  any  political  campaign  activities.  In  other  circum- 
stances, present  law  authorizes  the  Internal  Revenue  Service  to 
make  immediate  assessments  of  tax  liability  where  regular  audit 
procedures  would  be  ineffective  and  hence  expedited  assessment 
procedures  are  deemed  appropriate  (see,  e.g.,  sees.  6851,  6861,  6867, 
and  6871).  In  addition,  present  law  authorizes  Federal  courts  to 
issue  injunctions  against  tax  return  preparers  and  promoters  of 
abusive  tax  shelters  to  prevent  the  recurrence  of  specified  tax  law 
violations  (sees.  7407  and  7408). 

Reasons  for  Change 

The  committee  found  that  current  audit  and  enforcement  proce- 
dures of  the  Internal  Revenue  Service  are  not  sufficient  to  deter  a 
charitable  organization  that  has  engaged  in  one  or  more  flagrant 
violations  of  the  prohibition  on  political  campaign  activities  from 
continuing  to  engage  in  such  activities.  Although  the  organization 
ceases  to  qualify  for  tax-exempt  status  and  eligibility  to  receive  tax- 
deductible  contributions  when  it  engages  in  such  prohibited  activi- 
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ties,  the  organization  still  may  continue  to  represent  itself  as  eligi- 
ble to  receive  tax-deductible  contributions  and  to  solicit  and  misuse 
contributions  from  donors  who  are  unaware  of  the  disqualifying  ac- 
tivities. Under  present-law  procedures,  the  organization  may  be 
able  successfully  to  continue  misrepresenting  its  status  to  the 
public  until  the  Internal  Revenue  Service  issues  a  revocation  deter- 
mination to  the  organization  and  publishes  notice  of  its  action. 

As  a  practical  matter,  the  Internal  Revenue  Service  may  not  be 
able  to  revoke  such  an  organization's  exemption  until  its  taxable 
year  ends,  the  information  return  for  that  year  is  filed  (due  May  15 
for  a  calendar-year  organization),  and  the  return  is  selected  for 
audit.  By  that  time,  all  contributions  received  by  the  organization 
(for  which  the  donors  have  claimed  charitable  deductions)  and  its 
other  assets  may  have  been  spent  on  nonexempt  activities,  and  the 
organization  may  have  ceased  operations.  As  a  result,  the  subse- 
quent issuance  of  the  exemption  revocation  does  not  have  a  deter- 
rent effect  on  the  organization  or  operate  as  an  effective  penalty, 
particularly  since  the  organization  no  longer  may  have  any  assets 
out  of  which  any  tax  liabilities  could  be  collected. 

The  committee  concluded  that  if  a  charitable  organization  has 
made  political  expenditures  that  constitute  a  flagrant  violation  of 
the  prohibition  against  making  political  expenditures,  the  Internal 
Revenue  Service  should  be  authorized  to  revoke  the  tax-exempt 
status  of  the  organization  and  make  immediate  assessments  of 
income  tax  liability  and  of  the  new  excise  tax  on  political  expendi- 
tures. In  addition,  the  committee  believes  that  it  is  appropriate  to 
authorize  Federal  courts  to  issue  an  injunction  against  future  polit- 
ical expenditures  by  a  charitable  organization  that  has  flagrantly 
participated  in  political  campaign  activities,  but  only  if  the  Com- 
missioner of  Internal  Revenue  personally  has  made  certain  deter- 
minations and  if  the  court  makes  similar  findings  on  the  basis  of 
clear  and  convincing  evidence. 

Explanation  of  Provisions 
Termination  assessments 

The  bill  provides  that  the  Internal  Revenue  Service  is  authorized 
to  make  an  immediate  determination  and  assessment  of  income 
tax,  or  of  the  new  excise  tax  on  political  expenditures,  for  the  cur- 
rent or  preceding  taxable  year  of  a  charitable  organization  if  the 
Internal  Revenue  Service  finds  that  (1)  the  organization  has  made 
political  expenditures,  and  (2)  such  expenditures  constitute  a  fla- 
grant violation  of  the  prohibition  against  making  political  expendi- 
tures.25 (For  this  purpose,  the  organization's  current  taxable  year 
is  treated  as  if  it  terminates  on  the  date  the  tax  liability  is  so  de- 
termined.) Any  taxes  thus  assessed  against  the  organization  or  its 
managers  become  due  and  payable  immediately. 


25  The  term  "charitable  organization"  has  the  same  reference  here  as  under  the  description 
above  of  the  new  excise  tax  on  political  expenditures  (see  note  22,  supra).  The  term  "political 
expenditure"  has  the  same  meaning  as  in  the  excise  tax  provision  (described  above). 
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Injunction  authority 

The  bill  authorizes  a  civil  action  in  the  name  of  the  United 
States  to  be  instituted,  if  certain  requirements  first  are  met,  to 
enjoin  a  charitable  organization  from  further  making  political  ex- 
penditures26 and  for  such  other  relief  as  may  be  appropriate  to 
ensure  that  the  organization's  assets  are  preserved  for  charitable 
purposes  specified  in  section  501(c)(3). 

The  action  seeking  an  injunction  may  be  brought  only  if  the  In- 
ternal Revenue  Service  has  notified  the  organization  of  its  inten- 
tion to  seek  such  an  injunction  unless  the  organization  immediate- 
ly ceases  making  political  expenditures.  In  addition,  the  injunction 
may  be  sought  only  if  the  Commissioner  of  Internal  Revenue  per- 
sonally has  determined  that  (1)  the  organization  has  flagrantly  par- 
ticipated in,  or  intervened  in  (including  the  publication  or  distribu- 
tion of  statements),  any  political  campaign  on  behalf  of  or  in  oppo- 
sition to  any  candidate  for  public  office,  and  (2)  injunctive  relief  is 
appropriate  to  prevent  future  political  expenditures. 

The  U.S.  District  Court27  may  grant  injunctive  relief  only  if  the 
Court  finds,  on  the  basis  of  clear  and  convincing  evidence,  that  (1) 
the  organization  has  flagrantly  participated  in,  or  intervened  in 
(including  the  publication  or  distributions  of  statements),  any  polit- 
ical campaign  on  behalf  of  or  in  opposition  to  any  candidate  for 
public  office,  and  (2)  injunctive  relief  is  appropriate  to  prevent 
future  political  expenditures. 

Effective  Date 

The  provisions  of  the  bill  relating  to  termination  assessments 
and  injunctive  relief  take  effect  on  the  date  of  enactment. 

e.  Excise  tax  on  disqualifying  lobbying  expenditures  of  certain 
charitable  organizations 

Present  Law 

A  charitable  organization  (including  a  private  foundation)  ceases 
to  qualify  for  tax-exempt  status  under  section  501(c)(3),  or  for  eligi- 
bility to  receive  tax-deductible  contributions,  if  more  than  an  in- 
substantial part  of  its  activities  "is  carrying  on  propaganda,  or  oth- 
erwise attempting  to  influence  legislation,"  except  as  otherwise 
provided  in  section  501(h)  (sees.  501(c)(3),  170(c)(2)). 

A  private  foundation  is  subject  to  an  excise  tax  equal  to  ten  per- 
cent of  any  expenditure  to  carry  on  propaganda,  or  otherwise  to  at- 
tempt, to  influence  legislation  (within  the  meaning  of  sec.  4945(e)), 
or  for  any  other  noncharitable  purpose  (sec.  4945).  The  prohibited 
expenditures  subject  to  this  excise  tax  are  referred  to  as  "taxable 
expenditures." 

If  the  foundation  is  liable  for  this  tax,  any  foundation  officer,  di- 
rector, trustee,  or  responsible  employee  who  agreed  to  making  the 
expenditure,  knowing  that  it  was  a  tax  expenditure,  is  subject  to 


26  See  note  25,  supra. 

27  The  action  may  be  brought  in  the  U.S.  District  Court  for  the  district  in  which  the  organiza- 
tion has  its  principal  place  of  business  or  for  any  district  in  which  it  has  made  political  expendi- 
tures. 
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an  excise  tax  equal  to  2\  percent  of  the  expenditure,  unless  the 
agreement  was  not  willful  and  was  due  to  reasonable  cause.  For 
this  purpose,  the  burden  of  proof  as  to  whether  the  manager  know- 
ingly participated  in  the  expenditure  is  on  the  Internal  Revenue 
Service  (sec.  7454(b)).  This  tax  on  managers  cannot  exceed  $5,000 
with  respect  to  any  one  such  lobbying  expenditure. 

In  lieu  of  complying  with  the  requirement  that  a  charitable  orga- 
nization may  not  engage  in  more  than  an  insubstantial  amount  of 
lobbying,  public  charities  (except  for  churches  and  certain  other 
categories  of  organizations)  may  elect  to  have  the  amount  of  per- 
mitted lobbying  measured  under  the  arithmetical  tests  set  forth  in 
section  501(h).  If  the  lobbying  expenditures  (as  defined  in  sec. 
4911(d))  of  an  electing  organization  exceed  the  allowable  amounts, 
an  excise  tax  is  imposed  on  the  organization  equal  to  25  percent  of 
the  excess  lobbying  expenditures  (sec.  4911(a)).  Further,  if  the  elect- 
ing organization's  lobbying  expenditures  normally  are  more  than 
150  percent  of  the  allowable  amounts,  the  organization  is  disquali- 
fied from  tax-exempt  status  (sec.  501(h)). 

Reasons  for  Change 

The  committee  concluded  that  revocation  of  exempt  status  may 
be  ineffective  in  the  case  of  certain  charitable  organizations  as  a 
penalty  or  as  a  deterrent  to  engaging  in  more  than  insubstantial 
lobbying  activities,  particularly  if  the  organization  ceases  oper- 
ations after  it  has  diverted  all  its  tax-deductible  contributions  and 
exempt  income  to  improper  purposes  but  before  it  has  been  audited 
and  any  income  tax  liability  has  been  assessed.  Accordingly,  the 
committee  believes  that  in  such  cases  the  sanction  of  revocation  of 
tax-exempt  status  should  be  supplemented  by  an  excise  tax,  just  as 
under  present  law  excise  taxes  apply  where  a  public  charity  elect- 
ing section  501(h)  exceeds  the  permitted  lobbying  expenditures  or 
where  a  private  foundation  engages  in  any  political  lobbying  activi- 
ties. 

Explanation  of  Provision 

Under  the  bill,  an  excise  tax  is  imposed  on  the  lobbying  expendi- 
tures of  certain  charitable  organizations  if  (and  only  if)  the  organi- 
zation ceases  to  qualify  for  tax-exempt  status  under  section 
501(c)(3)  for  the  year  by  reason  of  making  lobbying  expenditures, 
i.e.,  because  the  organization  engaged  in  more  than  an  insubstan- 
tial amount  of  lobbying  activities. 

The  excise  tax  generally  applies  to  any  organization  that  was 
exempt  (or  was  determined  by  the  Internal  Revenue  Service  to  be 
exempt)  from  taxation  under  section  501(a)  by  reason  of  being  a 
charitable,  educational,  religious,  scientific,  etc.  organization  de- 
scribed in  section  501(c)(3).  However,  the  tax  does  not  apply  to  (1)  a 
charitable  organization  that  has  made  an  election  to  be  subject  to 
1  the  lobbying  limitations  under  section  501(h),  as  described  above; 
(2)  a  church  or  certain  church-related  organizations  as  described  in 
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section  501(h)(5),28  which  are  not  eligible  to  elect  the  section  501(h) 
provision  on  lobbying  expenditures;  or  (3)  a  private  foundation  (sec. 
509(a)),  which  is  subject  to  the  section  4945  excise  tax  on  taxable 
expenditures  of  foundations. 

Under  the  bill,  the  excise  tax  on  the  organization  is  five  percent 
of  the  amount  of  lobbying  expenditures  incurred  during  any  tax- 
able year  in  which  the  organization  has  ceased  to  qualify  as  tax- 
exempt  under  section  501(c)(3)  because  of  making  lobbying  expendi- 
tures. The  term  "lobbying  expenditure"  is  defined  as  any  amount 
paid  or  incurred  by  the  organization  in  carrying  on  propaganda,  or 
otherwise  attempting  to  influence  legislation. 

If  an  organization  whose  exempt  status  has  been  revoked  is 
liable  for  the  new  excise  tax  on  lobbying  expenditures,  a  tax  equal 
to  five  percent  of  such  lobbying  expenditures  is  imposed  on  any 
manager29  of  the  organization  who  agreed  to  the  making  of  the  ex- 
penditures, knowing  that  such  lobbying  expenditures  could  result 
in  revocation  of  the  organization's  tax-exempt  status,  unless  the 
manager's  agreement  was  not  willful  and  was  due  to  reasonable 
cause.  As  in  the  case  of  the  excise  tax  under  the  bill  on  political 
expenditures  and  the  present-law  private  foundation  excise  taxes, 
the  burden  of  proof  as  to  whether  the  manager  knowingly  partici- 
pated in  the  lobbying  expenditures  is  on  the  Internal  Revenue 
Service. 

The  reasonable  cause  exception  to  the  tax  applicable  to  manag- 
ers is  to  be  applied  in  the  same  manner  as  the  present-law  reasona- 
ble cause  exception  to  the  excise  tax  liability  of  managers  of  a  pri- 
vate foundation  under  section  4945  (see  Treas.  Reg.  sec.  53.4945-1). 
Thus,  a  manager  is  liable  for  the  excise  tax  under  the  bill  only  if 
the  Internal  Revenue  Service  shows  that,  in  agreeing  to  the 
making  of  the  lobbying  expenditures,  the  manager  knew  that  such 
expenditures  constituted  lobbying  expenditures  and  knew  that  as  a 
result  of  such  expenditures  the  organization  could  lose  its  tax- 
exempt  status  under  section  501(c)(3)  because  the  lobbying  activi- 
ties of  the  organization  could  be  viewed  as  more  than  insubstantial, 
and  only  if  the  manager  failed  to  obtain  an  opinion  of  counsel  con- 
cerning the  expenditures  that  would  protect  the  manager  under 
the  reasonable  cause  exception. 

Effective  Date 

The  provision  relating  to  the  excise  tax  on  lobbying  expenditures 
of  certain  charitable  organizations  applies  to  taxable  years  begin- 
ning after  the  date  of  enactment. 


28  The  organizations  described  in  sec.  501(h)(5)  are  (1)  a  church  or  convention  or  association  of 
churches  (sec.  170(b)(l)(A)(i));  (2)  an  integrated  auxiliary  of  a  church  or  of  a  convention  or  asso- 
ciation of  churches;  and  (3)  a  member  of  an  affiliated  group  of  organizations  (within  the  mean- 
ing of  sec.  4911(f)(2))  if  one  or  more  members  of  such  group  is  a  church,  etc.  as  described  in  (1)  or 
(2)  above. 

29  For  this  purpose,  the  term  "manager"  means  (1)  any  officer,  director,  or  trustee  of  the  orga- 
nization (or  individual  having  powers  or  responsibilities  similar  to  those  of  officers,  directors,  or 
trustees),  and  (2)  with  respect  to  particular  lobbying  expenditures,  any  employee  of  the  organiza- 
tion having  authority  or  responsibility  with  respect  to  such  expenditures. 


V.  BUDGET  IMPACT 


A.  Committee  Estimates 

Table  1  below  summarizes  the  outlay  effects  of  the  Committee's 
recommendations  and  Table  2  summarizes  the  revenue  effects. 
These  estimates  are  identical  to  those  made  by  the  Congressional 
Budget  Office  (CBO)  and  the  Joint  Committee  on  Taxation.  Only 
provisions  which  have  a  direct  impact  upon  budget  outlays  or  reve- 
nues are  shown  in  these  tables. 

The  outlay  and  revenue  estimates  for  a  particular  provision  are 
calculated  to  include  the  budget  impacts  the  provision  has  on  other 
programs.  For  example,  many  of  the  Medicare  and  AFDC  provi- 
sions have  impacts  upon  the  Medicaid  program. 

The  vaccine  program  outlays  are  not  shown  in  Table  1  as  the  es- 
timates in  Table  2  reflect  revenues  in  excess  of  outlays.  PBGC 
budget  effects  are  shown  in  Table  1. 

Due  to  passage  of  H.J.  Res.  324,  the  Balanced  Budget  and  Emer- 
gency Deficit  Control  Reaffirmation  Act  of  1987,  the  Committee  be- 
lieves that  the  relevant  outlay  and  revenue  estimates  are  those  de- 
rived by  measuring  deficit  reduction  relative  to  the  budget  baseline 
defined  in  H.J.  Res.  324.  Consequently,  all  Fiscal  Year  1988  and 
outyear  estimates  presented  in  Tables  1  and  2  are  relative  to  this 
Gramm-Rudman-Hollings  budget  baseline,  using  CBO  August  eco- 
nomic and  technical  assumptions. 

Total  outlay  reductions  are  $1.9  billion  for  Fiscal  Year  1988  and 
$8.8  billion  for  the  three  year  period  from  Fiscal  Year  1988  through 
1990.  These  estimates  include  the  entire  direct  spending  effects  of 
H.R.  1720,  the  Family  Welfare  Reform  Act  included  as  Subtitle  B 
of  Title  IX.  The  Committee's  outlay  reduction  targets  contained  in 
Fiscal  Year  1988  budget  resolution  are  $1.6  billion  for  Fiscal  Year 
1988  and  $9.2  billion  for  the  three  year  period. 

The  small  shortfall  of  $0.4  billion  for  the  three  year  period 
should  be  ignored.  Under  H.J.  Res.  324  savings  of  $155  million 
were  achieved  in  the  Medicare  program.  In  addition,  the  Commit- 
tee was  allocated  $111  million  of  new  entitlement  authority  per 
year  in  the  budget  resolution.  Counting  only  welfare  costs  above 
the  allocation  of  new  entitlement  authority,  and  adding  in  H.J. 
■  Res.  324  savings  already  achieved,  total  outlay  savings  for  the 
three  year  period  are  $9.3  billion,  some  $0.1  billion  above  the  recon- 
ciliation outlay  target.  Thus,  the  Committee  believes  it  has  fulfilled 
the  commitment  it  made  in  its  report  to  the  Budget  Committee  on 
February  25,  1987  to  ensure  that  welfare  reform  legislation  be 
budget  neutral.  The  Committee  believes  it  has  paid  for  welfare 
reform  through  additional  outlay  savings. 

In  addition,  there  are  $0.4  billion  of  non-duplicative  net  medicare 
savings  for  the  three  year  period  in  Title  IV  of  this  bill.  Also,  H.R. 
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2941,  the  Medicare  Catastrophic  Protection  Act  of  1987  as  passed 
by  the  House,  has  a  net  deficit  reducing  effect  (revenues  relative  to 
direct  spending)  of  $1.6  billion  from  Fiscal  Year  1988  through  1990. 

The  total  net  revenue  increases  achieved  by  the  Committee  are 
$12.0  billion  for  Fiscal  Year  1988  and  $53.3  billion  for  the  three 
year  period.  This  satisfies  the  revenue  requirement  placed  on  the 
Committee  by  the  passage  of  H.J.  Res.  324  to  avoid  sequestration. 

H.  Con.  Res.  93  assumed  in  Sec.  6(a)  that  as  a  procedure  appro- 
priate to  carry  out  the  purpose  of  the  Congressional  Budget  and 
Impoundment  Act  of  1974,  the  Committee  on  Ways  and  Means 
would  establish  a  deficit  reduction  account.  The  Committee  decided 
not  to  establish  such  a  bookkeeping  account,  since  it  would  create 
administrative  difficulties.  More  importantly,  revenues  raised  in 
this  bill  that  would  have  normally  been  deposited  in  the  Social  Se- 
curity Trust  Fund  or  the  Highway  Trust  Fund  would  be  deposited 
in  a  separate  account  in  the  Treasury.  The  Committee  feels  it 
unwise  to  override  existing  law  and  fail  to  deposit  funds  in  the  ap- 
propriate trust  fund.  The  Committee  is,  however,  in  full  agreement 
with  the  intent  of  Sec.  6(a),  and  believes  that  every  effort  should  be 
made  to  insure  that  the  revenues  raised  under  Titles  IX  and  X  be 
used  for  deficit  reduction  purposes  only. 
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B.  CBO  Estimates 

1.  Title  IX  Provisions 

U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  DC,  October  19,  1987. 

Hon.  Dan  Rostenkowski, 

Chairman,  Committee  on  Ways  and  Means, 

U.S.  House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  pre- 
pared the  attached  cost  estimate  for  Title  IX  of  the  Reconciliation 
Provisions  submitted  by  the  Committee  on  Ways  and  Means.  The 
estimates  are  consistent  with  August  baseline  except  where  noted. 

If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them. 

With  best  wishes, 
Sincerely, 

C.G.  Nuckols 
(For  Edward  M.  Gramlich,  Acting  Director). 
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U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  DC,  October  20,  1987. 

Hon.  Dan  Rostenkowski, 

Chairman,  Committee  on  Ways  and  Means, 

U.S.  House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  pre- 
pared this  cost  estimate  of  the  Ways  and  Means  Committee's  reve- 
nue reconciliation  proposals  (Title  X),  as  ordered  reported  on  Octo- 
ber 15,  1987.  Because  this  estimate  was  done  without  final  bill  lan- 
guage, the  numbers  could  be  subject  to  change. 

Subtitle  A  of  Title  X,  Revenue  Increasing  Provisions,  includes 
four  sections.  Section  I  changes  certain  individual  income  tax  pro- 
visions including  some  affecting  the  taxation  of  employee  benefits, 
and  changes  several  estate  and  gift  tax  provisions.  Section  II  in- 
cludes business  reform  proposals  in  the  areas  of  accounting,  part- 
nerships, mergers,  minimum  taxes,  foreign  taxes,  insurance,  and 
pensions.  Section  III  modifies  and  extends  some  excise  taxes  and 
certain  user  fees.  Section  IV  includes  provisions  on  tax-exempt 
bonds  and  estimated  taxes. 

Subtitle  B  primarily  includes  technical  corrections  to  the  Tax 
Reform  Act  of  1986. 

Subtitle  C  includes  numerous  miscellaneous  provisions  changing 
the  treatment  of  specific  items  for  proposed  of  income,  excise  and 
estate  and  gift  taxation. 

Subtitle  D  addresses  the  treatment  of  the  lobbying  and  political 
activities  of  tax-exempt  organizations. 

CBO  has  coordinated  with  the  Joint  Committee  on  Taxation  in 
estimating  the  revenue  effects  of  Title  X  and  has  reviewed  and  ap- 
proved all  final  estimates.  These  estimates  are  relative  to  CBO's 
August  1987  baseline  and  appear  on  the  table  below.  These  totals 
include  revenue  gains  of  $14  million  in  1988,  $23  million  in  1989, 
and  $43  million  in  1990  attributable  to  the  provision  in  Subtitle  C, 
extending  the  date  for  qualified  authorizing  legislation  for  the  Oil 
Spill  Liability  Trust  Fund,  and  the  tax  on  oil  financing  the  fund. 
These  amounts  have  also  been  included  in  CBO's  estimate  of  the 
House  Committee  on  Merchant  Marine  and  Fisheries  reconciliation 
language  because  that  represents  that  authorizing  legislation  that 
triggers  the  oil  tax. 

[By  fiscal  year,  in  millions  of  dollars] 


1988  1989 

1990  1938-90 

Revenue  effects  of  title  X  provisions  only  

  10,440  18,628 

17,995  47,065 

Please  feel  free  to  contact  me  or  your  staff  may  wish  to  contact 
Kathleen  O'Connell  or  Marianne  Page  of  the  Tax  Analysis  Division 
at  226-2680. 

With  best  wishes, 
Sincerely, 

Edward  M.  Gramlich, 

Acting  Director. 
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When  the  President  and  bipartisan  majorities  of  the  Congress 
agreed  to  the  revitalization  of  the  Gramm-Rudman-Hollings  law, 
none  of  the  parties  signed  onto  an  automatic  tax  increase.  To  the 
contrary,  they  legally  bound  themselves  to  $23  billion  in  automatic 
spending  cuts  if  they  failed  to  reduce  the  federal  deficit.  At  the 
time,  the  Republican  Members  of  the  Ways  and  Means  Committee 
vowed  to  oppose  a  strategy  of  primarily  raising  taxes  to  avoid  se- 
questration. I  speak  for  the  overwhelming  majority  of  my  col- 
leagues on  that  Committee  when  I  say  we  will  continue  to  keep  our 
promise  today. 

If  the  purpose  of  the  tax  bill  produced  by  Ways  and  Means 
Democrats  had  been  to  reduce  the  deficit,  it  might  have  had  some 
reason  for  being.  Instead,  this  bill  is  merely  another  wobbly  prop 
designed  to  support  the  bigger  spending  programs  that  the  Demo- 
crats envision. 

To  prove  the  point,  you  need  look  no  further  than  the  Commit- 
tee's bill  which  permanently  expands  several  entitlement  pro- 
grams. The  welfare  reform  component  alone  costs  over  $5  billion 
from  FY  1988  through  1992. 

With  what  is  known  of  the  legislation  submitted  by  other  Com- 
mittees, it  appears  that  history  is  about  to  repeat  itself  as  they  in- 
clude new  spending  that  otherwise  would  die  in  committee. 

To  balance  the  increased  spending  and  taxes,  the  majority  alleg- 
edly plans  $11  to  $12  billion  in  "spending  reductions."  While  recon- 
ciliation savings  are  the  best  policy  that  long  term  budget  disci- 
pline, we  are  less  enthusiastic  about  cuts  in  appropriations.  First, 
the  reductions  are  for  one  year  at  best.  Second,  the  cuts  are  count- 
ed from  the  new  inflated  Gramm-Rudman-Hollings  baseline  con- 
taining $10  billion  in  "adjustments." 

This  means  that  of  the  $23  billion  reduction,  only  $13  billion  ac- 
tually would  be  cut  below  last  year's  levels.  To  meet  the  $23  billion 
goal  the  Democrats  proposed  $12  billion  in  taxes,  another  $4  billion 
from  reconciliation  cuts  and  the  rest  from  slowing  the  increases  in 
appropriation  bills,  plus  IRS  compliance  and  debt  service. 

For  such  permanent  increases  in  taxes  and  entitlements,  the  tax- 
payer gets  temporary  "cuts"  in  the  mammoth  continuing  resolu- 
tion bill.  Would  it  surprise  you  if  these  reductions  are  concentrated 
in  the  defense  budget? 

Equally  disturbing  is  the  nature  of  the  tax  increases.  While  being 
advertised  as  taxing  only  the  wealthy,  the  Democrats'  bill  does 
what  every  tax  expert  agrees  should  be  avoided.  It  prevents  a 
needed  stabilization  of  the  tax  laws  for  at  least  a  few  years  follow- 
ing the  1986  Tax  Reform  Act. 

The  proposed  new  revenue  changes  strike  back  at  American  com- 
merce and  industry  at  precisely  the  time  we  are  relying  on  busi- 
ness to  keep  us  competitive. 

(1659) 
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When  Ways  and  Means  Republicans  declined  to  help  finance  the 
Democractic  budget,  they  were  exluded  from  the  private  negota- 
tions  among  the  Democrats.  A  party  caucus  is  the  prerogrative  of 
both  sides  and  is  a  natural  course.  That  is  understandable. 

However,  I  feel  strongly  that  when  that  Committee  finalized  its 
vote  to  increase  taxes  on  the  American  public  it  should  have  been 
done  in  open  session.  That  is  why  the  Republicans  voted  against 
going  into  closed  door  deliberations. 

Even  more  disturbing  was  the  exclusion  of  the  specific  language 
on  certain  tax  preferences  from  the  documents  presented  to  the 
Committee.  Because  Ways  and  Means  was  not  formally  reporting  a 
bill,  but  was  developing  recommendations  to  be  sent  to  the  Budget 
Committee  for  inclusion  in  its  report,  the  Majority  sought  to  ap- 
prove policy  not  written  in  the  documents  before  them.  For  a  Com- 
mittee as  responsible  and  distinguished  as  Ways  and  Means  to  uti- 
lize such  extreme  tactics  is  saddening.  The  Republicans  strongly 
protest  these  unwarranted  procedures.  They  are  an  affront  to  the 
institution  and  the  public. 

Ways  and  Means  Republicans  attempted,  through  their  House 
leadership,  to  negotiate  a  better  deal  for  the  taxpayer.  As  far  as  we 
know,  the  Republican  leader's  attempts  were  rebuffed.  Neverthe- 
less, the  minority  members  have  continued  to  attend  every  meeting 
of  the  committee  to  which  they  were  invited  and  have  intentionally 
avoided  a  strategy  of  obstruction. 

The  budget  package  is  not  a  credible  solution.  The  Democrats 
have  chosen  to  make  a  political  statement  rather  than  develop  pru- 
dent fiscal  policy,  and  the  world  markets  have  acknowledged  this. 

My  colleagues  and  I,  too,  have  a  message  to  deliver  to  our  col- 
leagues: Just  say  "No"  to  taxes — until  the  Democrats  say  "Yes"  to 
spending  cuts. 

William  M.  Thomas. 
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Changes  in  Existing  Law  Made  by  the  Bill,  As  Reported 

In  compliance  with  clause  3  of  Rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  changes  in  existing  law  made  by  the  bill, 
as  reported,  are  shown  as  follows  (existing  law  proposed  to  be  omit- 
ted is  enclosed  in  black  brackets,  new  matter  is  printed  in  italic, 
existing  law  in  which  no  change  is  proposed  is  shown  in  roman): 

Social  Security  Act 

******* 

TITLE  II— FEDERAL  OLD-AGE,  SURVIVORS,  AND 
DISABILITY  INSURANCE  BENEFITS 

******* 

VOLUNTARY  AGREEMENTS  FOR  COVERAGE  OF  STATE  AND  LOCAL 

EMPLOYEES 

Purpose  of  Agreement 

Sec.  218.  (a)(1)  *  *  * 

******* 
(VXD  *  *  * 

******* 

[(3)  Payments  by  the  State  required  under  subsection  (e)  with  re- 
spect to  employees  covered  under  this  subsection  shall  be  limited  to 
amounts  equivalent  to  the  sum  of  the  taxes  which  would  be  im- 
posed by  sections  3101(b)  and  3111(b)  of  the  Internal  Revenue  Code 
of  1954  if  such  services  for  which  wages  were  paid  to  such  employ- 
ees constituted  '  'employment' '  as  defined  in  section  3121  of  such 
Code.] 

******* 

TITLE  XI— GENERAL  PROVISIONS  AND  PEER 

REVIEW 

******* 
CIVIL  MONETARY  PENALTIES 

Sec.  1128A.  (a)  *  *  * 

(b)(1)  If  a  hospital,  an  eligible  organization  with  a  risk-sharing 
contract  under  section  1876,  or  an  entity  with  a  contract  under  sec- 
tion 1903(m)  knowingly  makes  a  payment,  directly  or  indirectly,  to 
a  physician  as  an  inducement  to  reduce  or  limit  services  provided 
with  respect  to  individuals  who— 

(A)  are  entitled  to  benefits  under  part  A  or  part  B  of  title 
[XVII]  XVIII  or  to  medical  assistance  under  a  State  plan  ap- 
proved under  title  XIX. 
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(2)  Any  physician  who  knowingly  accepts  receipt  of  a  payment 
described  in  paragraph  (1)  shall  be  subject,  in  addition  to  any  other 
penalties  that  may  be  prescribed  by  law,  to  a  civil  money  penalty 
of  not  more  than  $2,000  for  each  individual  described  in  such  para- 
graph with  respect  to  whom  the  payment  is  made. 

******* 

CRIMINAL  PENALTIES  FOR  ACTS  INVOLVING  MEDICARE  OR  STATE 
HEALTH  CARE  PROGRAMS 

Sec.  1128B  (a)  *  *  * 

******* 

(c)  Whoever  knowingly  and  willfully  makes  or  causes  to  be  made, 
or  induces  or  seeks  to  induce  the  making  of,  any  false  statement  or 
representation  of  a  material  fact  with  respect  to  the  conditions  or 
operation  of  any  [institution  or  facility]  institution,  facility,  or 
entity  in  order  that  such  [institution  or  facility]  institition,  facili- 
ty, or  entity  may  qualify  (either  upon  initial  certification  or  upon 
recertification)  as  a  hospital,  skilled  nursing  facility,  intermediate 
care  facility,  home  health  agency,  or  other  entity  (including  an  eli- 
gible organization  under  section  1876(b))  for  which  certification  is 
required  under  title  XVIII  or  a  State  health  care  program  shall  be 
guilty  of  a  felony  and  upon  conviction  thereof  shall  be  fined  not 
more  than  $25,000  or  imprisoned  for  not  more  than  five  years,  or 
both. 

******* 

HOSPITAL  PROTOCOLS  FOR  ORGAN  PROCUREMENT  AND  STANDARDS  FOR 
ORGAN  PROCUREMENT  AGENCIES 

Sec.  1138.  (a)(1)  The  Secretary  shall  provide  that  a  hospital  meet- 
ing the  requirements  of  title  XVIII  or  XIX  may  participate  in  the 
program  established  under  such  title  ony  if— 

(A)  the  hospital  establishes  written  protocols  for  the  identifi- 
cation of  potential  organ  donors  that — 

(i)  assure  that  families  of  potential  organ  donors  are 
made  aware  of  the  option  of  organ  or  tissue  donation  and 
their  option  to  decline, 

(ii)  encourage  discretion  and  sensitivity  with  respect  to 
the  circumstances,  views,  and  beliefs  of  such  families,  and 

(iii)  require  that  an  organ  procurement  agency  designat- 
ed by  the  Secretary  pursuant  to  subsection  (b)(1)(F)  be  noti- 
fied of  potential  organ  donors;  and 

(B)  [In]  in  the  case  of  a  hospital  in  which  organ  transplants 
are  performed,  the  hospital  is  a  member  of,  and  abides  by  the 
rules  and  requirements  of,  the  Organ  Procurement  and  Trans- 
plantation Network  established  pursuant  to  section  372  of  the 
Public  Health  Service  Act  (in  this  section  referred  to  as  the 
"Network"). 
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PART  B— PEER  REVIEW  OF  THE  UTILIZATION  AND 
QUALITY  OF  HEALTH  CARE  SERVICES 

******* 

CONTRACTS  WITH  UTILIZATION  AND  QUALITY  CONTROL  PEER  REVIEW 

ORGANIZATIONS 

Sec.  1153.  (a)  *  *  * 

******* 

(c)  Each  contract  with  an  organization  under  this  section  shall 

provide  that — 

(1)  *  *  * 

******* 

(3)  the  contract  shall  be  for  an  initial  term  of  two  years  and 
shall  be  renewable  on  a  biennial  basis  thereafter,  except  that 
the  Secretary  may  provide,  in  the  case  of  an  organization  that 
has  been  performing  satisfactorily,  for  a  renewal  for  a  3-year 
period) 

******* 

FUNCTIONS  OF  PEER  REVIEW  ORGANIZATIONS 

Sec.  1154.  (a)  Any  utilization  and  quality  control  peer  review  or- 
ganization entering  into  a  contract  with  the  Secretary  under  this 

part  must  perform  the  following  functions: 
(1)  *  *  * 

******* 
(4XA)  *  *  * 

(B)  The  contract  of  each  organization  shall  provide  for  the  review 
of  services  (including  both  inpatient  and  outpatient  services)  pro- 
vided by  eligible  organizations  pursuant  to  a  risk-sharing  contract 
under  section  1876  for  the  purpose  of  determining  whether  the 
quality  of  such  services  meets  professionally  recognized  standards 
of  health  care,  including  whether  appropriate  health  care  services 
have  not  been  provided  or  have  been  provided  in  inappropriate  set- 
tings. The  previous  sentence  shall  not  apply  with  respect  to  a  con- 
tract year  if  another  entity  has  been  awarded  a  contract  under  sub- 
paragraph (C).  Under  the  contract  the  level  of  effort  expended  by 
the  organization  on  reviews  under  tihs  subparagraph  shall  be 
equivalent,  on  a  per  enrollee  basis,  to  the  level  of  effort  expended 
by  the  organization  on  utilization  and  quality  reviews  performed 
with  respect  to  individuals  not  enrolled  with  an  eligible  organiza- 
tion. 

(C)  The  Secretary  may  provide,  by  contract  under  competitive 
procurement  procedures  on  a  State-by-State  basis  in  up  to  25 
States,  for  the  review  described  in  subparagraph  (B)  by  an  appro- 
priate entity  (which  may  be  a  peer  review  organization  described  in 
that  subparagraph).  In  selecting  among  States  in  which  to  conduct 
such  competitive  procurement  procedures,  the  Secretary  may  not 
select  States  which,  as  a  group,  have  more  than  50  percent  of  the 
total  number  of  individuals  enrolled  with  eligible  organizations 
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under  section  1876.  Under  a  contract  with  an  entity  under  this  sub- 
paragraph— 

(i)  the  entity  must  be,  or  must  meet  all  the  requirements 
under  section  1152  to  be,  a  utilization  and  quality  control  peer 
review  organization  (other  than  the  ability  to  perform  review 
functions  under  this  section  that  are  not  described  in  subpara- 
graph (B)X 

******* 

(ii)  the  contract  must  meet  the  requirement  of  section 
1153(b)(3),  and 

(iii)  the  level  of  effort  expended  under  the  contract  shall  be, 
to  the  extent  practicable,  not  less  than  the  level  of  effort  that 
would  otherwise  be  required  under  the  third  sentence  of  sub- 
paragraph (B)  if  this  subparagraph  did  not  apply. 

(6)(A)  The  organization  shall,  consistent  with  the  provisions  of  its 
contract  under  this  part,  apply  professionally  developed  norms  of 
care,  diagnosis,  and  treatment  based  upon  typical  patterns  of  prac- 
tice within  the  geographic  area  served  by  the  organization  as  prin- 
cipal points  of  evaluation  and  review,  taking  into  consideration  na- 
tional norms  where  appropriate.  Such  norms  with  respect  to  treat- 
ment for  particular  illnesses  or  health  conditions  shall  include — 

[(A)]  (i)  the  types  and  extent  of  the  health  care  services 
which,  taking  into  account  differing,  but  acceptable,  modes  of 
treatment  and  methods  of  organizing  and  delivering  care,  are 
considered  within  the  range  of  appropriate  diagnosis  and  treat- 
ment of  such  illness  or  health  condition,  consistent  with  profes- 
sionally recognized  and  accepted  patterns  of  care;  [and] 

[(B)]  (ii)  the  type  of  health  care  facility  which  is  considered, 
consistent  with  such  standards,  to  be  the  type  in  which  health 
care  services  which  are  medically  appropriate  for  such  illness 
or  condition  can  most  economically  be  provided,*  and 

(iii)  with  respect  to  treatment  which  may  be  performed  on  an 
outpatient  basis,  in  view  of  the  patients  medical  condition  and 
the  relevant  procedure,  consideration  of  social  factors  (such  as 
the  distance  from  a  patients  residence  to  the  site  of  care,  family 
support,  availability  of  proximate  alternative  sites  of  care,  and 
the  patients  ability  to  carry  out  necessary  or  prescribed  self-care 
regimens)  that  could  adversely  affect  the  safety  or  effectiveness 
of  treatment  provided  on  an  outpatient  basis. 
(B)  The  organization  shall — 

(i)  offer  to  provide,  not  less  often  than  quarterly,  for  a  physi- 
cian representing  the  organization  to  meet  (at  a  hospital  or  at  a 
regional  meeting)  with  medical  and  administrative  staff  of  each 
hospital  (the  services  of  which  are  reviewed  by  the  organization) 
respecting  the  organizations  review  of  the  hospitals  services  for 
which  payment  may  be  made  under  title  XVIII,  and 

(ii)  publish  (not  less  often  than  twice  each  year)  and  distrib- 
ute to  providers  and  practitioners  whose  services  are  subject  to 
review  a  report  that  describes  the  organizations  findings  with 
respect  to  the  types  of  cases  or  clinical  circumstances  in  which 
the  organization  has  frequently  determined  that  (I)  inappropri- 
ate or  unnecessary  care  has  been  provided,  (II)  services  were  ren- 
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dered  in  an  inappropriate  setting,  or  (III)  services  did  not  meet 
professionally  recognized  standards  of  health  care. 

******* 

(d)  Each  contract  under  this  part  shall  require  that  the  utiliza- 
tion and  quality  control  peer  review  organization's  review  responsi- 
bility pursuant  to  subsection  (a)(1)  will  include  review  of  all  ambu- 
latory surgical  procedures  specified  pursuant  to  section  1833(i)(l)(A) 
which  are  performed  in  the  area,  or,  at  the  discretion  of  the  Secre- 
tary (and  except  as  provided  in  section  [1164(b)(4)]  1164)  a  sample 
of  such  procedures. 

******* 

PROHIBITION  AGAINST  DISCLOSURE  OF  INFORMATION 

Sec.  1160.  (a)  *  *  * 

******* 

(e)  For  purposes  of  this  section  and  section  1157,  the  term  uorgani- 
zation  with  a  contract  with  the  Secretary  under  this  part"  includes 
an  entity  with  a  contract  with  the  Secretary  under  section 
1154(aX4XO. 

******* 

TITLE  XVIII— HEALTH  INSURANCE  FOR  THE 
AGED  AND  DISABLED 

******* 

Part  A — Hospital  Insurance  Benefits  for  the  Aged  and 

Disabled 

******* 

CONDITIONS  OF  AND  LIMITATION  ON  PAYMENT  FOR  SERVICES 

Requirement  of  Requests  and  Certifications 
Sec.  1814.  (a)  *  *  * 

Amount  Paid  to  Providers 

(b)  The  amount  paid  to  any  provider  of  services  (other  than  a 
hospice  program  providing  hospice  care  and  other  than  a  home 
health  agency  with  respect  to  durable  medical  equipment)  with  re- 
spect to  services  for  which  payment  may  be  made  under  this  part 
shall,  subject  to  the  provisions  of  sections  1813  and  1886,  be— 
(1)  *  *  * 

******* 

(3)  if  some  or  all  of  the  hospitals  in  a  State  have  been  reim- 
bursed for  services  (for  which  payment  may  be  made  under 
this  part)  pursuant  to  a  reimbursement  system  approved  as  a 
demonstration  project  under  section  402  of  the  Social  Security 
Amendments  of  1967  or  section  222  of  the  Social  Security 
Amendments  of  1972,  if  the  rate  of  increase  in  such  hospitals 
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in  their  costs  per  hospital  inpatient  admission  of  individuals 
entitled  to  benefits  under  this  part  over  the  duration  of  such 
project  was  equal  to  or  less  than  such  rate  of  increase  for  ad- 
missions of  such  individuals  with  respect  to  all  hospitals  in  the 
United  States  during  such  period,  and  if  either  the  State  has 
legislative  authority  to  operate  such  system  and  the  State 
elects  to  have  reimbursement  to  such  hospitals  made  in  accord- 
ance with  this  paragraph  or  the  system  is  operated  through  a 
voluntary  agreement  of  hospitals  and  such  hospitals  elect  to 
have  reimbursement  to  those  hospitals  made  in  accordance 
with  this  paragraph,  then  the  Secretary  may  provide  for  con- 
tinuation of  reimbursement  to  such  hospitals  under  such 
system  until  the  Secretary  determines  that — 

(A)  a  third-party  payor  reimburses  such  a  hospital  on  a 
basis  other  than  under  such  system,  or 

(B)  the  [rate  of  increase  for  the  previous  three-year 
period]  aggregate  rate  of  increase  from  October  1,  1983,  to 
the  most  recent  date  for  which  annual  data  are  available 
in  such  hospitals  in  costs  per  hospital  inpatient  admission 
of  individuals  entitled  to  benefits  under  this  part  is  greater 
than  such  rate  of  increase  for  admissions  of  such  individ- 
uals with  respect  to  all  hospitals  in  the  United  States  for 
such  period. 

******* 

USE  OF  PUBLIC  AGENCIES  OR  PRIVATE  ORGANIZATIONS  TO  FACILITATE 
PAYMENTS  TO  PROVIDERS  OF  SERVICES 

Sec.  1816.  (a)  *  *  * 

******* 

(c)(1)  An  agreement  with  any  agency  or  organization  under  this 
section  may  contain  such  terms  and  conditions  as  the  Secretary 
finds  necessry  or  appropriate,  may  provide  for  advances  of  funds  to 
the  agency  or  organization  for  the  making  of  payments  by  it  under 
subsection  (a),  and  shall  provide  for  payment  of  so  much  of  the  cost 
of  administration  of  the  agency  or  organization  as  is  determied  by 
the  Secretary  to  be  necessary  and  proper  for  carrying  out  the  func- 
tions covered  by  the  agreement.  The  Secretary  shall  provide  that  in 
determining  the  necessary  and  proper  cost  of  administration,  the 
Secretary  shall,  with  respect  to  each  agreement,  take  into  account 
the  amount  that  is  reasonable  and  adequate  to  meeet  the  costs 
which  must  be  incurred  by  an  efficiently  and  economically  operat- 
ed agency  or  organization  in  carrying  out  the  terms  of  its  agree- 
ment. The  Secretary  shall  cause  to  have  published  in  the  Federal 
Register,  by  not  later  than  September  1  before  each  fiscal  year,  data, 
standards,  and  methodology  to  be  used  to  establish  budgets  for 
fiscal  intermediaries  under  this  section  for  that  fiscal  year,  and 
shall  cause  to  be  published  in  the  Federal  Register  for  public  com- 
ment, at  least  90  days  before  such  data,  standards,  and  methodology 
are  published,  the  date,  standards,  and  methodology  proposed  to  be 
used. 

(2)(A)  *  *  * 

(B)  In  this  paragraph: 
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(i)  *  *  * 

(ii)  The  term  "applicable  number  of  calendar  days"  means — 

(I)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1986,  30  calendar  days, 

[(II)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1987,  26,  calendar  days, 

[(III)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1988,  25  calendar  days,  and 

[(IV)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1989,  and  claims  received  in 
any  succeeding  12-month  period,  24  calendar  days.] 

(II)  with  respect  to  claims  received  in  each  of  fiscal  years 
1988,  1989,  and  1990,  30  calendar  days,  and 

(III)  with  respect  to  claims  received  in  any  succeeding 
fiscal  year,  24  calendar  days. 

(C)  If  payment  is  not  issued,  mailed,  or  otherwise  transmitted 
within  the  applicable  number  of  calendar  days  (as  defined  in  clause 
(ii)  of  subparagraph  (B))  after  a  clean  claim  (as  defined  in  clause  (i) 
of  such  subparagraph)  is  received  [from  a  hospital,  skilled  nursing 
facility,  home  health  agency,  or  hospice  program]  from  a  provider 
of  services  that  is  not  receiving  payments  on  a  periodic  interim  pay- 
ment basis  with  respect  to  such  services,  interest  shall  be  paid  at 
the  rate  used  for  purposes  of  section  3902(a)  of  title  31,  United 
States  Code  (relating  to  interest  penalties  for  failure  to  make 
prompt  payments)  for  the  period  beginning  on  the  day  after  the  re- 
quired payment  data  and  ending  on  the  date  on  which  payment  is 
made. 

(D) (i)  The  Secretary  shall  manage,  through  agreements  entered 
into  under  this  section  and  contracts  entered  into  under  section  1842 
(including  agreements  and  contracts  under  section  2326(a)  of  the 
Deficit  Reduction  Act  of  1984)  and  within  the  time  periods  estab- 
lished under  subparagraph  (A)  and  under  section  1842(c)(2)(A),  the 
payment  of  claims  under  this  title  so  that  the  average  period  be- 
tween— 

(I)  fiscal  intermediaries '  receipt  of  a  clean  claim  under  this 
part  and  its  payment  shall  approximate  20  days  for  claims  in 
fiscal  year  1988;  or 

(II)  fiscal  intermediaries'  and  carriers'  receipt  of  a  clean 
claim  under  this  title  and  its  payment  shall  approximate  23 
days  for  claims  in  fiscal  year  1989  and  25  days  for  claims  in 
fiscal  year  1990. 

(ii)  In  meeting  the  requirements  of  clause  (i)  for  a  fiscal  year  the 
Secretary  shall — 

(I)  publish  in  the  Federal  Register  (within  30  days  after  the 
enactment  of  this  subparagraph  for  fiscal  year  1988  and  before 
July  1,  1988,  and  July  1,  1989  for  fiscal  year  1989  and  fiscal 
year  1990,  respectively)  notice  of  the  particular  payment  policy 
for  each  fiscal  intermediary  and  carrier  for  the  fiscal  year,  and 

(II)  to  the  maximum  extent  feasible  consistent  with  the  time 
periods  established  under  subparagraph  (A)  and  under  section 
1842(cX2)(A),  the  difference  between  the  average  payment  period 
required  of  each  intermediary  or  carrier  for  a  fiscal  year  and 


1668 


the  actual  average  payment  period  of  the  intermediary  or  carri- 
er for  the  previous  fiscal  year  shall  be  approximately  equal. 

******* 

(j)(l)(A)  Each  agreement  under  this  section  with  a  fiscal  interme- 
diary which  serves  a  home  health  agency  or  a  skilled  nursing  facili- 
ty shall  require  the  fiscal  intermediary  to  transmit  to  each  such 
agency  or  facility  a  copy  of  each  policy  statement  (as  defined  in 
paragraph  (2))  received  by  the  fiscal  intermediary  not  later  than  5 
business  days  after  the  date  the  fiscal  intermediary  receives  the 
statement. 

(B)  Each  agreement  under  this  section  with  a  fiscal  intermediary 
which  seves  another  provider  of  services  shall  require  the  fiscal  in- 
termediary to  transmit  to  each  such  provider  a  copy  of  each  policy 
statement  received  by  the  fiscal  intermediary  in  a  month  not  later 
than  the  7th  day  of  the  following  month,  except  that  such  policy 
statement  shall  be  sent  not  later  than  5  business  days  after  the  date 
of  receipt  of  statement  if  the  statement  is  effective  before  the  7th  day 
of  the  following  month. 

(2)  As  used  in  paragraph  (1),  the  term  ^policy  statement"  means, 
with  respect  to  a  fiscal  intermediary  and  a  provider  of  services,  cov- 
erage or  program  instructions  and  memoranda,  clarifications,  inter- 
pretative rules,  statements  of  policy,  and  guidelines  of  general  appli- 
cability under  this  title  which  relates  to  that  class  of  provider  of 
services  and  which  the  Secretary  has  sent  to  the  fiscal  intermediary. 

******* 

REQUIREMENTS  FOR,  AND  ASSURING  QUALITY  OF  CARE  IN,  SKILLED 
NURSING  FACILITIES 

Sec.  1819.  (a)  Requirements  Relating  to  Provision  of  Serv- 
ices.— For  purposes  of  section  1S61QX3),  the  requirements  of  this 
subsection  (relating  to  provision  of  services)  for  a  skilled  nursing  fa- 
cility are  as  follows: 

(1)  Quality  of  life. — A  skilled  nursing  facility  must  care  for 
its  residents  in  such  a  manner  and  in  such  an  environment  as 
will  promote  maintenance  or  enhancement  of  the  quality  of  life 
of  each  resident. 

(2)  Scope  of  services  under  plan  of  care. — A  skilled  nurs- 
ing facility  must  provide  services  that  will  attain  or  maintain 
the  highest  possible  mental  and  psychosocial  well-being,  as  well 
as  physical  well-being,  of  each  resident,  in  accordance  with  a 
written  plan  of  care  which — 

(A)  describes  the  medical,  nursing,  and  psychosocial 
needs  of  the  resident  and  how  such  needs  will  be  met;  and 

(B)  is  initially  prepared  by  a  team  which  includes  the  at- 
tending physician  and  a  professional  registered  nurse  with 
responsibility  for  the  resident,  and  is  periodically  reviewed 
and  revised  by  such  team  after  each  assessment  under  para- 
graph (3). 

(3)  Residents  '  assessment.  — 

(A)  Requirement. — A  skilled  nursing  facility  must  desig- 
nate appropriate  qualified  staff  to  conduct  a  comprehensive 
accurate  assessment  of  each  residents  capacity  to  perform 
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daily  life  functions,  which  assessment  documents  signifi- 
cant impairments  in  functional  capacity  and  is  based  on  a 
uniform  minimum  data  set  specified  by  the  Secretary  under 
subsection  (d)(6). 

(B)  Certification. — 

(i)  In  general. — Each  such  assessment  must  be  con- 
ducted or  coordinated  (with  the  appropriate  participa- 
tion of  health  professionals)  by  a  registered  profession- 
al nurse  who  signs  and  certifies  the  completion  of  the 
assessment.  Each  individual  who  completes  a  portion 
of  such  an  assessment  shall  sign  and  certify  as  to  the 
accuracy  of  that  portion  of  the  assessment. 

(ii)  Penalty  for  falsification. — If  a  facility  will- 
fully and  knowingly  causes  an  individual  to  certify  a 
material  and  false  statement  in  a  resident  assessment 
under  this  paragraph,  the  facility  is  subject  to  a  civil 
money  penalty  of  not  more  than  $1,000  with  respect  to 
each  assessment  and  not  more  than  $10,000  with  re- 
spect to  any  facility.  The  Secretary  shall  provide  for 
imposition  of  civil  money  penalties  under  this  clause  in 
a  manner  similar  to  that  for  the  imposition  of  civil 
money  penalties  under  section  1128A. 

(Hi)  Use  of  independent  assessors. — If  a  State  de- 
termines, under  a  survey  under  subsection  (e)  or  other- 
wise, that  there  has  been  a  knowing  and  willful  certifi- 
cation of  false  assessments  under  this  paragraph,  the 
facility  must  provide  for  such  assessments  to  be  con- 
ducted and  certified  by  individuals  who  are  independ- 
ent of  the  facility. 

(C)  Frequency. — Such  an  assessment  must  be  conduct- 
ed— 

(i)  upon  admission  for  each  individual  admitted  on 
or  after  October  1,  1990; 

(ii)  promptly  after  a  significant  change  in  the  resi- 
dents physical  or  mental  condition;  and 

(Hi)  in  no  case  less  often  than  once  every  12  months; 
and  must  be  reviewed  at  least  every  8  months.  Such  an  as- 
sessment must  be  conducted,  by  not  later  than  October  1, 
1990,  for  each  resident  of  the  facility  on  that  date. 

(D)  Use. — The  results  of  such  an  assessment  shall  be  re- 
corded and  maintained  in  a  standard  from  in  the  clinical 
records  of  the  resident  and  shall  form  the  basis  of  the  plan- 
ning, delivering,  and  revising  of  the  residents  plan  of  care. 

(E)  Coordination. — Such  assessments  shall  be  coordinat- 
ed with  any  State-required  preadmission  screening  program 
to  the  maximum  extent  practicable  in  order  to  avoid  dupli- 
cative testing  and  effort. 

(4)  Provision  of  service  and  activities.— 

(A)  In  general. — To  the  extent  needed  to  fulfill  all  plans 
of  care  discribed  in  paragraph  (2),  a  skilled  nursing  facility 
must  provide,  directly  or  under  arrangements  (or,  with  re- 
spect to  dental  services,  under  agreements)  with  others  for 
the  provision  of— 
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(i)  sufficient  nursing  services,  physicians  services, 
and  specialized  rehabilitative  services  to  attain  or 
maintain  the  highest  possible  physical,  mental,  and 
psychosocial  well-being  of  each  resident; 

(ii)  medically-related  social  services  to  attain  or  ma- 
tintain  the  highest  possible  physical,  mental,  and  psy- 
chosicial  well-being  of  each  resident; 

(Hi)  pharmaceutical  services  that  assure  the  accurate 
acquiring,  receiving,  dispensing,  and  administering  all 
drugs  and  biologicals  to  meet  the  needs  of  the  resi- 
dents; 

(iv)  dietician  services  that  assure  that  the  meals  meet 
the  daily  nutritional  and  special  dietary  needs  of  each 
resident; 

(v)  an  on-going  program  of  activities  designed  to  meet 
the  interests  and  physical  mental  health,  and  psychoso- 
cial needs  of  each  resident;  and 

(vi)  routine  and  emergency  dental  services  to  meet  the 
needs  of  each  resident. 

The  services  provided  or  arranged  by  the  facility  must  be  of 
adequate  quality.  Nothing  in  clause  (vi)  shall  be  construed 
as  requiring  a  facility  to  provide  or  arrange  for  dental  serv- 
ices described  in  that  clause  without  additional  charge. 

(B)  Qualified  persons  providing  services. — Services  de- 
scribed in  clauses  (i),  (ii),  (Hi),  (iv),  and  (vi),  of  subpara- 
graph (A)  must  be  provided  by  qualified  persons  in  accord- 
ance with  each  resident's  written  plan  of  care. 

(C)  Required  nursing  care. — 

(i)  In  general. — Except  as  provided  in  clause  (ii),  a 
skilled  nursing  facility  must  provided  24-hour  nursing 
service  which  is  sufficient  to  meet  nursing  needs  of  its 
residents  and  must  employ  the  services  of  a  registered 
professional  nurse  at  least  during  the  day  tour  of  duty 
(of  at  least  8  hours  a  day)  7  days  a  week. 

(ii)  Exception. — To  the  extent  that  clause  (i)  may  be 
deemed  to  require  that  a  skilled  nursing  facility  engage 
the  services  of  a  registered  professional  nurse  for  more 
than  40  hours  a  week,  the  Secretary  is  authorized  to 
waive  such  requirement  if  the  secretary  finds  that — 

(I)  the  facility  is  located  in  a  rural  area  and  the 
supply  of  skilled  nursing  facility  services  in  such 
area  is  not  sufficent  to  meet  the  needs  of  individ- 
uals residing  therein, 

(II)  the  facility  has  one  full-time  registered  pro- 
fessional nurse  who  is  regularly  on  duty  at  such 
facility  40  hours  a  week,  and 

(III)  the  facility  either  has  only  patients  whose 
physicians  have  indicated  (through  physicians' 
orders  or  admission  notes)  that  each  such  patient 
does  not  require  the  services  of  a  registered  nurse 
or  a  physician  for  a  48-hour  period,  or  has  made 
arrangements  for  a  registered  professional  nurse  of 
a  physician  to  spend  such  time  at  such  facility  as 
may  be  indicated  as  necessary  by  the  physician  to 
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provide  necessary  skilled  nursing  services  on  days 
when  the  regular  full-time  registered  professional 
nurse  in  not  on  duty. 

A  waiver  under  this  subparagraph  shall  be  subject  to 

annual  renewal. 
(5)  Required  training  of  nurse  aides.— 

(A)  Offering  training  and  testing  program. — 

(i)  Training  and  testing  programs.— A  skilled 
nursing  facility  must  provide  (by  itself  or  through 
others)  training  under  a  training  and  testing  program 
that  is  approved  by  the  State  under  section  1864(d)(1) 
for  individuals  that  are  used  by  the  facility  as  nurse 
aides,  other  than  for  individuals  whom  the  facility  cer- 
tifies have  completed  successfully  such  a  program  or  a 
testing  program  approved  under  such  section. 

(ii)  Offering  testing  programs  for  employees 
used  before  july  l,  1989. — A  skilled  nursing  facility 
must  provide,  for  individuals  used  as  a  nurse  aide  by 
the  facility  before  July  1,  1989,  for  a  testing  program 
approved  by  the  State  under  section  1864(d)(1),  and 
such  preparation  as  may  be  necessary  to  complete  suc- 
cessfully such  a  program,  as  will  permit  such  individ- 
uals at  least  2  opportunities  to  complete  such  a  pro- 
gram by  January  1,  1990. 

(B)  Completion  of  program.  — 

(i)  Employees  used  after  june  30,  1989,  must  com- 
plete TESING  PROGRAM  OR  TRAINING  AND  TESTING  PRO- 
GRAM.— A  skilled  nursing  facility  may  not  use  an  indi- 
vidual, first  used  after  June  30,  1989,  as  a  nurse  aide 
for  more  than  3  months  unless  the  individual  has  suc- 
cessfully completed  a  training  and  testing  program,  or 
a  testing  program,  approved  by  the  State  under  section 
1864(d)(1). 

(ii)  Employees  used  before  july  i,  1989,  must  com- 
plete tesing  program.— A  skilled  nursing  facility 
may  not  use  an  individual,  first  used  before  July  1, 
1989,  as  a  nurse  aide  on  or  after  January  1,  1990, 
unless  the  individual  has  successfully  completed  a 
training  and  testing  program,  or  a  testing  program,  ap- 
proved by  the  State  under  section  1864(d)(1). 

(C)  Competency. — The  facility  must  not  permit  an  indi- 
vidual to  serve  as  a  nurse  aide  or  provide  services  of  a  type 
for  which  the  individual  has  not  demonstrated  competency 
and  must  not  use  such  an  individual  as  a  nurse  aide  unless 
the  facility  has  inquired  of  the  State  registry  established 
under  subsection  (d)(1)(B)  as  to  information  in  the  registry 
concerning  the  individual's  involvement  in  resident  neglect 
or  abuse.  If  the  facility  uses  an  individual  as  a  nurse  aide 
and  dismisses  the  individual  from  such  use  because  of  a 
specific  finding  that  the  individual  was  involved  in  resi- 
dent neglect  or  abuse,  the  facility  shall  report  such  finding 
to  such  registry. 

(D)  Retraining. — The  facility  requires  any  individual 
who  has  ceased  providing  direct  patient  care  as  a  nurse 
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aide  for  more  than  24  consecutive  months  to  complete  a 
training  and  testing  program,  approved  y  the  State  under 
section  1864(d)(1),  before  again  providing  such  care. 

(E)  On-going  training -The  facility  has  an  ongoing  pro- 
gram of  training  and  performance  review  for  nurse  aides, 
including  training  for  individuals  providing  special  care  to 
residents  such  as  those  with  cognitive  impairments. 

(F)  Nurse  aide  defined. — In  this  paragraph,  the  term 
unurse  aide"  means  any  individual  providing  nursing  or 
nursing-related  services  (whether  on  a  full-time,  temporary, 
per  diem,  or  other  basis)  to  residents  in  a  skilled  nursing 
facility,  but  does  not  include  an  individual  (i)  who  is  a 
physician,  registered  professional  nurse,  licensed  practical 
nurse,  or  licensed  or  certified  social  worker,  or  (ii)  who  vol- 
unteers to  provide  such  services  without  monetary  compen- 
sation. 

(6)  Physician  supervision  and  clinical  records.— A  skilled 
nursing  facility  must — 

(A)  require  that  the  medical  care  of  every  resident  be  pro- 
vided under  the  supervision  of  a  physician; 

(B)  provide  for  having  a  physician  available  to  furnish 
necessary  medical  care  in  case  of  emergency;  and 

(C)  maintain  clinical  records  on  all  residents,  which 
records  include  the  plans  of  care  (described  in  paragraph 

(2) )  and  the  residents'  assessments  (described  in  paragraph 

(3) ). 

(b)  Requirement  Relating  to  Residents'  Rights. — For  purposes 
of  section  1861(j)(3),  the  requirements  of  this  subsection  (relating  to 
residents'  rights)  for  a  skilled  nursing  facility  are  as  follows: 
(1)  General  rights. — 

(A)  Specified  rights. — A  skilled  nursing  facility  must 
protect  and  promote  the  rights  of  each  resident,  including 
each  of  the  following  rights: 

(i)  Free  choice. — The  right  to  choose  a  personal  at- 
tending physician,  to  be  fully  informed  in  advance 
about  care  and  treatment,  to  participate,  where  appro- 
priate, in  planning  care  and  treatment,  and  to  be  fully 
informed  in  advance  of  any  changes  in  care  or  treat- 
ment that  may  affect  the  resident's  well-being. 

(ii)  Free  from  restraints. — The  right  to  be  free 
from  physical  or  mental  abuse,  corporal  punishment, 
involuntary  seclusion,  and  any  physical  or  chemical  re- 
straints imposed  for  purposes  of  discipline  or  conven- 
ience and  not  required  to  treat  the  resident's  medical 
symptoms.  Restraints  may  only  be  imposed — 

(I)  to  ensure  the  physical  safety  of  the  resident  or 
other  residents,  and 

(II)  only  upon  the  written  order  of  a  physician 
that  specifies  the  duration  and  circumstances 
under  which  the  restraints  are  to  be  used,  except  in 
emergency  circumstances,  specified  by  the  Secre- 
tary, until  such  an  order  could  reasonably  be  ob- 
tained. 
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(Hi)  Privacy. — The  right  to  privacy  with  regard  to 
accommodations,  medical  treatment,  and  written  and 
telephonic  communications. 

(iv)  Confidentiality. — The  right  to  confidentiality 
of  personal  and  clinical  records. 

(v)  Accomodation  of  needs. — The  rights — 

(I)  to  reside  and  receive  services  with  reasonable 
accommodations  of  individual  needs  and  prefer- 
ences, except  where  the  health  or  safety  of  the  indi- 
vidual or  other  residents  would  be  endangered, 
and 

(II)  to  receive  a  notice  before  the  room  or  room- 
mate of  the  resident  in  the  facility  is  changed. 

(vi)  Grievances. — The  right  to  voice  grievances  with 
respect  to  treatment  or  care  that  is  (or  fails  to  be)  fur- 
nished, without  discrimination  or  reprisal  for  voicing 
the  grievances  and  the  right  to  resolution  promptly  by 
the  facility  of  grievances  the  resident  may  have  with 
respect  to  the  behavior  of  other  residents. 

Clause  (Hi)  shall  not  be  construed  as  requiring  the  provi- 
sion of  a  private  room. 

(B)  Notice  of  rights  and  services. — A  skilled  nursing 
facility  must — 

(i)  tell  each  resident  of  the  resident's  legal  rights 
during  the  stay  at  the  facility, 

(ii)  provide  to  each  resident,  upon  reasonable  request, 
a  written  statement  of  such  rights  (which  statement  is 
updated  upon  changes  in  such  rights);  and 

(Hi)  inform  each  resident,  in  writing  before  or  at  the 
time  of  admission  and  periodically  during  the  resi- 
dents stay,  of  rights  and  of  services  available  in  the  fa- 
cility and  of  related  charges  for  such  services,  includ- 
ing any  charges  for  services  not  covered  under  this  title 
or  under  a  State  plan  approved  under  title  XIX,  or  not 
covered  by  the  facility's  basic  per  diem  rate. 

(C)  Rights  of  incompetent  residents.— In  the  case  of  a 
resident  adjudged  incompetent  under  the  laws  of  a  State, 
the  rights  of  the  resident  under  this  title  shall  devolve 
upon,  and  be  exercised  by,  the  person  appointed  under  State 
law  to  act  on  the  resident's  behalf 

(2)  Transfer  and  discharge  rights.— 

(A)  In  general. — A  skilled  nursing  facility  must  permit 
each  resident  to  remain  in  the  facility  and  must  not  invol- 
untarily transfer  or  discharge  the  resident  from  the  facility 
unless — 

(i)  the  transfer  or  discharge  is  necessary  to  meet  the 
resident's  welfare  and  the  resident's  welfare  cannot  be 
met  in  the  facility; 

(ii)  the  transfer  or  discharge  is  appropriate  because 
the  resident's  health  has  improved  sufficiently  so  the 
resident  no  longer  needs  the  services  provided  by  the  fa- 
cility; 

(Hi)  the  safety  of  individuals  in  the  facility  is  endan- 
gered; 
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(iv)  the  health  of  individuals  in  the  facility  would 
otherwise  be  endangered; 

(v)  the  resident  has  failed,  after  reasonable  and  ap- 
propriate notice,  to  pay  (or  to  have  paid  under  this  title 
on  the  resident's  behalf)  an  allowable  charge  imposed 
by  the  facility  for  an  item  or  service  requested  by  the 
resident  and  for  which  a  charge  may  be  imposed  con- 
sistent with  section  1866(a);  or 

(vi)  the  facility  ceases  to  operate  or  participate  in  the 
program  which  reimburses  for  the  resident's  care. 

In  each  of  the  cases  described  in  clauses  (i)  through  (iv),  the 
basis  for  the  transfer  or  discharge  must  be  documented  by 
the  resident's  physician  in  the  resident's  clinical  record. 
(B)  Pre-transfer  and  pre-discharge  notice. — 

(i)  In  general. — Before  effecting  an  involuntary 
transfer  or  discharge  of  a  resident,  a  skilled  nursing 
facility  must — 

(I)  notify  the  resident  (and  the  guardian  or  an 
immediate  relative  of  the  resident,  if  known)  of  the 
transfer  or  discharge  and  the  reasons  therefor, 

(II)  record  the  reasons  in  the  resident's  clinical 
record  (including  any  documentation  required 
under  subparagraph  (A)),  and 

(III)  include  in  the  notice  the  items  described  in 
clause  (Hi). 

(ii)  Timing  of  notice. — The  notice  under  clause  (i)(I) 
must  be  made  at  least  30  days  in  advance  of  the  resi- 
dent's transfer  or  discharge  except — 

(I)  in  a  case  described  in  clause  (Hi)  or  (iv)  of 
subparagraph  (A); 

(II)  in  a  case  described  in  clause  (ii)  of  subpara- 
graph (A),  where  the  resident's  health  improves 
sufficiently  to  allow  a  more  immediate  transfer  or 
discharge;  or 

(III)  in  a  case  described  in  clause  (i)  of  subpara- 
graph (A),  where  a  more  immediate  transfer  or  dis- 
charge is  necessitated  by  the  resident's  urgent  med- 
ical needs. 

(Hi)  Items  included  in  notice. — Each  notice  under 
clause  (i)  must  include — 

(I)  for  transfers  or  discharges  effected  on  or  after 
October  1,  1989,  notice  of  the  resident's  right  to 
appeal  the  transfer  or  discharge  under  section 
1864(d)(2);  and 

(II)  the  name,  mailing  address,  and  telephone 
number  of  the  State  long-term  care  ombudsman 
(established  under  section  307(a)(12)  of  the  Older 
Americans  Act  of  1965). 

(c)  Orientation. — A  skilled  nursing  facility  must  provide 
sufficient  preparation  and  orientation  to  residents  to  ensure 
safe  and  orderly  transfer  or  discharge  from  the  facility. 
(3)  Access  and  visitation  rights. — A  skilled  nursing  facility 
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(A)  permit  immediate  access  to  any  resident  by  officially 
designated  representatives  of  the  Secretary,  by  officially  des- 
ignated representatives  of  the  State,  by  an  officially  desig- 
nated ombudsman  described  in  paragraph  (2)(B)(iii)(II),  or 
by  the  resident's  individual  physician; 

(B)  permit  immediate  access  to  a  resident,  subject  to  the 
resident's  right  to  deny  or  withdraw  consent  at  any  time,  by 
immediate  family  or  other  relatives  of  the  resident; 

(C)  permit  immediate  access  to  a  resident,  subject  to  rea- 
sonable restrictions  and  the  resident's  right  to  deny  or  with- 
draw consent  at  any  time,  by  others  who  are  visiting  with 
the  consent  of  the  resident; 

(D)  permit  reasonable  access  to  a  resident  by  any  entity  or 
individual  that  provides  health,  social,  legal,  or  other  serv- 
ices to  the  resident,  subject  to  the  resident's  right  to  deny  or 
withdraw  consent  at  any  time;  and 

(E)  permit  representatives  of  the  State  ombudsman  (de- 
scribed in  paragraph  (2)(B)(iii)(II)),  with  the  permission  of 
the  resident  (or  the  resident's  legal  representative)  and  con- 
sistent with  State  law,  to  examine  a  resident's  medical, 
nursing,  and  social  records. 

(4)  Equal  access  to  quality  care. — 

(A)  In  general. — A  skilled  nursing  facility  must  estab- 
lish and  maintain  identical  policies  and  practices  regard- 
ing transfer,  discharge,  and  covered  services  for  all  individ- 
uals regardless  of  source  of  payment. 

(B)  Admissions. — With  respect  to  admissions  practices,  a 
skilled  nursing  facility  must — 

(i) (I)  not  require  individuals  applying  to  reside  or  re- 
siding in  the  facility  to  waive  their  rights  to  benefits 
under  his  title  or  under  a  State  plan  under  title  XIX, 
(II)  not  require  oral  or  written  assurance  that  such  in- 
dividuals are  not  eligible  for,  or  will  not  apply  for,  ben- 
efits under  this  title  or  such  a  State  plan,  and  (III) 
prominently  display  in  the  facility  and  provide  to  such 
individuals  written  information  about  how  to  apply  for 
and  use  such  benefits  and  how  to  receive  refunds  for 
previous  payments  covered  by  such  benefits;  and 

(ii)  not  require  a  third  party  guarantee  of  payment  to 
the  facility  as  a  condition  of  admission  to,  or  contin- 
ued stay  in,  the  facility. 

(C)  Construction. — 

(i)  Subparagraph  (B)  shall  not  be  construed  as  pre- 
venting States  or  political  subdivisions  therein  from 
prohibiting,  under  State  or  local  law,  the  discriminat- 
ing against  individuals  who  are  entitled  to  medical  as- 
sistance under  such  a  State  plan  with  respect  to  admis- 
sions practices  of  skilled  nursing  facilities. 

(ii)  Subparagraphs  (B)(ii)  shall  not  be  construed  as 
preventing  a  facility  from  requiring  an  individual,  who 
has  legal  access  to  a  resident's  income  or  resources 
available  to  pay  for  care  in  the  facility,  to  sign  a  con- 
tract (without  incurring  personal  financial  liability)  to 
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provide  payment  from  the  resident's  income  or  re- 
sources for  such  care. 
(5)  Protection  of  resident  funds— A  skilled  nursing  facili- 
ty must — 

(A)  upon  written  authorization  by  a  resident,  accept  re- 
sponsibility for  holding,  safeguarding,  and  accounting  for 
the  resident's  personal  funds,  and  providing  each  resident 
access  to  such  funds  and  records  of  such  funds,  and 

(B)  establish  and  maintain  a  system  that — 

(i)  assures  a  full  and  complete  accounting  (not  less 
often  than  quarterly)  of  each  resident's  personal  funds, 

(ii)  establishes  a  separate  account  or  accounts  for 
such  funds  in  order  to  prevent  any  commingling  of 
such  funds  with  institutional  funds  or  with  the  funds 
of  any  other  person  other  than  another  such  resident, 
and 

(Hi)  upon  such  president's  death,  promptly  convey 
such  resident's  personal  funds  (and  a  final  accounting 
of  such  funds)  to  the  individual  administering  the  resi- 
dent's estate. 

(c)  Requirements  Relating  to  Administration  and  Other 
Matters. — For  purposes  of  section  1861(j)(3),  the  requirements  of 
this  subsection  (relating  to  administration  and  other  matters)  for  a 
skilled  nursing  facility  are  as  follows: 

(1)  In  general. — A  skilled  nursing  facility  must  be  adminis- 
tered in  a  manner  that  enables  it  to  use  its  resources  effectively 
and  efficiently  to  attain  or  maintain  the  highest  possible  physi- 
cial,  mental,  and  psychosocial  well-being  of  each  resident  (con- 
sistent with  requirements  established  under  subsection  (d)(5)). 

(B)  Required  notices. — If  a  change  occurs  in — 

(i)  the  persons  with  an  ownership  or  control  interest 
(as  defined  in  section  1124(a)(3))  in  the  facility, 

(ii)  the  persons  who  are  officers,  directors,  agents,  or 
managing  employees  (as  defined  in  section  1126(b))  of 
the  facility,  or 

(Hi)  the  individual  who  is  the  administrator  or  direc- 
tor of  nursing  of  the  facility, 
the  skilled  nursing  facility  must  provide  notice  to  the  State 
agency  responsible  for  the  licensing  of  the  facility,  at  the 
time  of  the  change,  of  the  change  and  of  the  identity  of  the 
new  person  or  persons  described  in  the  respective  clause. 

(C)  Nursing  facility  administrator. — The  administra- 
tor of  a  skilled  nursing  facility  must  meet  any  standards 
established  by  the  Secretary  under  subsection  (d)(4). 

(2)  Licensing  and  life  safety  code. — 

(A)  Licensing. — A  skilled  nursing  facility  must  be  li- 
censed under  applicable  State  and  local  law. 

(B)  Life  safety  code. — A  skilled  nursing  facility  must 
meet  such  provisions  of  such  edition  (as  specified  by  the 
Secretary  in  regulation)  of  the  Life  Safety  Code  of  the  Na- 
tional Fire  Protection  Association  as  are  applicable  to  nurs- 
ing homes;  except  that  the  provisions  of  such  Code  shall  not 
apply  in  any  State  if  the  Secretary  finds  that  in  such  State 
there  is  in  effect  a  fire  and  safety  code,  imposed  by  State 
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law,  which  provides  protection  for  residents  of  and  person- 
nel in  skilled  nursing  facilities  at  least  equal  to  the  protec- 
tion provided  under  such  Code. 

(3)  Sanitary  and  infection  control  and  physical  envi- 
ronment.— A  skilled  nursing  facility  must — 

(A)  establish  and  maintain  an  infection  control  program 
designed  to  provide  a  safe,  sanitary,  and  comfortable  envi- 
ronment in  which  residents  reside  and  to  help  prevent  the 
development  and  transmission  of  disease  and  infection,  and 

(B)  be  designed,  constructed,  equipped,  and  maintained 
in  a  manner  to  protect  the  health  and  safety  of  residents, 
personnel,  and  the  general  public. 

(4)  Miscellaneous. — 

(A)  Compliance  with  federal,  state,  and  local  laws 
and  professional  standards.— A  skilled  nursing  facility 
must  operate  and  provide  services  in  compliance  with  all 
applicable  Federal,  State,  and  local  laws  and  regulations 
(including  the  requirements  of  sections  1124)  and  with  all 
accepted  professional  standards  and  principles  which  apply 
to  professionals  providing  services  in  such  a  facility. 

(B)  Other. — A  skilled  nursing  facility  must  meet  such 
other  requirements  relating  to  the  health,  safety,  and  well- 
being  of  residents  or  relating  to  the  physicial  facilities 
thereof  as  the  Secretary  may  find  necessary. 

(d)  Secretarial  Responsibilities  for  Standards. — 

(1)  Responsibility. — It  is  the  duty  and  responsibility  of  the 
Secretary  to  assure  that  requirements  which  govern  the  provi- 
sion of  care  in  skilled  nursing  facilities  under  this  title  and  the 
enforcement  of  such  requirements,  are  adequate  to  protect  the 
health,  safety,  welfare,  and  rights  of  residents  and  to  promote 
the  effective  and  efficient  use  of  public  moneys. 

(2)  Nursing  aide  training  and  testing  programs. — 

(A)  In  general. — Not  later  than  March  1,  1988,  the  Sec- 
retary shall  establish — 

(i)  minimum  standards  for  nurse  aide  training  and 
testing  programs,  and  testing  programs,  referred  to  in 
section  1864(d)(1),  and 

(ii)  minimum  standards  for  the  mechanism  by  which 
a  State  approves  such  programs. 

(B)  Training  and  testing  program  standards. — The 
standards  referred  to  in  subparagraph  (A)(i)  with  respect  to 
a  training  and  testing  program  shall  specify — 

(i)  the  minimum  amount  of  time  required  for  initial 
and  ongoing  training  and  retraining,  including  not  less 
than  100  hours  with  respect  to  initial  training; 

(ii)  the  areas  to  be  included  in  a  training  and  testing 
program,  including  at  least  basic  nursing  skills,  per- 
sonal care  skills,  cognitive,  behavioral  and  social  care, 
basic  restorative  services,  and  residents'  rights;  and 

(Hi)  the  minimum  qualifications  for  instructors  in 
the  programs. 

(C)  Testing  program  standards. — The  standards  re- 
ferred to  in  subparagraph  (A)(i)  with  respect  to  a  testing 
program  shall  specify  the  areas  to  be  included  in  the  test- 
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ing  program,  including  at  least  basic  nursing  skills,  person- 
al care  skills,  cognitive,  behavioral  and  social  care,  basic 
restorative  services,  and  residents '  rights. 

(D)  Approval  Standards. — The  Standards  referred  to  in 
subparagraph  (A)(ii)  shall  specify — 

(i)  the  frequency  with  which  training  and  testing  pro- 
grams and  testing  programs  shall  be  reviewed  by  a 
State,  and 

(ii)  the  methodology  (which  shall  include  perform- 
ance-based evaluations  as  well  as  analysis  of  written 
submissions)  by  which  a  State  makes  determinations 
with  respect  to  whether  a  program  meets  the  minimum 
standards  established  under  subparagraph  (A)(i). 

(3)  Federal  guidelines  for  state  appeals  process  for 
transfers. — For  purposes  of  section  1864(d)(2),  by  not  later 
than  October  1,  1988,  the  Secretary  shall  establish  guidelines 
for  a  minimum  standards  which  State  appeals  processes  under 
such  section  must  meet  to  provide  a  fair  mechanism  for  hearing 
appeals  on  involuntary  transfers  of  residents  from  skilled  nurs- 
ing facilities. 

(4)  Secretarial  standards  for  licensing  of  administra- 
tors.— For  purposes  of  subsection  (c)(1)(C)  and  section  1864(d)(3), 
the  Secretary  shall  develop,  by  not  later  than  March  1,  1988, 
standards  to  be  applied  in  assuring  the  qualifications  of  admin- 
istrators of  skilled  nursing  facilities. 

(5)  Requirements  for  administration. — For  purposes  of 
subsection  (c)(1)  with  respect  to  a  skilled  nursing  facility,  the 
Secretary  shall  establish,  by  not  later  than  October  1,  1988,  re- 
quirements with  respect  to — 

(A)  its  governing  body  and  management, 

(B)  agreements  with  hospitals  regarding  transfers  of  resi- 
dents to  and  from  the  hospitals  and  other  nursing  facili- 
ties, 

(C)  disaster  preparedness, 

(D)  direction  of  medical  care  by  a  physician, 

(E)  laboratory,  radiological,  and  pharmaceutical  services, 

(F)  resident  care,  including  clinical  records,  and 

(G)  resident  and  advocate  participation. 

(6)  Specification  of  data  set  for  resident  assessments. — 
Not  later  than  January  1,  1989,  the  Secretary  shall — 

(A)  specify  a  minimum  data  set  of  core  elements  and 
common  definitions  for  use  by  skilled  nursing  facilities  in 
conducting  the  assessments  required  under  subsection  (a)(3), 
and 

(B)  establish  guidelines  for  utilization  of  the  data  set. 
(e)  Survey  and  Certification  Process. — 

(1)  State  and  federal  responsibility. — 

(A)  In  general. — Pursuant  to  an  agreement  under  sec- 
tion 1864,  each  State  shall  be  responsible  for  certifying,  in 
accordance  with  surveys  conducted  under  paragraph  (2),  the 
compliance  of  skilled  nursing  facilities  (other  than  facili- 
ties of  the  State)  with  the  requirements  of  subsections  (a), 
(b),  and  (c).  The  Secretary  shall  be  responsible  for  certifying, 
in  accordance  with  surveys  conducted  under  paragraph  (2), 
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the  compliance  of  State  skilled  nursing  facilities  with  the 
requirements  of  such  subsections. 

(B)  Educational  program. — Each  State  shall  conduct 
periodic  educational  programs  for  the  staff  and  residents 
(and  their  representatives)  of  skilled  nursing  facilities  in 
order  to  present  current  regulations,  procedures,  and  poli- 
cies under  this  section. 
(2)  Surveys.— 

(A)  Standard  survey. — 

(i)  In  general. — Each  skilled  nursing  facility  shall 
be  subject  to  a  standard  survey,  to  be  conducted  with- 
out any  prior  notice  to  the  facility.  Any  individual  who 
notifies  (or  causes  to  be  notified)  a  skilled  nursing  fa- 
cility of  the  time  or  date  on  which  such  a  survey  is 
scheduled  to  be  conducted  is  subject  to  a  civil  money 
penalty  of  not  to  exceed  $2,000.  The  Secretary  shall  pro- 
vide for  imposition  of  civil  money  penalties  under  this 
clause  in  a  manner  similar  to  that  for  the  imposition 
of  civil  money  penalties  under  section  1128A.  The  Sec- 
retary shall  review  each  State's  procedures  for  the 
scheduling  and  conduct  of  annual  standard  surveys  to 
assure  that  the  State  has  taken  all  reasonable  steps  to 
avoid  giving  notice  of  such  a  survey. 

(ii)  Contents. — Each  standard  survey  shall  in- 
clude— 

(I)  an  audit  of  a  sample  of  the  residents '  assess- 
ments provided  under  subsection  (a)(3)  to  determine 
the  accuracy  of  such  assessments; 

(II)  a  survey  of  the  quality  of  care  furnished  as 
measured  by  indicators  of  medical,  nursing,  and 
rehabilitative  care,  using  interviews  and  observa- 
tions of  a  case-mix  stratified  sample  of  residents; 
and 

(III)  a  review  of  the  facility's  compliance  with 
the  requirements  of  subsection  (a)  (other  than  para- 
graph (3)),  subsection  (b),  subsection  (c)(1)(A)  (inso- 
far as  it  relates  to  the  requirements  described  in 
subparagraphs  (D)  and  (F)  of  subsection  (d)(5)),  and 
subsection  (c)(3). 

(Hi)  Frequency. — 

(I)  In  general. — Each  skilled  nursing  facility 
shall  be  subject  to  a  standard  survey  not  later 
than  15  months  after  the  date  of  the  previous 
standard  survey  under  this  subparagraph.  The 
Statewide  average  interval  between  surveys  of 
skilled  nursing  facilities  under  this  subsection 
shall  not  exceed  12  months. 

(II)  Special  surveys. — If  not  otherwise  conduct- 
ed under  subclause  (I),  a  standard  survey  (or  an 
abbreviated  standard  survey)  may  be  conducted 
within  2  months  of  any  change  of  ownership,  ad- 
ministration, or  management  of  a  skilled  nursing 
facility,  in  order  to  determine  whether  the  change 
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has  resulted  in  any  decline  in  the  quality  of  care 
furnished  in  the  facility. 

(B)  Extended  and  followup  surveys— If  a  survey  team 
determines  that,  because  of  the  poor  quality  of  care  found 
in  a  skilled  nursing  facility  during  a  standard  survey  of 
the  facility,  it  would  recommend  the  termination  of  partici- 
pation of  the  facility  under  this  title  or  the  appointment  of 
temporary  management,  the  facility  shall  be  subject  to  an 
extended  survey.  In  such  an  extended  survey,  the  survey 
team  shall  review  and  identify  the  policies  and  procedures 
which  produced  such  poor  quality  of  care  and  shall  deter- 
mine whether  the  facility  has  complied  with  all  the  re- 
quirements described  in  subsections  (a),  (b),  and  (c).  Such 
review  shall  include  an  expansion  of  the  size  of  the  sample 
of  residents 9  assessments  reviewed  and  a  review  of  the  staff- 
ing, of  in-service  training,  and,  if  appropriate,  of  contracts 
with  consultants.  Any  other  facility  may,  at  the  Secretary  s 
or  States  discretion,  be  subject  to  such  an  extended  survey 
(or  a  partial  extended  survey). 

(C)  Survey  protocol. — Standard  and  extended  surveys 
shall  be  conducted — 

(i)  based  upon  a  protocol  which  the  Secretary  has  de- 
veloped, tested,  and  validated  by  not  later  than  Janu- 
ary 1,  1989,  and 

(ii)  by  individuals,  of  a  survey  team,  who  meet  such 
minimum  qualifications  as  the  Secretary  establishes  by 
not  later  than  January  1,  1989. 

The  failure  of  the  Secretary  to  develop,  test,  or  validate 
such  protocols  or  to  establish  such  minimum  qualifications 
shall  not  relieve  any  State  of  its  responsibility  (or  the  Secre- 
tary of  the  Secretary  s  responsibility)  to  conduct  surveys 
under  this  subsection. 

(D)  Consistency  of  survey. — Each  State  and  the  Secre- 
tary shall  implement  programs  to  measure  and  reduce  in- 
consistency in  the  application  of  survey  results  among  sur- 
veyors. 

(E)  Prohibition  of  conflicts  of  interest.— A  State 
may  not  use  as  a  surveyor  under  this  subsection  an  individ- 
ual who  is  serving  (or  has  served  within  the  previous  2 
years)  as  a  consultant  to  any  skilled  nursing  facility  re- 
specting compliance  with  the  requirements  of  subsections 
(a),  (b),  and  (c). 

(F)  Survey  teams. — 

(i)  In  general. — Surveys  under  this  subsection  shall 
be  conducted  by  a  multidisciplinary  team  of  profession-  . 
als  (including  a  registered  professional  nurse  and 
others  selected  in  accordance  with  regulations  of  the 
Secretary). 

(ii)  Specialized  teams. — Each  State  shall  maintain 
and  utilize  a  specialized  team  for  the  purpose  of  identi- 
fying, surveying,  gathering  and  preserving  evidence, 
and  carrying  out  appropriate  enforcement  actions 
against  chronically  substandard  skilled  nursing  facili- 
ties. Such  a  team  shall  include  (or  have  prompt  access 
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to)  an  attorney,  an  auditor,  and  appropriate  health 
care  professionals. 

(Hi)  Training. — The  State  shall  provide  each 
member  of  a  survey  team  with  comprehensive  preservice 
training,  and  in  addition  a  minimum  of  not  less  than 
40  hours  of  continuing  education  with  respect  to  the 
conduct  of  such  surveys  annaully  (as  approved  by  the 
Secretary).  No  individual  shall  serve  as  a  member  of  a 
survey  team  unless  the  individual  has  successfully 
completed  a  training  and  testing  program  in  survey 
and  certification  techniques  that  has  been  approved  by 
the  Secretary. 

(3)  Validation  surveys. — 

(A)  In  general. — The  Secretary  shall  conduct  sample 
onsite  surveys  of  skilled  nursing  facilities  in  each  State, 
within  2  months  of  the  date  of  surveys  conducted  under 
paragraph  (2)  by  the  State,  in  a  sufficient  number  to  allow 
inferences  about  the  adequacies  of  each  State's  surveys  con- 
ducted under  paragraph  (2).  In  conducting  such  surveys, 
the  Secretary  shall  use  the  same  survey  protocols  as  the 
State  is  required  to  use  under  paragraph  (2).  If  the  State 
has  determined  that  an  individual  skilled  nursing  facility 
meets  the  requirements  of  subsections  (a),  (b),  and  (c)  but 
the  Secretary's  determination  is  inconsistent  with  the  find- 
ings of  the  State  survey  team,  the  Secretary's  determination 
as  to  the  compliance  of  the  facility  is  binding  and  super- 
cedes that  of  the  State  survey. 

(B)  Remedies  for  poor  performance. — If  the  Secretary 
finds,  on  the  basis  of  such  surveys,  that  a  State's  survey 
and  certification  performance  is  not  adequate  or  that  a 
State  has  failed  to  perform  surveys  as  required  under  para- 
graph (2),  the  Secretary  may  provide  for  an  appropriate 
remedy,  which  may  include  the  training  of  the  survey  team 
or  the  designation  of  another  State  to  perform  survey  and 
certification  activities. 

(C)  Special  surveys  of  compliance. — Where  the  Secre- 
tary has  reason  to  question  the  compliance  of  a  skilled 
nursing  facility  with  any  of  the  requirements  of  subsections 
(a)  through  (c),  the  Secretary  may  conduct  a  survey  of  the 
facility  and,  on  that  basis,  make  independent  and  binding 
determinations  concerning  the  extent  to  which  the  skilled 
nursing  facility  meets  such  requirements. 

(4)  Investigation  of  complaints  and  monitoring  compli- 
ance.— Each  State  shall  maintain  procedures  and  adequate 
staff  to — 

(A)  investigate  complaints  of  violations  of  requirements 
by  skilled  nursing  facilities,  and 

(B)  monitor,  onsite,  on  a  regular  basis  (which  may  be 
daily  or  more  or  less  frequently  than  daily)  a  skilled  nurs- 
ing facility's  compliance  with  the  requirements  of  subsec- 
tions (a)  through  (c)  if— 

(i)  the  facility  has  been  found  not  to  be  in  compliance 
with  such  requirements  and  is  in  the  process  of  correct- 
ing deficiencies  to  achieve  such  compliance; 
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(ii)  the  facility  was  previously  found  not  to  be  in 
compliance  with  such  requirements,  has  corrected  defi- 
ciencies to  achieve  such  compliance,  and  verification  of 
continued  compliance  is  indicated;  or 

(Hi)  the  State  has  reason  to  question  the  compliance 
of  the  facility  with  such  requirements. 
(5)  Disclosure  of  results  of  inspections  and  activities.— 

(A)  Public  information.— Each  State,  and  the  Secretary, 
shall  make  available  to  the  public — 

(i)  information  respecting  all  surveys  and  certifica- 
tions made  respecting  skilled  nursing  facilities, 

(ii)  copies  of  cost  reports  of  such  facilities  filed  under 
this  title  or  title  XIX,  and 

(Hi)  copies  of  statements  of  ownership  under  section 

im. 

(B)  Notice  to  physicians  and  skilled  nursing  facility 
administrator  licensing  board. — If  a  State  finds  that  a 
skilled  nursing  facility  has  provided  poor  quality  of  care, 
the  State  shall  notify — 

(i)  the  attending  physician  of  each  resident  with  re- 
spect to  which  such  finding  is  made,  and 

(ii)  the  State  board  responsible  for  the  licensing  of 
the  skilled  nursing  facility  administrator  at  the  fa- 
cility. 

(C)  Access  to  fraud  control  units. — Each  State  shall 
provide  its  State  medicaid  fraud  and  abuse  control  unit  (es- 
tablished under  section  1903(q))  with  access  to  all  informa- 
tion of  the  State  agency  responsible  for  surveys  and  certifi- 
cations under  this  subsection. 

(f)  Enforcement  Process. — 

(1)  In  general. — If  a  State  finds  that  a  skilled  nursing  facil- 
ity no  longer  meets  a  requirement  of  subsection  (a),  (b),  or  (c) 
and  further  finds  that  the  facility's  deficiencies — 

(A)  immediately  jeopardize  the  health  or  safety  of  its  resi- 
dents, the  State  shall  take  immediate  action  to  remove  the 
jeopardy  and  correct  the  deficiencies  (including  the  appoint- 
ment of  temporary  management  under  paragraph  (2)(A)(iii)) 
or  terminate  immediately  the  facility  's  participation  under 
this  title  and  may  provide,  in  addition,  for  one  or  more  of 
the  remedies  described  in  paragraph  (2);  or 

(B)  do  not  immediately  jeopardize  the  health  or  safety  of 
its  residents,  the  State  may  terminate  the  facility's  partici- 
pation under  this  title  or  may  provide,  in  addition,  for  one 
or  more  of  the  remedies  described  in  paragraph  (2). 

Nothing  in  this  paragraph  shall  be  construed  as  restricting  the 
remedies  available  to  a  State  to  remedy  a  skilled  nursing  facili- 
ty s  deficiencies. 

(2)  Specified  remedies. — 

(A)  Listing. — Except  as  provided  in  subparagraph  (B)(ii), 
each  State  shall  establish  by  law  (whether  statute  or  regu- 
lation) at  least  the  following  remedies: 

(i)  Denial  of  payment  under  this  title  with  respect  to 
any  individual  admitted  to  the  skilled  nursing  facility 
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involved  after  such  notice  to  the  public  and  to  the  fa- 
cility as  may  be  provided  by  this  title. 

(ii)  A  civil  money  penalty  assessed  and  collected  for 
each  day  in  which  the  facility  remains  out  of  compli- 
ance with  a  requirement  of  subsection  (a),  (b),  or  (c)  or 
regulations  or  guidelines  under  such  as  subsection. 

(Hi)  The  appointment  of  temporary  management  to 
oversee  the  operation  of  the  facility  and  to  assure  the 
health  and  safety  of  the  facility's  residents,  where 
there  is  a  need  for  temporary  management  while — 

(I)  there  is  an  orderly  closure  of  the  facility,  or 

(II)  improvements  are  made  in  order  to  bring  the 
facility  into  compliance  with  all  the  requirements 
of  subsections  (a)  through  (c)  and  regulations  and 
guidelines. 

(iv)  The  authority,  in  the  case  of  an  emergency,  to 
close  the  facility,  to  transfer  residents  in  that  facility 
to  other  facilities,  or  both. 

(B)  Deadline  and  guidance. — (i)  Except  as  provided  in 
clause  (ii),  as  a  condition  of  entering  into  an  agreement 
with  a  State  under  section  1864(a)  with  respect  to  determin- 
ing on  or  after  October  1,  1989,  whether  institutions  qualify 
as  skilled  nursing  facilities,  each  State  shall  establish  the 
remedies  described  in  clauses  (i)  through  (iv)  of  subpara- 
graph (A)  by  not  later  than  July  1,  1989.  The  Secretary 
shall  provide,  through  regulations  or  otherwise  by  not  later 
than  October  1,  1988,  guidance  to  States  in  establishing 
such  remedies;  but  the  failure  of  the  Secretary  to  provide 
such  guidance  shall  not  relieve  a  State  of  the  responsibility 
for  establishing  such  remedies. 

(ii)  A  State  may  establish  alternative  remedies  (other 
than  termination  of  participation)  other  than  those  de- 
scribed in  clauses  (i)  through  (iv)  of  subparagraph  (A),  if 
the  State  demonstrates  to  the  Secretary's  satisfaction  that 
the  alternative  remedies  are  as  effective  in  deterring  non- 
compliance and  correcting  deficiencies  as  those  described  in 
subparagraph  (A). 

(C)  Assuring  compliance.— If  a  skilled  nursing  facility 
has  not  complied  with  any  of  the  requirements  of  subsec- 
tions (a)  through  (c)  within  6  months  after  the  date  the  fa- 
cility is  found  to  be  out  of  compliance  with  such  require- 
ments, the  State  shall  impose  the  remedy  described  in  sub- 
paragraph (A)(i)  for  all  individuals  who  are  admitted  to 
the  facility  after  such  date. 

(3)  Secretarial  authority.— 

(A)  Secretarial  reviews. — With  respect  to  a  State 
skilled  nursing  facility,  the  Secretary  shall  have  the  au- 
thority and  duties  of  a  State  under  this  subsection.  With  re- 
spect to  any  other  skilled  nursing  facility  in  the  State,  the 
Secretary  may,  pursuant  to  subsection  (e)(3)  and  except  as 
provided  in  subparagraph  (B),  exercise  the  authority  of  the 
State  under  this  subsection. 

(B)  Authority  with  respect  to  civil  money  penal- 
ties.— In  exercising  authority  under  subparagraph  (A)  in 
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imposing  a  civil  money  penalty  under  paragraph  (2)(A)(ii), 
the  Secretary  shall  base  the  amount  of  the  penalty  on  the 
severity  and  frequency  of  the  noncompliance  and  the  size  of 
the  facility  and  may  not  impose  a  civil  money  penalty  that 
exceeds  $10,000  for  each  day  of  noncompliance  and  the  Sec- 
retary shall  impose  and  collect  such  a  penalty  in  the  same 
manner  as  civil  money  penalties  are  imposed  and  collected 
under  section  1128A. 

(4)  Effective  period  of  denial  of  payment. — A  finding  to 
deny  payment  under  this  subsection  shall  terminate  when  the 
State  or  Secretary  (or  both,  as  the  case  may  be)  finds  that  the 
facility  is  in  substantial  compliance  with  all  the  requirements 
of  subsections  (a)  through  (c). 

(5)  Remedies  where  state  or  secretary  finds  noncompli- 
ance and  immediate  jeopardy. — If  either  the  State  or  the  Sec- 
retary finds  that  a  skilled  nursing  facility  has  not  met  a  re- 
quirement of  subsection  (a),  (b),  or  (c)  and  finds  that  the  failure 
immediately  jeopardizes  the  health  or  safety  of  its  residents,  the 
State  shall  take  immediate  action  to  remove  the  jeopardy  and 
correct  the  deficiency  (including  the  appointment  of  temporary 
management  and  the  denial  of  payment  for  new  residents  until 
the  facility  is  in  compliance  with  the  requirements).  If  the  State 
determines  that  it  is  necessary  to  terminate  immediately  the  fa- 
cility s  participation  agreement,  the  State  shall  provide  for  the 
safe  and  orderly  transfer  of  the  residents  eligible  under  this 
title  consistent  with  the  requirements  of  subsection  (b)(2). 

(6)  Special  rules  where  state  and  secretary  do  not 
agree  on  finding  of  noncompliance. — 

(A)  State  finding  of  noncompliance  and  no  secretar- 
ial finding  of  noncompliance.— If  the  Secretary  finds 
that  a  skilled  nursing  facility  has  met  all  the  requirements 
of  subsections  (a)  through  (c),  but  a  State  finds  that  the  fa- 
cility has  not  met  such  requirements  and  the  failure  does 
not  immediately  jeopardize  the  health  or  safety  of  its  resi- 
dents, the  States  findings  shall  control  and  the  remedies 
imposed  by  the  State  shall  be  applied. 

(B)  Secretarial  finding  of  noncompliance  and  no 
state  finding  of  noncompliance. — If  the  Secretary  finds 
that  a  skilled  nursing  facility  has  not  met  all  the  require- 
ments of  subsections  (a)  through  (c)  and  that  the  failure 
does  not  immediately  jeopardize  the  health  or  safety  of  its 
residents,  but  the  State  has  not  made  such  a  finding,  the 
Secretary  may  impose  any  remedies  (other  than  termination 
of  participation)  with  respect  to  the  facility. 

(7)  Special  rules  for  enforcement  actions  where  secre- 
tary AND  THE  STATE  FIND  NONCOMPLIANCE  BUT  DO  NOT  AGREE 
ON  CORRECTION  ACTIONS.— If— 

(A)  both  the  Secretary  and  the  State  find  that  a  skilled 
nursing  facility  has  not  met  all  the  requirements  of  subsec- 
tions (a)  through  (c), 

(B)  neither  finds  that  the  failure  immediately  jeopardizes 
the  health  or  safety  of  its  residents,  and 

(C)  both  find  that  the  facility's  participation  under  the 
plan  should  be  terminated, 
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the  State's  determination  of  corrective  actions  and  timing  of 
such  actions  shall  take  precedence  over  similar  determinations 
by  the  Secretary  so  long  as  such  actions  do  not  occur  later  than 
6  months  after  the  date  of  the  finding  of  noncompliance. 

(8)  Construction. — The  remedies  provided  under  this  subsec- 
tion are  in  addition  to  those  otherwise  available  under  State  or 
Federal  law  and  shall  not  be  construed  as  limiting  such  other 
remedies.  The  remedies  described  in  clauses  (i),  (Hi),  or  (iv)  of 
paragraph  (2)(A)  may  be  imposed  during  the  pendency  of  any 
hearing. 

(9)  Sharing  of  information. — Notwithstanding  any  other 
provision  of  law,  all  information  concerning  skilled  nursing  fa- 
cilities required  by  this  seciton  to  be  filed  with  the  Secretary  or 
a  State  agency  shall  be  made  available  to  Federal  or  State  em- 
ployees for  purposes  consistent  with  the  effective  administration 
of  programs  established  under  this  title  and  title  XIX. 

******* 

REPORTING  HOSPITAL  INFORMATION 

Sec.  1820.  (a)(1)  Each  fiscal  intermediary  with  an  agreement 
under  section  1816  to  perform  services  with  respect  to  hospitals  shall 
prepare  and  submit  to  the  Committee  on  Ways  and  Means  of  the 
House  of  Representatives,  the  Committee  on  Finance  of  the  Senate, 
the  Administrator  of  the  Health  Care  Financing  Administration, 
the  Congressional  Budget  Office,  and  the  Congressional  Research 
Service  of  the  Library  of  Congress  by  not  later  than  45  days  after 
the  end  of  each  calendar  quarter,  a  report  which  includes,  in  a  sum- 
mary form  for  all  hospitals  and  on  a  hospital-specific  basis  and 
based  on  information  received  during  the  previous  4  calendar  quar- 
ters— 

(A)  hospital  discharges  (classified  by  category  of  service  and 
by  class  of  primary  payer); 

(B)  patient  days  (classified  by  category  of  service  and  by  class 
of  primary  payer); 

(C)  licensed  beds  and  occupancy  (by  category  of  service); 

(D)  outpatient  visits  (classified  by  class  of  primary  payer); 

(E)  inpatient  charges  and  revenues  (classified  by  class  of  pri- 
mary payer); 

(F)  outpatient  charges  and  revenues  (classified  by  class  of  pri- 
mary payer); 

(G)  inpatient  and  outpatient  hospital  expenses  (by  cost-center 
classified  for  operating  and  capital); 

(H)  reasonable  costs; 

(I)  other  income; 

(J)  uncompensated  care  (classified  by  bad  debt  and  charity 
care); 

(K)  capital  acquisitions;  and 
(L)  capital  assets. 
(2)  In  paragraph  (1): 

(A)  The  terms  ubad  debt"  and  (<charity  care"  have  such 
meanings  as  the  Secretary  establishes  in  regulations. 
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(B)  The  term  "class"  means,  with  respect  to  payers,  the  pro- 
grams under  this  title,  a  State  plan  approved  under  title  XIX, 
other  third  party-payers,  and  self-paying  individuals. 

(b)  (1)  Each  hospital  with  an  agreement  in  effect  under  section 
1866  shall  submit,  not  later  than  90  days  after  the  last  day  of  each 
cost  reporting  period,  to  the  fiscal  intermediary  serving  the  hospital 
an  annual  cost  report.  Such  report  shall — 

(A)  be  submitted  in  accordance  with  a  standard  reporting 
system  established  by  the  Secretary  under  paragraph  (2), 

(B)  include  a  balance  sheet  and  such  information  as  the  Sec- 
retary determines  to  be  necessary  for  purposes  of  producing  the 
reports  described  in  subsection  (a)(1),  and 

(C)  if  required  under  paragraph  (3),  be  submitted  electronical- 

ly. 

In  the  case  of  hospitals  which  are  under  the  common  control  or 
ownership  of  an  eligible  organization  (as  defined  in  section  1876(b)), 
the  reports  required  under  this  paragraph  may  be  submitted  on  a 
consolidated  basis. 

(2)  The  Secretary  shall  develop  the  system  under  paragraph  (1)  in 
a  manner  so  as — 

(A)  to  facilitate  the  submittal  of  the  information  in  the  report 
in  an  electronic  form,  and 

(B)  to  be  compatible  with  the  needs  of  the  prospective  payment 
system  under  section  1886. 

(3)  Any  hospital  that  in  a  cost  reporting  period  (beginning  on  or 
after  October  1,  1990)  received  more  than  $10,000,000  under  this  title 
(and,  at  the  Secretary's  discretion,  any  other  hospital  for  a  cost  re- 
porting period  beginning  on  or  after  such  date)  shall  submit  the 
report  under  paragraph  (1)  for  that  period  in  an  electronic  form. 

(If.)  In  the  case  of  a  hospital  that  fails  to  submit  a  report  on  a 
timely  basis  as  required  under  paragraph  (1)  with  respect  to  a  calen- 
dar quarter,  notwithstanding  any  other  provision  of  this  title,  the 
amount  of  payment  otherwise  due  the  hospital  under  this  title  for 
discharges  or  visits  (or,  in  the  case  of  a  hospital  that  is  not  paid 
under  section  1886(d),  for  portions  of  its  cost  reporting  period  or  pe- 
riods) occurring  during  the  second  succeeding  quarter  shall  be  re- 
duced by  5  percent. 

(c) (1)  Except  as  provided  in  paragraph  (2),  as  a  condition  of  par- 
ticipation of  a  hospital  in  the  program  under  this  title,  the  hospi- 
tal's cost  reporting  period  must  end  on  March  31,  June  30,  Septem- 
ber 30,  or  December  31  of  each  year. 

(2)  Paragraph  (1)  shall  not  apply  to  a  hospital  of  a  State  (or  politi- 
cal subdivision  or  entity  thereof)  which,  as  of  the  date  of  the  enact- 
ment of  this  subection,  has  a  cost  reporting  period  other  than  one 
described  in  paragraph  (1). 

(3)  The  Secretary  may  provide  grants  to  a  hospital  which,  as  of 
the  date  of  the  enactment  of  this  subsection,  does  not  have  a  cost 
reporting  period  ending  on  September  30  to  assist  the  hospital  in 
changing  its  cost  reporting  period  to  one  that  ends  on  September  30. 
Grants  under  this  paragraph  shall  be  made  from  the  Federal  Hospi- 
tal Insurance  Trust  Fund  and  the  amount  of  grants  under  this 
paragraph  with  respect  to  a  hospital  may  not  exceed  $100,000. 
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Part  B— Supplementary  Medical  Insurance  Benefits  for  the 
Aged  and  Disabled 

******* 

PAYMENT  OF  BENEFITS 

Sec.  1833.  (a)  Except  as  provided  in  section  1876,  and  subject  to 
the  suceeding  provisions  of  this  section,  there  shall  be  paid  from 
the  Federal  Supplementary  Medical  Insurance  Trust  Fund,  in  the 
case  of  each  individual  who  is  covered  under  the  insurance  pro- 
gram established  by  this  part  and  incurs  expenses  for  services  with 
respect  to  which  benefits  are  payable  under  this  part,  amounts 
equal  to — 

(1)  in  the  case  of  services  described  in  section  1832(a)(1) — 80 
percent  of  the  reasonable  charges  for  the  services;  except  that 
(A)  an  organization  which  provides  medical  and  other  health 
services  (or  arranges  for  their  availability)  on  a  prepayment 
basis  may  elect  to  be  paid  80  percent  of  the  reasonable  cost  of 
services  for  which  payment  may  be  made  under  this  part  on 
behalf  of  individuals  enrolled  in  such  organization  in  lieu  of  80 
percent  of  the  reasonable  charges  for  such  services  if  the  orga- 
nization undertakes  to  charge  such  individuals  no  more  that  20 
percent  of  such  reasonable  cost  plus  any  amounts  payable  by 
them  as  a  result  of  subsection  (b),  (B)  with  respect  to  items  and 
services  described  in  section  1861(s)(10)(A),  the  amounts  paid 
shall  be  100  percent  of  the  reasonable  charges  for  such  items 
and  services,  (C)  with  respect  to  expenses  incurred  for  those 
physicians'  services  for  which  payment  may  be  made  under 
this  part  that  are  described  in  section  1862(a)(4),  the  amounts 
paid  shall  be  subject  to  such  limitations  as  may  be  prescribed 
by  regulations,  (D)  with  respect  to  clinical  diagnostic  laborato- 
ry tests  for  which  payment  is  made  under  this  part  (i)  on  the 
basis  of  a  fee  schedule  under  subsection  (h)(1),  the  amount  paid 
shall  be  equal  to  80  percent  (or  100  percent,  in  the  case  of  such 
tests  for  which  payment  is  made  [on  the  basis  of  an  assign- 
ment described  in  section  1842(b)(3)(B)(ii),  under  the  procedure 
described  in  section  1870(f)(1),]  on  an  assignment-related  basis 
or  for  tests  furnished  in  connection  with  obtaining  a  second 
opinion  required  under  section  1164(c)(2)  (or  a  third  opinion,  if 
the  second  opinion  was  in  disagreement  with  the  first  opinion)) 
of  the  lesser  of  the  amount  determined  under  such  fee  sched- 
ule, the  limitation  amount  for  that  test  determined  under  sub- 
section (h)(4)(B),  or  the  amount  of  the  charges  billed  for  the 
tests,  or  (ii)  on  the  basis  of  a  negotiated  rate  established  under 
subsection  (h)(6),  the  amount  paid  shall  be  equal  to  100  percent 
of  such  negotiated  rate,  (E)  with  respect  to  services  furnished 
to  individuals  who  have  been  determined  to  have  end  stage 
renal  disease,  the  amounts  paid  shall  be  determined  subject  to 
the  -provisions  of  section  1881,  (F)  with  respect  to  expenses  in- 
curred for  services  described  in  subsection  (i)(3)  under  the  con- 
ditions specified  in  such  subsection,  the  amounts  paid  shall  be 
the  reasonable  charge  for  such  services,  [and]  (G)  with  repect 
to  items  and  services  (other  than  clinical  diagnostic  laboratory 
tests)  furnished  in  connection  with  obtaining  a  second  opinion 
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required  under  section  1164(c)(2)  (or  a  third  opinion,  if  the 
second  opinion  was  in  disagreement  with  the  first  opinion),  the 
amounts  paid  shall  be  100  percent  of  the  reasonable  charges 
for  such  items  and  services;  and  (H)  with  respect  to  services  of 
a  certified  registered  nurse  anesthetist  under  section 
1861(s)(ll),  the  amounts  paid  shall  be  80  percent  of  the  lesser 
of  the  actual  charge  or  the  fee  schedule  for  such  services  estab- 
lished by  the  Secretary  in  accordance  with  subsection  (1), 

(2)  in  the  case  of  services  described  in  section  1832(a)(2) 
(except  those  services  described  in  subparagraphs  (D),  (E),  and 
(F)  of  such  section  and  unless  otherwise  specified  in  section 
1881)— 

(A)  *  *  * 

******* 

(D)  with  respect  to  clinical  diagnostic  laboratory  tests  for 
which  payment  is  made  under  this  part  (i)  on  the  basis  of  a 
fee  schedule  determined  under  subsection  (h)(1),  the 
amount  paid  shall  be  equal  to  80  percent  (or  100  percent, 
in  the  case  of  such  tests  for  which  payment  is  made  [on 
the  basis  of  an  assignment  described  in  section 
1842(b)(3)(B)(ii),  under  the  procedure  described  in  section 
1870(f)(1),]  on  an  assignment-related  basis  to  a  provider 
having  an  agreement  under  section  1866,  or  for  tests  fur- 
nished in  connection  with  obtaining  a  second  opinion  re- 
quired under  section  1164(c)(2)  (or  a  third  opinion,  if  the 
second  opinion  was  in  disagreement  with  the  first  opinion) 
of  the  lesser  of  the  amount  determined  under  such  fee 
schedule,  the  limitation  amount  for  that  test  determined 
under  subsection  (h)(4)(B),  or  the  amount  of  the  charges 
billed  for  the  tests,  or  (ii)  on  the  basis  of  a  negotiated  rate 
established  under  subsection  (h)(6),  the  amount  paid  shall 
be  equal  to  100  percent  of  such  negotiated  rate  for  such 
tests; 

******* 

(b)  Before  applying  subsection  (a)  with  respect  to  expenses  in- 
curred by  an  individual  during  any  calendar  year,  the  total  amount 
of  the  expenses  incurred  by  such  individual  during  such  year 
(which  would,  except  for  this  subsection,  constitute  incurred  ex- 
penses from  which  benefits  payable  under  subsection  (a)  are  deter- 
minable) shall  be  reduced  by  a  deductible  of  $75;  except  that  (1) 
such  total  amount  shall  not  include  expenses  incurred  for  items 
and  services  described  in  section  1861(s)(10)(A),  (2)  such  deductible 
shall  not  apply  with  respect  to  home  health  services,  (3)  such  de- 
ductible shall  not  apply  with  respect  to  clinical  diagnostic  laborato- 
ry tests  for  which  payment  is  made  under  this  part  (A)  under  sub- 
section (a)(l)(D)(i)  or  (a)(2)(D)(i)  [on  the  basis  of  an  assignment  de- 
scribed in  section  1842(b)(3)(B)(ii),  under  the  procedure  described  in 
section  1870(f)(1)]  on  an  assignment-related  basis,  or  to  a  provider 
having  an  agreement  under  section  1866,  or  (B)  on  the  basis  of  a 
negotiated  rate  determined  under  subsection  (h)(6),  and  (4)  such  de- 
ductible shall  not  apply  with  respect  to  items  and  services  fur- 
nished in  connection  with  obtaining  a  second  opinion  required 


under  section  1164(c)(2)  (or  a  third  opinion,  if  the  second  opinion 
was  in  disagreement  with  the  first  opinion).  The  total  amount  of 
the  expenses  incurred  by  an  individual  as  determined  under  the 
preceding  sentence  shall,  after  the  reduction  specified  in  such  sen- 
tence, be  further  reduced  by  an  amount  equal  to  the  expenses  in- 
curred for  the  first  three  pints  of  whole  blood  (or  equivalent  quanti- 
ties of  packed  red  blood  cells,  as  defined  under  regulations) 
furnished  to  the  individual  during  the  calendar  year,  except  that 
such  deductible  for  such  blood  shall  in  accordance  with  regulations 
be  appropriately  reduced  to  the  extent  that  there  has  been  a  re- 
placement of  such  blood  (or  equivalent  quantities  of  packed  red 
blood  cells,  as  so  defined);  and  for  such  purposes  blood  (or  equiva- 
lent quantities  of  packed  red  blood  cells,  as  so  defined)  furnished 
such  individual  shall  be  deemed  replaced  when  the  institution  or 
other  person  furnishing  such  blood  (or  such  equivalent  quantities 
of  packed  red  blood  cells,  as  so  defined)  is  given  one  pint  of  blood 
for  each  pint  of  blood  (or  equivalent  quantities  of  packed  red  blood 
cells,  as  so  defined)  furnished  such  individual  with  respect  to  which 
a  deduction  is  made  under  this  sentence. 

(f)(1)  In  the  case  of  shoes  described  in  section  1861(s)(12) — 

(A)  no  payment  may  be  made  under  this  part  for  the  furnish- 
ing of  more  than  one  pair  of  shoes  or  inserts  for  any  individual 
for  any  calendar  year,  and 

(B)  with  respect  to  expenses  incurred  in  any  calendar  year,  no 
more  than  the  limit  established  under  paragraph  (2)  shall  be 
considered  as  incurred  expenses  for  purposes  of  subsections  (a) 
and  (b). 

Payment  for  shoes  under  this  part  shall  be  considered  to  include 
payment  for  any  expenses  for  the  fitting  of  such  shoes. 

(2)(A)  Except  as  provided  by  the  Secretary  under  subparagraphs 
(B)  and  (C),  the  limit  established  under  this  paragraph — 

(i)  for  the  furnishing  of  one  pair  of  custom  molded  shoes  is 
$300; 

(ii)  for  the  furnishing  of  extra-depth  shoes  and  inserts  is — 

(I)  $100  for  the  pair  of  shoes  itself  and 

(II)  $50  for  inserts  for  a  pair  of  shoes. 

(B)  The  Secretary  or  a  carrier  may  establish  limits  for  shoes  that 
are  lower  than  the  limits  established  under  subparagraph  (A)  if  the 
Secretary  finds  that  shoes  and  inserts  of  an  appropriate  quality  are 
readily  available  at  or  below  such  lower  limits. 

(C)  For  each  year  after  1988,  each  dollar  amount  specified  in  sub- 
paragraph (A)  (as  previously  adjusted  under  this  subparagraph) 
shall  be  increased  by  the  same  percentage  increase  as  the  Secretary 
provides  with  respect  to  durable  medical  equipment  for  that  year, 
except  that  if  such  increase  is  not  a  multiple  of  $1,  it  shall  be 
rounded  to  the  nearest  multiple  of  $1. 

(8)  In  this  title,  the  term  "shoes"  includes,  except  for  purposes  of 
subparagraphs  (A)(ii)  and  (B)  of  the  paragraph  (2),  inserts  for  extra- 
depth  shoes. 
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(h)(1)(A)  *  *  * 

(C)  In  the  case  of  clinical  diagnostic  laboratory  tests  performed  by 
a  qualified  hospital  laboratory  (as  defined  in  subparagraph  (D))  for 
outpatients  of  such  hospital,  the  fee  schedules  established  under 
subparagraph  (A)  shall  be  established  on  a  regional,  statewide,  or 
carrier  service  area  basis  (as  the  Secretary  may  determine  to  be  ap- 
propriate) for  tests  furnished  during  the  period  beginning  on  July  1, 
1984  y  o,nd  ending  on  December  31,  1989.  For  such  tests  furnished  on 
or  after  January  1,  1990,  the  fee  schedule  shall  be  established  on  a 
nationwide  basis. 

(5) (A)  In  the  case  of  a  bill  or  request  for  payment  for  a  clinical 
diagnostic  laboratory  test  for  which  payment  may  otherwise  be 
made  under  this  part  on  the  basis  of  an  assignment  described  in  sec- 
tion 1842(b)(3)(B)(ii),  under  the  procedure  described  in  section 
1870(f)(1),  or  under  a  provider  agreement  under  section  1866,  pay- 
ment may  be  made  only  to  the  person  or  entity  which  performed  or 
supervised  the  performance  of  such  test;  except  that — 

(i)  if  a  physician  performed  or  supervised  the  performance  of 
such  test,  payment  may  be  made  to  another  physician  with 
whom  he  shares  his  practice,  \_and~X 

(ii)  in  the  case  of  a  test  performed  at  the  reqeust  of  a  laborato- 
ry by  another  laboratory,  payment  may  be  made  to  the  referring 
laboratory  [.],  and 

(Hi)  in  the  case  of  a  clinical  diagnostic  laboratory  test  provid- 
ed under  an  arrangement  (as  defined  in  section  1861(w)(l)) 
made  by  a  hospital,  payment  shall  be  made  to  the  hospital. 

(D)  If  a  person  knowingly  and  willfully  and  on  a  repeated  basis 
bills  an  individual  enrolled  under  this  part  for  charges  for  a  clini- 
cal diagnostic  laboratory  test  for  which  payment  may  only  be  made 
on  an  assignment-related  basis  under  subparagraph  (C),  the  Secre- 
tary may  apply  sanctions  against  the  person  in  the  same  manner  as 
the  Secretary  may  apply  sanctions  against  a  physician  in  accordance 
with  section  1842(j)(2). 

#  #  #  #  #  #  # 

(6)  [(A) J  If  an  adjustment  under  paragraph  (3)(B)  results  in  a  re- 
duction in  the  reasonable  charge  for  a  physicians'  service  and  a 
nonparticipating  physician  furnishes  the  service  to  an  individual 
entitled  to  benefits  under  this  part  [(subject  to  subparagraph  (D)), 
the  physician  may  not  charge  the  individual  more  than  the  limit- 
ing charge  (as  defined  in  subparagraph  (B))  plus  (for  services  fur- 
nished during  the  12-month  period  beginning  on  the  effective  date 
of  the  reduction)  Vfe  of  the  amount  by  which  the  physician's  actual 
charges  for  the  service  for  the  previous  12-month  period  exceeds 
the  limiting  charge.]  after  the  effective  date  of  the  reduction,  the 
physicians  actual  charge  is  subject  to  a  limit  under  section 
m2(j)(l)(D). 
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[(B)  In  subparagraph  (A),  the  term  "limiting  charge"  means, 
with  respect  to  a  service,  125  percent  of  the  prevailing  charge  for 
the  service  after  the  reduction  referred  to  in  subparagraph  (A). 

[(C)  If  a  physician  knowingly  and  willfully  imposes  charges  in 
violation  of  subparagraph  (A),  the  Secretary  may  apply  sanctions 
against  such  physician  in  accordance  with  subsection  (j)(2). 

[(D)  This  paragraph  shall  not  apply  to  services  furnished  after 
the  earlier  of  (i)  December  31,  1990,  or  (ii)  one  year  after  the  date 
the  Secretary  reports  to  Congress,  under  section  1845(e)(3),  on  the 
development  of  the  relative  value  scale  under  section  1845.] 

(m)(l)  Payment  may  be  made  under  this  part  for  a  diagnostic  test 
described  in  section  1861(s)(3)  (other  than  a  clinical  diagnostic  labo- 
ratory test)  only  to  the  person  or  other  entity  which  performed  or  su- 
pervised the  performance  of  such  test;  except  that  if  a  physician  per- 
formed or  supervised  the  performance  of  such  test,  payment  may  be 
made  to  another  physician  with  whom  he  shares  his  practice. 

(2)  A  physician  or  supplier  may  not  bill  an  individual  enrolled 
under  this  part  for  a  diagnostic  test  for  which  payment  may  not  be 
made  because  of  paragraph  (1). 

(3)  If  a  physician  or  supplier  knowingly  and  willfully  in  repeated 
cases  bills  one  or  more  individuals  in  violation  of  paragraph  (2),  the 
Secretary  may  apply  sanctions  against  such  physician  or  supplier  in 
accordance  with  section  1842(j)(2). 

PROCEDURE  FOR  PAYMENT  OF  CLAIMS  OF  PROVIDERS  OF  SERVICES 

Sec.  1835.  (a)  Except  as  provided  in  subsections  (b),  (c),  and  (e), 
payment  for  services  described  in  section  1832(a)(2)  furnished  an  in- 
dividual may  be  made  only  to  providers  of  services  which  are  eligi- 
ble therefor  under  section  1866(a),  and  only  if— 
*  *  * 

(2)  a  physician  certifies  (and  recertifies,  where  such  services  are 
furnished  over  a  period  of  time,  in  such  cases,  with  such  frequency, 
and  accompanied  by  such  supporting  material,  appropriate  to  the 
case  involved,  as  may  be  provided  by  regulations)  that — 
(A)  *  *  * 

******* 

(C)  in  the  case  of  outpatient  physical  therapy  services  or  out- 
patient occupational  therapy  services,  (i)  such  services  are  or 
were  required  because  the  individual  needed  physical  therapy 
services  or  occupational  therapy  services,  respectively,  [,  2  (ii)  a 
plan  for  furnishing  such  services  has  been  established  by  a 
physician  or  by  the  qualified  physical  therapist  or  qualified  oc- 
cupational therapist,  respectively,  providing  such  services  and 
is  periodically  reviewed  by  a  physician,  and  (iii)  such  services 
are  or  were  furnished  while  the  individual  is  or  was  under  the 
care  of  a  physician; 

******* 

USE  OF  CARRIERS  FOR  ADMINISTRATION  OF  BENEFITS 

Sec.  1842.  (a)  *  *  * 
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(b)(1)  *  *  * 

******* 

(3)  Each  such  contract  shall  provide  that  the  carrier — 

(A)  *  *  * 

(B)  will  take  such  action  as  may  be  necessary  to  assure  that, 
where  payment  under  this  part  for  a  service  is  on  a  charge 
basis,  such  charge  will  be  reasonable  and  not  higher  than  the 
charge  applicable,  for  a  comparable  service  and  under  compa- 
rable circumstances,  to  the  policyholders  and  subscribers  of  the 
carrier,  and  such  payment  will  (except  as  otherwise  provided 
in  section  1870(f))  be  made — 

(i)  on  the  basis  of  an  itemized  bill;  or 

(ii)  on  the  basis  of  an  assignment  under  the  terms  of 
which  (I)  the  reasonable  charge  is  the  full  charge  for  the 
service  [and  (11)3,  (W  the  physician  or  other  person  fur- 
nishing such  service  agrees  not  to  charge  (and  to  refund 
amounts  already  collected)  for  services  for  which  payment 
under  this  title  is  denied  under  section  1154(a)(2)  by  reason 
of  a  determination  under  section  1154(a)(1)(B),  and  (III)  the 
physician  or  other  person  furnishing  such  service  agrees 
not  to  charge  (and  to  refund  amounts  already  collected)  for 
such  service  if  payment  may  not  be  made  therefor  by 
reason  of  the  provisions  of  paragraph  (1)  of  section  1862(a), 
and  if  the  individual  to  whom  such  service  was  furnished 
was  without  fault  in  incurring  the  expenses  of  such  serv- 
ice, and  if  the  Secretary's  determination  that  payment 
(pursuant  to  such  assignment)  was  incorrect  and  was  made 
subsequent  to  the  third  year  following  the  year  in  which 
notice  of  such  payment  was  sent  to  such  individual;  except 
that  the  Secretary  may  reduce  such  three-year  period  to 
not  less  than  one  year  if  he  finds  such  reduction  is  consist- 
ent with  the  objectives  of  this  title  (except  in  the  case  of 
physicians'  services  and  ambulance  service  furnished  as 
described  in  section  1862(a)(4),  other  than  for  purposes  of 
section  1870(f)); 

but  (in  the  case  of  bills  submitted,  or  requests  for  payment 
made,  after  March  1968)  only  if  the  bill  is  submitted,  or  a  writ- 
ten request  for  payment  is  made  in  such  other  form  as  may  be 
permitted  under  regulations,  no  later  than  the  close  of  the  cal- 
endar year  following  the  year  in  which  such  service  is  fur- 
nished (deeming  any  service  furnished  in  the  last  3  months  of 
any  calendar  year  to  have  been  furnished  in  the  succeeding 
calendar  year); 

(C)  will  establish  and  maintain  procedures  pursuant  to  which 
an  individual  enrolled  under  this  part  will  be  granted  an  op- 
portunity for  a  fair  hearing  by  the  carrier,  in  any  case  where 
the  amount  in  controversy  is  at  least  $100,  but  [not  more] 
less  than  $500,  when  requests  for  payment  under  this  part 
with  respect  to  services  furnished  him  are  denied  or  are  not 
acted  upon  with  reasonable  promptness  or  when  the  amount  of 
such  payment  is  in  controversy; 
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(4XAXi)  *  *  * 

******* 

(iv)  In  determining  the  prevailing  charge  level  under  the  third 
and  fourth  sentences. of  paragraph  (3)  for  a  physicians'  service  fur- 
nished on  or  after  January  1,  1987,  by  a  nonparticipating  physi- 
cian, the  Secretary  shall  set  the  level  at  [96]  95  percent  of  the 
prevailing  charge  levels  established  under  such  sentences  with  re- 
spect to  such  service  furnished  by  participating  physicians. 

[(10)(A)(i)  If  an  adjustment  under  paragraph  (8)(B)  results  in  a 
reduction  in  the  reasonable  charge  for  a  physicians'  service,  and  a 
nonparticipating  physician  furnishes  the  service  to  an  individual 
entitled  to  benefits  under  this  part  after  the  effective  date  of  such 
reduction  and  before  the  end  of  the  period  described  in  subpara- 
graph (C),  the  physician  may  not  charge  the  individual  more  than 
the  limiting  charge  (as  defined  in  clause  (ii))  plus  (for  service  fur- 
nished during  the  12-months  period  beginning  on  the  effective  date 
of  the  reduction)  Y2  of  the  amount  by  which  the  physician's  actual 
charge  for  the  service  for  the  previous  12-month  period  exceeds  the 
limiting  charge. 

[(ii)  In  clause  (i),  the  term  "limiting  charge"  means,  with  respect 
to  a  service,  125  percent  of  the  inherently  reasonable  charge  estab- 
lished under  paragraph  (8). 

[(B)  If  a  physician  knowingly  and  willfully  imposes  charges  in 
violation  of  subparagraph  (A),  the  Secretary  may  apply  sanctions 
against  such  physician  in  accordance  with  subsection  (j)(2). 

[(C)  Subparagraph  (A)  shall  not  apply  to  services  furnished  after 
the  earlier  of  (i)  December  31,  1990,  or  (ii)  one-year  after  the  date 
the  Secretary  reports  to  Congress,  under  section  1845(e)(3),  on  the 
development  of  the  relative  value  scale  under  section  1845.] 

(10)(A)  In  determining  the  reasonable  charge  under  paragraph  (3) 
for  procedures  described  in  subparagraph  (C)  and  performed  in  1988, 
subject  to  subparagraph  (B),  the  prevailing  charge  for  such  proce- 
dure for  participating  and  nonparticipating  physicians  shall  be  the 
prevailing  charge  otherwise  recognized  for  such  procedure  for  1987 
reduced  by  15  percent.  A  reduced  prevailing  charge  under  this  sub- 
paragraph is  the  pervailing  charge  level  for  1988  for  purposes  of  ap- 
plying the  economic  index  under  the  fourth  sentence  of  paragraph 
(3)  for  subsequent  years. 

(B)  In  no  case  shall  the  reduction  under  subparagraph  (A)  for  a 
procedure  result  in  a  prevailing  charge  in  a  locality  for  a  year 
which  is  less  than  80  percent  of  the  Secretary's  estimate  of  the 
weighted  national  average  of  such  prevailing  charges  for  such  proce- 
dure for  all  localities  in  the  United  States  for  1987  based  upon  the 
best  available  data. 

(C)  The  procedures  described  in  this  subparagraph  are  as  follows: 
coronary  artery  bypass  surgery,  total  hip  replacement,  transurethral 
resection  of  the  prostate,  suprapublic  prostatectomy,  diagnostic  and 
therapeutic  dilation  and  curettage,  and  carpal  tunnel  repair. 

(D)  In  the  case  of  a  reduction  in  the  reasonable  charge  for  a  physi- 
cians '  service  under  subparagraph  (A),  if  a  nonparticipating  physi- 
cian furnishes  the  service  to  an  individual  entitled  to  benefit  under 
this  part,  after  the  effective  date  of  such  reduction,  the  physicians 
actual  charge  is  subject  to  a  limit  under  subsection  (j)(l)(D). 
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(11)(A)  *  *  * 

(B)  (i)  In  determining  the  reasonable  charge  under  paragraph  (3) 
for  a  cataract  surgical  procedure,  subject  to  clause  (ii),  the  prevail- 
ing charge  for  such  procedure  otherwise  recognized  for  participat- 
ing and  nonparticipating  physicians  shall  be  reduced  by  10  percent 
with  respect  to  procedures  performed  in  1987  and  shall  be  further 
reduced  by  2  percent  with  respect  to  procedures  performed  in  1988. 
A  reduced  prevailing  charge  under  this  subparagraph  shall  become 
the  prevailing  charge  level  for  subsequent  years  for  purposes  of  ap- 
plying the  economic  index  under  the  fourth  sentence  of  paragraph 
(3). 

(ii)  In  no  case  shall  the  reduction  under  clause  (i)  for  a  surgical 
procedure  result  in  a  prevailing  charge  in  a  locality  for  a  year 
which  is  less  than  [75  percent]  80  percent  of  the  weighted  nation- 
al average  of  such  prevailing  charges  for  such  procedure  for  all  the 
localities  in  the  United  States  for  [1986]  1987.  There  shall  be  no 
administrative  or  judicial  review  under  section  1869  or  otherwise  of 
any  determination  under  this  clause. 

(C)  (i)  The  prevailing  charge  level  determined  with  respect  to  A- 
mode  ophthalmic  ultrasound  procedures  may  not  exceed  5  percent  of 
the  prevailing  charge  level  established  with  resepct  to  extracapsular 
cataract  removal  with  lens  implantation. 

(ii)  The  reasonable  charge  for  an  intraocular  lens  implanted 
during  cataract  surgery  in  a  physician's  office  or  an  ambulatory  sur- 
gery center  may  not  exceed  the  actual  acquisition  cost  for  the  lens 
(taking  into  account  any  discount)  plus  a  handling  fee  (not  to  exceed 
10  percent  of  such  actual  acquisition  cost). 

[(C)(i)]  (D)  In  the  case  of  a  reduction  in  the  reasonable  charge 
for  a  physicians'  [service  under  subparagraph  (B),]  service  or  item 
under  subparagraph  (B)  or  (C),  if  a  nonparticipating  physician  fur- 
nishes the  service  to  an  individual  entitled  to  benefits  under  this 
part  after  the  effective  date  of  such  reduction  [subject  to  clause 
(iv)),  the  physician  may  not  charge  the  individual  more  than  the 
limiting  charge  (as  defined  in  clause  (ii))  plus  (for  services  fur- 
nished during  the  12-month  period  beginning  on  the  effective  date 
furnished  during  the  12-month  period  beginning  on  the  effective 
date  of  the  reduction)  Vz  of  the  amount  by  which  the  physician's 
actual  charges  for  the  service  for  the  previous  12-month  period  ex- 
ceeds the  limiting  charge.],  the  physician's  actual  charge  is  subject 
to  a  limit  under  subsection  (j)(l)(D). 

[(ii)  In  clause  (i),  the  term  "limiting  charge"  means,  with  respect 
to  a  service,  125  percent  of  the  prevailing  charge  for  the  service 
after  the  reduction  referred  to  in  clause  (i). 

[(iii)  If  a  physician  knowingly  and  willfully  imposes  charges  in 
violation  of  clause  (i),  the  Secretary  may  apply  sanctions  against 
such  physician  in  accordance  with  subsection  (j)(2). 

[(iv)  This  subparagraph  shall  not  apply  to  services  furnished 
after  the  earlier  of  (I)  December  31,  1990,  or  (II)  one  year  after  the 
date  the  Secretary  reports  to  Congress,  under  section  1845(e)(3),  on 
the  development  of  the  relative  value  scale  under  section  1845.] 

******* 

(c)(1)  Any  contract  entered  into  with  a  carrier  under  this  section 
shall  provide  for  advances  of  funds  to  the  carrier  for  the  making  of 
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payments  by  it  under  this  part,  and  shall  provide  for  payment  of 
the  cost  of  administration  of  the  carrier,  as  determined  by  the  Sec- 
retary to  be  necessary  and  proper  for  carrying  out  the  functions 
covered  by  the  contract.  The  Secretary  shall  provide  that  in  deter- 
mining a  carrier's  necessary  and  proper  cost  of  administration,  the 
Secretary  shall,  with  respect  to  each  contract,  take  into  account 
the  amount  that  is  reasonable  and  adequate  to  meet  the  costs 
which  must  be  incurred  by  an  efficiently  and  economically  operat- 
ed carrier  in  carrying  out  the  terms  of  its  contract.  The  Secretary 
shall  cause  to  have  published  in  the  Federal  Register,  by  not  later 
than  September  1  before  each  fiscal  year,  data,  standards,  and 
methodology  to  be  used  to  establish  budgets  for  carriers  under  this 
section  for  the  that  fiscal  year,  and  shall  cause  to  be  published  in 
the  Federal  Register  for  public  comment,  at  least  90  days  before 
such  data,  standards,  and  methodology  are  published,  the  data, 
standards,  and  methodology  proposed  to  be  used. 
(2)(A)  *  *  * 

(B)  In  this  paragraph: 

^  *  *  * 

(ii)  The  term  "applicable  number  of  calendar  days"  means — 

(I)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1986,  30  calendar  days, 

[(II)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1987,  26  calendar  days  (or  19 
calendar  days  with  respect  to  claims  submitted  by  partici- 
pating physicians), 

[(III)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1988,  25  calendar  days  (or  18 
calendar  days  with  respect  to  claims  submitted  by  partici- 
pating physicians),  and 

[(IV)  with  respect  to  claims  received  in  the  12-month 
period  beginning  October  1,  1989,  and  claims  received  in 
any  succeeding  12-month  period,  24  calendar  days  (or  17 
calendar  days  with  respect  to  claims  submitted  by  partici- 
pating physicians).] 

(II)  with  respect  to  claims  received  in  each  of  fiscal  years 
1988,  1989,  and  1990,  30  calendar  days  (or  23  calendar  days 
with  respect  to  claims  submitted  by  participating  physi- 
cians), and 

(III)  with  respect  to  claims  received  in  any  succeeding 
fiscal  year,  24  calendar  days  (or  17  days  with  respect  to 
claims  submitted  by  participating  physicians). 

******* 

(D)(i)  The  Secretary  shall  manage,  through  contracts  entered  into 
under  this  section  and  agreements  entered  into  under  section  1816 
(including  contracts  and  agreements  under  section  2326(a)  of  the 
Deficit  Reduction  Act  of  1984)  and  within  the  time  periods  estab- 
lished under  subparagraph  (A)  and  under  section  1816(c)(2)(A),  the 
payment  of  claims  under  this  title  so  that  the  average  period  be- 
tween fiscal  intermediaries '  and  carriers '  receipt  of  a  clean  claim 
under  this  title  and  its  payment  shall  approximate  23  days  for 
claims  in  fiscal  year  1989  and  25  days  for  claims  in  fiscal  year  1990. 
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(ii)  In  meeting  the  requirement  of  clause  (i)  for  a  fiscal  year,  the 
Secretary  shall — 

(I)  publish  notice  in  the  Federal  Register  (within  30  days 
after  the  enactment  of  this  subparagraph  for  fiscal  year  1988 
and  before  July  1,  1988,  and  July  1,  1989,  for  fiscal  year  1989 
and  fiscal  year  1990,  respectively)  of  the  particular  payment 
policy  for  each  fiscal  intermediary  and  carrier  for  the  fiscal 
year,  and 

(II)  to  the  maximum  extent  feasible  consistent  with  the  time 
periods  established  under  subparagraph  (A)  and  under  section 
184 2(c)(2)(A),  the  difference  between  the  average  payment  period 
required  of  each  intermediary  or  carrier  for  a  fiscal  year  and 
the  actual  average  payment  period  of  the  intermediary  or  carri- 
er for  the  previous  fiscal  year  shall  be  approximately  equal. 

******* 

(h)(1)  *  *  * 

******* 

&)(A)  In  any  case  in  which  a  carrier  having  an  agreement  with 
the  Secretary  under  subsection  (a)  is  able  to  develop  a  system  for 
the  electronic  transmission  to  such  carrier  of  bills  for  services,  such 
carrier  shall  establish  direct  lines  for  the  electronic  receipt  of 
claims  from  participating  physicians  and  suppliers. 

(B)  The  Secretary  shall  establish  a  procedure  whereby  an  individ- 
ual enrolled  under  this  part  may  assign,  in  an  appropriate  manner 
on  the  form  claiming  a  benefit  under  this  part  for  an  item  or  service 
furnished  by  a  participating  physician  or  supplier,  the  individuals 
rights  of  payment  under  a  medicare  supplemental  policy  (described 
in  section  1882(g)(1))  in  which  the  individual  is  enrolled.  In  the  case 
such  an  assignment  is  properly  executed  and  a  claims  determination 
is  made  by  a  carrier  with  a  contract  under  this  section,  the  carrier 
shall  transmit  to  the  private  entity  issuing  the  medicare  supplemen- 
tal policy  notice  of  such  fact  and  including  such  information  as  the 
Secretary  determines  is  generally  provided  to  enable  the  entity  to 
decide  whether  (and  the  amount  of)  any  payment  due  under  the 
policy.  The  Secretary  may  enter  into  arrangements  for  the  transmit- 
tal of  such  information  to  entities  electronically  for  a  reasonable  fee. 

******* 

(5)  The  Secretary  shall  promptly  notify  individuals  enrolled 
under  this  part  of  the  [the]  participation  program  under  this  sub- 
section and  the  publication  and  availability  of  the  directories  and 
shall  make  the  appropriate  area  directory  or  directories  available 
in  each  district  and  branch  office  of  the  Social  Security  Adminis- 
tration, in  the  offices  of  carriers,  and  to  senior  citizen  organiza- 
tions. The  Secretary  shall  include  such  notice  in  the  mailing  of  ap- 
propriate benefit  checks  provided  under  title  II. 

******* 

(jXIXA)  *  *  * 

(B)(i)  During  any  period  (on  or  after  January  1,  1987,  and  before 
the  date  specified  in  clause  (ii)),  during  which  a  physician  is  a  non- 
participating  physician,  the  Secretary  shall  monitor  [each  such 
physician's  actual  charges]  the  actual  charges  of  each  such  physi- 
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cian  for  physicians'  services  furnished  to  individuals  enrolled  under 
this  part.  If  such  physician  knowingly  and  willfully  bills  [for  such 
a  service  a  physician's  actual  charge  (as  defined  in  subparagraph 
(C)(vi)]  on  a  repeated  basis  for  such  a  service  an  actual  charge  in 
excess  of  the  maximum  allowable  actual  charge  determined  under 
subparagraph  (C)  for  that  service,  the  Secretary  may  apply  sanc- 
tions against  such  physician  in  accordance  with  paragraph  (2). 

******* 

(C)  (i)  For  a  particular  physicians'  service  furnished  by  a  nonparti- 
cipating  physician  to  individuals  enrolled  under  this  part  during  a 
year,  for  purposes  of  subparagraph  (B),  the  maximum  allowable 
actual  charge  is  determined  as  follows:  If  the  physician's  miximum 
allowable  actual  charge  for  that  service  in  the  previous  year  was — 

(I)  less  than  115  percent  of  the  prevailing  charge  for  the  year 
involved  for  such  service  furnished  by  nonparticipating  physi- 
cians, the  maximum  allowable  actual  charge  for  the  year  in- 
volved is  the  greater  of  the  maximum  allowable  actual  charge 
described  in  subclause  (II)  or  the  charge  described  in  clause  (ii), 
or 

******* 

(v)  For  purposes  of  determining  the  maximum  allowable  actual 
charge  under  clauses  (i)  and  (ii)  for  a  year  after  [1987]  1986,  in 
the  case  of  a  physicians'  service  for  which  the  physician  has  no 
actual  charges  for  the  calendar  quarter  beginning  on  April  1,  1984, 
and  for  which  a  maximum  allowable  actual  charge  has  not  been 
previously  established  under  this  clause,  the  "maximum  allowable 
actual  charge"  for  the  previous  year  shall  be  the  50th  percentile  of 
the  customary  charges  for  the  service  (weighted  by  frequency  of  the 
service)  performed  by  nonparticipating  physicians  in  the  locality 
during  the  12-month  period  ending  June  30  of  that  previous  year. 

(vi)  For  purposes  of  this  subparagraph  [and  subparagraph  (B)J, 
a  "physician's  actual  charge"  for  a  physicians'  service  furnished  in 
a  year  or  other  period  is  the  weighted  average  (or,  at  the  option  of 
the  Secretary  for  a  service  furnished  in  the  calendar  quarter  begin- 
ning April  1,  1984,  the  median)  of  the  physician's  charges  for  such 
service  furnished  in  the  year  or  other  period. 

(vii)  In  a  case  of  a  nonparticipating  physician  who  was  a  partici- 
pating physician  for  any  period  on  or  after  January  1,  1987,  the 
maximum  allowable  actual  charge  shall  be  computed  under  this 
subparagraph  as  if  the  physician  had  been  a  nonparticipating  phy- 
sician for  all  periods  on  or  after  January  1,  1987. 

(D) (i)  If  an  action  described  in  clause  (ii)  results  in  a  reduction  in 
a  reasonable  charge  for  a  physicians '  service  or  item  and  a  nonparti- 
cipating physician  furnishes  the  service  or  item  to  an  individual  en- 
titled to  benefits  under  this  part  after  the  effective  date  of  such 
action,  the  physician  may  not  charge  the  individual  more  than  the 
following  special  limit  on  actual  charges:  For  services  or  items  fur- 
nished— 

(I)  during  the  12-month  period  beginning  on  the  effective  date 
of  the  action,  the  special  limit  is  equal  to  125  percent  of  the  re- 
duced payment  allowance  (as  defined  in  clause  (Hi))  plus  Vz  of 
the  amount  by  which  the  physicians  maximum  allowable 
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actual  charge  for  the  service  or  item  for  the  previous  12-month 
period  exceeds  such  125  percent  level; 

(II)  the  following  12-month  period,  the  special  limit  is  equal 
to  125  percent  of  the  reduced  payment  allowance;  or 

(III)  during  any  subsequent  12-month  period,  the  special  limit 
is  equal  to  115  percent  of  the  reduced  payment  allowance. 

(ii)  The  first  sentence  of  clause  (i)  shall  apply  to  an  adjustment 
under  subsection  (b)(8)(B),  a  reduction  under  subsection  (b)(10)(A),  a 
reduction  under  subsection  (b)(ll)(B),  a  prevailing  charge  limit  is  es- 
tablished under  subsection  (b)(l l)(C)(i),  a  reasonable  charge  limit  is 
established  under  subsection  (b)(l l)(C)(ii),  and  an  adjustment  under 
section  1833(WXB). 

(Hi)  In  clause  (i),  the  term  "reduced  payment  allowance"  means, 
with  respect  to  an  action — 

(I)  under  subsection  (b)(8)(B),  the  inherently  reasonable  charge 
established  under  subsection  (b)(8); 

(II)  under  subsection  (b)(10)(A),  (b)(ll)(B),  or(b)(U)(C)(i)  or 
under  section  1833(1)(3)(B),  the  prevailing  charge  for  the  service 
after  the  action;  or 

(III)  under  subsection  (b)(ll)(C)(ii),  the  payment  allowance  es- 
tablished under  such  subsection. 

(iv)  If  a  physician  knowingly  and  willfully  imposes  a  charge  in 
violation  of  clause  (i)  (whether  or  not  such  charge  violates  subpara- 
graph (B)),  the  Secretary  may  apply  sanctions  against  such  physi- 
cian in  accordance  with  paragraph  (2). 

(v)  Clause  (i)  shall  not  apply  to  items  and  services  furnished  after 
the  earlier  of  (I)  December  31,  1990,  or  (II)  one-year  after  the  date 
the  Secretary  reports  to  Congress,  under  section  1845(e)(3),  on  the  de- 
velopment of  the  relative  value  scale  under  section  1845. 

******* 

(1)(1)(A)  Subject  to  subparagraph  (C),  if— 

(i)  a  nonparticipating  physician  furnishes  services  to  an  indi- 
vidual enrolled  for  benefits  under  this  part. 

(ii)  payment  for  such  services  is  not  accepted  on  an  assign- 
ment-related basis, 

(iii)  (I)  a  carrier  determines  under  this  part  or  a  peer  review 
organization  determines  under  part  B  of  title  XI  that  payment 
may  not  be  made  by  reason  of  section  1862(a)(1)  because  a  serv- 
ice otherwise  covered  under  this  title  is  not  reasonable  and 
necessary  under  the  standards  described  in  that  section,  or  (II) 
payment  under  this  title  for  such  services  is  denied  under  sec- 
tion 1154(a)(2)  by  reason  of  a  determination  under  section 
1154(a)(1)(B)  and 

******* 

(C)  Subparagraph  (A)  shall  not  apply  to  the  furnishing  of  a  serv- 
ice by  a  physician  to  an  individual  in  the  case  described  in  subpara- 
graph (A)(iii)(I)  if— 

(i)  the  physician  establishes  that  the  physician  did  not  know 
and  could  not  reasonably  have  been  expected  to  know  that  pay- 
ment may  not  be  made  for  the  service  by  reason  of  section 
1862(a)(1),  or 
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(nXV  Each  physician  who  provides  items  or  services  to  an  individ- 
ual enrolled  for  benefits  under  this  part  and  for  which  payment 
could  be  made  under  this  part  (without  regard  to  section  1833(b)) — 

(A)  shall  complete  and  submit  to  the  appropriate  carrier  on 
the  individual's  behalf  the  standard  form  for  claims  for  bene- 
fits under  this  part  no  later  than  the  date  the  physician  sub- 
mits a  charge  to  the  individual  for  the  items  or  services,  and 

(B)  may  not  impose  any  charge  relating  to  completing  and 
submitting  such  a  form. 

(2)  If  a  physician  knowingly  and  willfully  in  repeated  cases  vio- 
lates paragraph  (1),  the  Secretary  may  apply  sanctions  against  such 
physician  in  accordance  with  subsection  (j)(2). 

******* 

PHYSICIAN  PAYMENT  REVIEW  COMMISSION 

Sec.  1845.  (a)(1)  The  Director  of  the  Congressional  Office  of  Tech- 
nology Assessment  (hereinafter  in  this  section  referred  to  as  the 
"Director"  and  the  "Office",  respectively)  shall  provide  for  the  ap- 
pointment of  a  Physician  Payment  Review  Commission  (herein- 
after in  this  section  referred  to  as  the  "Commission"),  to  be  com- 
posed of  individuals  [with  expertise  in  the  provision  and  financing 
of  physicians'  services]  with  national  recognition  for  their  expertise 
in  health  economics,  physician  reimbursement,  medical  practice, 
and  other  related  fields  appointed  by  the  Director  (without  regard 
to  the  provisions  of  title  5,  United  States  Code,  governing  appoint- 
ments in  the  competitive  service). 

******* 

(3)  The  membership  of  the  Commission  shall  include  physicians, 
other  health  professionals,  individuals  skilled  in  the  conduct  and 
interpretation  of  biomedical,  health  services,  and  health  economics 
research,  and  representatives  of  consumers  and  the  elderly.  [The 
Director  shall  seek  nominations  from  a  wide  range  of  groups,  in- 
cluding— 

[(A)  national  organizations  representing  physicians,  includ- 
ing medical  specialty  organizations, 

[(B)  organizations  representing  the  elderly  and  consumers, 
[(C)  national  organizations  representing  medical  schools, 
[(D)  national  organizations  representing  hospitals,  including 
teaching  hospitals,  and 

[(E)  national  organizations  representing  health  benefits  pro- 
grams. 2 

******* 

(e)(1)  *  *  * 

******* 

(3)  The  Secretary  shall  complete  the  development  of  the  relative 
value  scale  under  this  section,  and  report  to  Congress  on  the  devel- 
opment, not  later  than  July  1,  1989.  The  report  shall  include  rec- 
ommendations for  the  application  of  the  scale  to  payment  for  phy- 
sicians' services  furnished  under  this  part  after  December  31,  1989. 
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(4)(A)  In  making  recommendations  with  respect  to  the  applica- 
tion of  the  relative  value  scale  for  purposes  of  establishing  a  fee 
schedule,  the  Secretary  shall — 

(i)  develop  and  assess  an  appropriate  index  to  be  used  for 
making  adjustments  to  reflect  justifiable  differences  in  the 
costs  of  practice  based  upon  geographic  location  without  exac- 
erbating the  geographic  maldistribution  of  physicians,  and 

(ii)  assess  the  advisability  and  feasibility  of  developing  an  ap- 
propriate adjustment  to  assist  in  attracting  and  retaining  phy- 
sicians in  medically  underserved  areas. 

(B)  In  carrying  out  the  requirements  of  subparagraph  (A),  the 
Secretary  shall  take  into  consideration  the  recommendations  made 
by  the  Physician  Payment  Review  Commission. 

(C)  (i)  The  Secretary  shall  develop  an  interim  index  under  sub- 
paragraph (A)(i)  prior  to  January  1,  1988,  based  upon  the  most  ac- 
curate and  recent  data  that  are  available  with  respect  to  the  costs 
of  practice. 

(ii)  The  Secretary  shall  collect  data  with  respect  to  the  costs  of 
practice  (including,  but  not  limited  to,  data  on  nonphysician  per- 
sonnel costs,  malpractice  insurance  costs,  and  commercial  rents)  for 
the  purpose  of  refining  the  index  under  subparagraph  (A)(i)  prior  to 
December  31,  1989,  and  periodically  updating  the  index  thereafter. 

(D)  In  conjunction  with  developing  an  index  under  subparagraph 
(A),  the  Secretary  shall  conduct  a  study  of  the  advisability  of  rede- 
fining the  localities  designated  by  carriers  for  payment  purposes. 

(f)(1)  Not  later  than  October  1st  of  each  year  (beginning  with 
1988),  the  Secretary  shall  transmit  to  the  Physician  Payment  Review 
Commission,  to  the  Congressional  Budget  Office,  and  to  the  Congres- 
sional Research  Service  of  the  Library  of  Congress  national  data 
(known  as  the  Part  B  Medicare  Annual  Data  System)  for  the  previ- 
ous year  respecting  part  B  of  this  title. 

(2)  In  order  to  ensure  that  the  data  are  available  for  transmittal 
under  paragraph  (1)  on  a  timely  basis,  the  Secretary  shall  require, 
in  the  standards  and  criteria  established  under  section  1842(b)(2), 
that  carriers  submit  data  for  a  year  under  the  system  referred  to  in 
paragraph  (1)  not  later  than  July  1st  of  the  following  year. 

(3)  The  Secretary,  in  consultation  with  the  Physician  Payment 
Review  Commission,  the  Congressional  Budget  Office,  and  the  Con- 
gressional Research  Service  of  the  Library  of  Congress,  shall  estab- 
lish and  annually  revise  standards  for  the  data  reporting  system  de- 
scribed in  paragraph  (1). 

(4)  The  Secretary  shall  also  provide  to  the  entities  described  in 
paragraph  (1)  additional  data  respecting  the  program  under  this 
part  as  may  be  reasonably  requested  by  them  on  an  agreed-upon 
schedule. 

(5)  The  Secretary  shall  develop,  in  consultation  with  the  Physi- 
cian Payment  Review  Commission,  the  Congressional  Budget  Office, 
and  the  Congressional  Research  Service  of  the  Library  of  Congress, 
a  system  for  providing  to  each  of  such  entities  on  a  quarterly  basis 
summary  data  on  aggregate  expenditures  under  this  part  by  type  of 
service  and  by  type  of  provider.  Such  data  shall  be  provided  not 
later  than  90  days  after  the  end  of  each  quarter  (for  quarters  begin- 
ning with  the  calendar  quarter  ending  on  March  31,  1989). 
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Part  C — Miscellaneous  Provisions 

DEFINITIOINS  OF  SERVICES,  INSTITUTIONS,  ETC. 

Sec.  1861.  For  purposes  of  this  title — 

Spell  of  Illness 

(a)  The  term  '  'spell  of  illness"  with  respect  to  any  individual 
means  a  period  of  consecutive  days — 

(1)  beginning  with  the  first  day  (not  included  in  a  previous 
spell  of  illness)  (A)  on  which  such  individual  is  furnished  inpa- 
tient hospital  services  or  extended  care  services,  and  (B)  which 
occurs  in  a  month  for  which  he  is  entitled  to  benefits  under 
part  A,  and 

(2)  ending  with  the  close  of  the  first  period  of  60  consecutive 
days  thereafter  on  each  of  which  he  is  neither  an  inpatient  of 
a  hospital  nor  an  inpatient  of  a  [skilled  nursing  facility]  fa- 
cility described  in  subsection  (j)(2)  or  subsection  (y)(l). 

Inpatient  Hospital  Services 

(b)  The  term  "inpatient  hospital  services"  means  the  following 
items  and  services  furnished  to  an  inpatient  of  a  hospital  and 
(except  as  provided  in  paragraph  (3))  by  the  hospital — 

(1)  *  *  * 

******* 

(4)  medical  or  surgical  services  provided  by  a  physician,  resi- 
dent, or  intern  [,]  and  anesthesia  services  provided  by  a  certi- 
fied [certified]  registered  nurse  anesthetist;  and 

Paragraph  (4)  shall  not  apply  to  services  provided  in  a  hospital 
by- 

(6)  an  intern  or  a  resident-in-training  under  a  teaching  pro- 
gram approved  by  the  Council  on  Medical  Education  of  the 
American  Medical  Association  or,  in  the  case  of  an  osteopathic 
hospital,  approved  by  the  Committee  on  Hospitals  of  the 
Bureau  of  Professional  Education  of  the  American  Osteopathic 
Association,  or,  in  the  case  of  services  in  a  hospital  or  osteo- 
pathic hospital  by  an  intern  or  resident-in-training  in  the  field 
of  dentistry,  approved  by  the  Council  on  Dental  Education  of 
the  American  Dental  Association,  or  in  the  case  of  services  in 
a  hospital  or  osteopathic  hospital  by  an  intern  or  resident-in- 
training  in  the  field  of  podiatry,  approved  by  the  [Council  on 
Podiatry  Education  of  the  American  Podiatry  Association] 
Council  on  Podiatric  Medical  Education  of  the  American  Po- 
diatric  Medical  Association;  or 

******* 
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[outpatient  occupational  therapy  services] 
Outpatient  Occupational  Therapy  Services 

(g)  The  term  "outpatient  occupational  therapy  services"  has  the 
meaning  given  the  term  "outpatient  physical  therapy  services"  in 
subsection  (p),  except  that  "occupational' '  shall  be  substituted  for 
"physical"  each  place  it  appears  therein. 

******* 


[Skilled  Nursing  Facility 

[(j)  The  term  "skilled  nursing  facility"  means  (except  for  pur- 
poses of  subsection  (a)(2))  an  institution  (or  a  distinct  part  of  an  in- 
stitution) which  has  in  effect  a  transfer  agreement  (meeting  the  re- 
quirements of  subsection  (1))  with  one  or  more  hospitals  having 
agreements  in  effect  under  section  1866  and  which — 

[(1)  is  primarily  engaged  in  providing  to  inpatients  (A) 
skilled  nursing  care  and  related  services  for  patients  who  re- 
quire medical  or  nursing  care,  or  (B)  rehabilitation  services  for 
the  rehabilitation  of  injured,  disabled,  or  sick  persons; 

[(2)  has  policies,  which  are  developed  with  the  advice  of  (and 
with  provision  for  review  of  such  policies  from  time  to  time  by) 
a  group  of  professional  personnel,  including  one  or  more  physi- 
cians and  one  or  more  registered  professional  nurses,  to  govern 
the  skilled  nursing  care  and  related  medical  or  other  services 
it  provides; 

[(3)  has  a  physician,  a  registered  professional  nurse,  or  a 
medical  staff  responsible  for  the  execution  of  such  policies; 

[(4)(A)  has  a  requirement  that  the  health  care  of  every  pa- 
tient must  be  under  the  supervision  of  a  physician,  and  (B)  pro- 
vides for  having  a  physician  available  to  furnish  necessary 
medical  care  in  case  of  emergency; 

[(5)  maintains  clinical  records  on  all  patients; 

[(6)  provides  24-hour  nursing  service  which  is  sufficient  to 
meet  nursing  needs  in  accordance  with  the  policies  developed 
as  provided  in  paragraph  (2),  and  has  at  least  one  registered 
professional  nurse  employed  full  time; 

[(7)  provides  appropriate  methods  and  procedures  for  the 
dispensing  and  administering  of  drugs  and  biologicals; 

[(8)  has  in  effect  a  utilization  review  plan  which  meets  the 
requirements  of  subsection  (k); 

[(9)  in  the  case  of  an  institution  in  any  State  in  which  State 
or  applicable  local  law  provides  for  the  licensing  of  institutions 
of  this  nature,  (A)  is  licensed  pursuant  to  such  law,  or  (B)  is 
approved,  by  the  agency  of  such  State  or  locality  responsible 
for  licensing  institutions  of  this  nature,  as  meeting  the  stand- 
ards established  for  such  licensing; 

[(10)  has  in  effect  an  overall  plan  and  budget  that  meets  the 
requirements  of  subsection  (z); 

[(11)  compliance  with  the  requirements  of  section  1124; 

[(12)  cooperates  in  an  effective  program  which  provides  for  a 
regular  program  of  independent  medical  evaluation  and  audit 
of  the  patients  in  the  facility  to  the  extent  required  by  the  pro- 
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grams  in  which  the  facility  participates  (including  medical 
evaluation  of  each  patient's  need  for  skilled  nursing  facility 
care); 

[(13)  meets  such  provisions  of  such  edition  (as  is  specified  by 
the  Secretary  in  regulations)  of  the  Life  Safety  Code  of  the  Na- 
tional Fire  Protection  Association  as  are  applicable  to  nursing 
homes;  except  that  the  Secretary  may  waive,  for  such  periods 
as  he  deems  appropriate,  specific  provisions  of  such  Code  which 
if  rigidly  applied  would  result  in  unreasonable  hardship  upon 
an  institution,  but  only  if  such  waiver  will  not  adversely  affect 
the  health  and  safety  of  the  patients;  except  that  the  provi- 
sions of  such  Code  shall  not  apply  in  any  State  if  the  Secretary 
finds  that  in  such  State  there  is  in  effect  a  fire  and  safety  code, 
imposed  by  State  law,  which  adequately  protects  patients  in 
nursing  facilities; 

[(14)  establishes  and  maintains  a  system  that  (A)  assures  a 
full  and  complete  accounting  of  its  patients'  personal  funds, 
and  (B)  includes  the  use  of  such  separate  account  for  such 
funds  as  will  preclude  any  commingling  of  such  funds  with  fa- 
cility funds  or  with  the  funds  of  any  person  other  than  another 
such  patient;  and 

[(15)  meets  such  other  conditions  relating  to  the  health  and 
safety  of  individuals  who  are  furnished  services  in  such  institu- 
tion or  relating  to  the  physical  facilities  thereof  as  the  Secre- 
tary may  find  necessary  (subject  to  the  second  sentence  of  sec- 
tion 1863),  except  that  the  Secretary  shall  not  require  as  a  con- 
dition of  participation  that  medical  social  services  be  furnished 
in  any  such  institution.  Notwithstanding  any  other  provision  of 
law,  all  information  concerning  skilled  nursing  facilities  re- 
quired by  this  subsection  to  be  filed  with  the  Secretary  shall  be 
made  available  to  Federal  or  State  employees  for  purposes  con- 
sistent with  the  effective  administration  of  programs  estab- 
lished under  titles  XVIII  and  XIX  of  this  Act; 
except  that  such  term  shall  not  (other  than  for  purposes  of  subsec- 
tion (a)(2))  include  any  institution  which  is  primarily  for  the  care 
and  treatment  of  mental  diseases.  For  purposes  of  subsection  (a)(2), 
such  term  includes  any  institution  which  meets  the  requirements 
of  paragraph  (1)  of  this  subsection.  The  term  "skilled  nursing  facili- 
ty" also  includes  an  institution  described  in  paragraph  (1)  of  sub- 
section (y),  to  the  extent  and  subject  to  the  limitations  provided  in 
such  subsection.  To  the  extent  that  paragraph  (6)  of  this  subsection 
may  be  deemed  to  require  that  any  skilled  nursing  facility  engage 
the  services  of  a  registered  professional  nurse  for  more  than  40 
hours  a  week,  the  Secretary  is  authorized  to  waive  such  require- 
ment if  he  finds  that — 

[(A)  such  facility  is  located  in  a  rural  area  and  the  supply  of 
skilled  nursing  facility  services  in  such  area  is  not  sufficient  to 
meet  the  needs  of  individuals  residing  therein, 

[(B)  such  facility  has  one  full-time  registered  professional 
nurse  who  is  regularly  on  duty  at  such  facility  40  hours  a 
week,  and 

[(C)  such  facility  (i)  has  only  patients  whose  physicians  have 
indicated  (through  physicians'  orders  or  admission  notes)  that 
each  such  patient  does  not  require  the  services  of  a  registered 
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nurse  or  a  physician  for  a  48-hour  period,  or  (ii)  has  made  ar- 
rangements for  a  registered  professional  nurse  or  a  physician 
to  spend  such  time  at  such  facility  as  may  be  indicated  as  nec- 
essary by  the  physician  to  provide  necessary  skilled  nursing 
services  on  days  when  the  regular  full-time  registered  profes- 
sional nurse  is  not  on  duty.] 

Skilled  Nursing  Facility 

(j)  The  term  "skilled  nursing  facility"  means  an  institution  (or  a 
distinct  part  of  an  institution)  which — 

(1)  has  in  effect  a  transfer  agreement  (meeting  the  require- 
ments of  subsection  (1))  with  one  or  more  hospitals  having 
agreements  in  effect  under  section  1866; 

(2)  is  primarily  engaged  in  providing  to  residents  (A)  skilled 
nursing  care  and  related  services  for  residents  who  require  med- 
ical or  nursing  care,  or  (B)  rehabilitation  services  for  the  reha- 
bilitation of  injured,  disabled,  or  sick  persons;  and 

(3)  meets  the  requirements  for  a  skilled  nursing  facility  de- 
scribed in  subsections  (a),  (b)  and  (c)  of  this  section  1819. 

Such  term  does  not  include  any  institution  which  is  primarily  for 
the  care  and  treatment  of  mental  diseases.  Such  term  also  includes 
any  institution  described  in  paragraph  (1)  of  subsection  (y),  to  the 
extent  and  subject  to  the  limitations  provided  in  such  subsection. 
Such  term  also  includes  any  institution  which  is  located  in  a  State 
on  an  Indian  reservation  and  is  certified  by  the  Secretary  as  meet- 
ing the  requirements  of  this  subsection  and  subsections  (a),  (b),  and 
(c)  of  section  1819. 

******* 
Physician 

(r)  The  term  "physician",  when  used  in  connection  with  the  per- 
formance of  any  function  or  action,  means  (1)  a  doctor  of  medicine 
or  osteopathy  legally  authorized  to  practice  medicine  and  surgery 
by  the  State  in  which  he  performs  such  function  or  action  (includ- 
ing a  physician  within  the  meaning  of  section  1101(a)(7)),  (2)  a 
doctor  of  dental  surgery  or  of  dental  medicine  who  is  legally  au- 
thorized to  practice  dentistry  by  the  State  in  which  he  performs 
such  function  and  who  is  acting  within  the  scope  of  his  license 
when  he  performs  such  functions,  (3)  a  doctor  of  podiatric  medicine 
for  the  purposes  of  [subsection  (s)  of  this  section]  subsections  (k), 
(m),  (p)(l),  and  (s)  of  this  section  and  sections  1814(a), 
1832(a)(2)(F)(ii),  and  1835  but  only  with  respect  to  functions  which 
he  is  legally  authorized  to  perform  as  such  by  the  State  in  which 
he  performs  them[;  and  for  the  purposes  of  subsections  (k),  (m), 
and  (p)(l)  of  this  section  and  sections  1814(a),  1832(a)(2)(F)(ii),  and 
1835  but  only  if  his  performance  of  functions  under  subsections  (k), 
(m),  and  (p)(l)  of  this  section  and  sections  1814(a),  1832(a)(2)(F)(ii), 
and  1835  is  consistent  with  the  policy  of  the  institution  or  agency 
with  respect  to  which  he  performs  them  and  with  the  functions 
which  he  is  legally  authorized  to  perform],  (4)  a  doctor  of  optome- 
try, but  only  with  respect  to  the  provision  of  items  or  services  de- 
scribed in  subsection  (s)  which  he  is  legally  authorized  to  perform 
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as  a  doctor  of  optometry  by  the  State  in  which  he  performs  them, 
or  (5)  a  chiropractor  who  is  licensed  as  such  by  the  State  (or  in  a 
State  which  does  not  license  chiropractors  as  such,  is  legally  au- 
thorized to  perform  the  services  of  a  chiropractor  in  the  jurisdic- 
tion in  which  he  performs  such  services),  and  who  meets  uniform 
minimum  standards  promulgated  by  the  Secretary,  but  only  for  the 
purpose  of  sections  1861(s)(l)  and  1861(s)(2)(A)  and  only  with  respect 
to  treatment  by  means  of  manual  manipulation  of  the  spine  (to  cor- 
rect a  subluxation  demonstrated  by  X-ray  to  exist)  which  he  is  le- 
gally authorized  to  perform  by  the  State  or  jurisdiction  in  which 
such  treatment  is  provided.  For  the  purposes  of  section  1862(a)(4) 
and  subject  to  the  limitations  and  conditions  provided  in  the  previ- 
ous sentence,  such  term  includes  a  doctor  of  one  of  the  arts,  speci- 
fied in  such  previous  sentence,  legally  authorized  to  practice  such 
art  in  the  country  in  which  the  inpatient  hospital  services  (referred 
to  in  such  section  1862(a)(4)  are  furnished. 

Medical  and  Other  Health  Services 

(s)  The  term  "medical  and  other  health  services"  means  any  of 

the  following  items  or  services: 

*  *  * 

******* 

(10)  (A)  pneumococcal  vaccine  and  its  administration;  and 

(B)  hepatitis  B  vaccine  and  its  administration,  furnished  to 
an  individual  who  is  at  high  or  intermediate  risk  of  contract- 
ing hepatitis  B  (as  determined  by  the  Secretary  under  regula- 
tions); [and] 

(11)  services  of  a  certified  registered  nurse  anesthetist  (as  de- 
fined in  subsection  (bb)  [.J;  and 

(12)  custom  molded  shoes,  extra-depth  shoes  with  or  without 
inserts,  and  inserts  for  such  shoes,  for  an  individual  with  dia- 
betes, if— 

(A)  the  physician  who  is  managing  the  individual's  dia- 
betic condition  (i)  documents  that  the  individual  has  pe- 
ripheral neuropathy  with  evidence  of  callus  formation,  a 
history  of  pre-ulcerative  calluses,  a  history  of  previous  ul- 
ceration, foot  deformity,  or  previous  amputation,  or  poor 
circulation,  and  (ii)  certifies  that  the  individual  needs  such 
shoes  under  a  comprehensive  plan  of  care  related  to  the  in- 
dividual's diabetic  condition; 

(B)  the  particular  type  of  shoes  are  prescribed  by  a  podia- 
trist or  other  qualified  physician  (as  established  by  the  Sec- 
retary); and 

(C)  the  shoes  are  fitted  and  furnished  by  a  podiatrist  or 
other  qualified  individual  (such  as  a  certified  pedorthist  or 
orthotist,  as  established  by  the  Secretary)  who  is  not  the 
physician  described  in  subparagraph  (A)  (unless  the  Secre- 
tary finds  that  the  physician  is  the  only  such  qualified  in- 
dividual in  the  area). 

No  diagnostic  tests  performed  in  any  laboratory  which  is  independ- 
ent of  a  physician's  office,  a  rural  health  clinic,  or  a  hospital 
(which,  for  purposes  of  this  sentence,  means  an  institution  consid- 
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ered  a  hospital  for  purposes  of  section  1814(d))  shall  be  included 

within  paragraph  (3)  unless  such  laboratory — 

[12]  (13)  if  situated  in  any  State  in  which  State  or  applica- 
ble local  law  provides  for  licensing  of  establishments  of  this 
nature,  (A)  is  licensed  pursuant  to  such  law,  or  (B)  is  approved, 
by  the  agency  of  such  State  or  locality  responsible  for  licensing 
establishments  of  this  nature,  as  meeting  the  standards  estab- 
lished for  such  licensing;  and 

[13]  (14)  meets  such  other  conditions  relating  to  the  health 
and  safety  of  individuals  with  respect  to  whom  such  tests  are 
performed  as  the  Secretary  may  find  necessary. 

There  shall  be  excluded  from  the  diagnostic  services  specified  in 

paragraph  (2)(C)  any  item  or  service  (except  services  referred  to  in 

paragraph  (1))  [which — 

[(14)  would  not  be  included  under  subsection  (b)  if  it  were 
furnished  to  an  inpatient  of  a  hospital;  or 

[(15)  is  furnished  under  arrangements  referred  to  in  such 
paragraph  (2)(C)  unless  furnished  in  the  hospital  or  in  other  fa- 
cilities operated  by  or  under  the  supervision  of  the  hospital  or 
its  organized  medical  staff.]  which  would  not  be  included 
under  subsection  (b)  if  it  were  furnished  to  an  inpatient  of  a 
hospital. 

None  of  the  items  and  services  referred  to  in  the  preceding  para- 
graphs (other  than  paragraphs  (1)  and  (2)(A))  of  this  subsection 
which  are  furnished  to  a  patient  of  an  institution  which  meets  the 
definition  of  a  hospital  for  purposes  of  section  1814(d)  shall  be  in- 
cluded unless  such  other  conditions  are  met  as  the  Secretary  may 
find  necessary  relating  to  health  and  safety  of  individuals  with  re- 
spect to  whom  such  items  and  services  are  furnished. 

******* 
Reasonable  Cost 

(v)(l)(A)  *  *  * 

******* 

(E)  Such  regulations  may,  in  the  case  of  skilled  nursing  facilities 
in  any  State,  provide  for  the  use  of  rates,  developed  by  the  State  in 
which  such  facilities  are  located,  for  the  payment  of  the  cost  of 
skilled  nursing  facility  services  furnished  under  the  State's  plan 
approved  under  title  XIX  (and  such  rates  may  be  increased  by  the 
Secretary  on  a  class  or  size  of  institution  or  on  a  geographical  basis 
by  a  percentage  factor  not  in  excess  of  10  percent  to  take  into  ac- 
count determinable  items  or  services  or  other  requirements  under 
this  title  not  otherwise  included  in  the  computation  of  such  State 
rates),  if  the  Secretary  finds  that  such  rates  are  reasonably  related 
to  (but  not  necessarily  limited  to)  analyses  undertaken  by  such 
State  of  costs  of  care  in  comparable  facilities  in  such  State.  Not- 
withstanding the  previous  sentence,  such  regulations  with  respect  to 
skilled  nursing  facilities  shall  take  into  account  (in  a  manner  con- 
sistent with  subparagraph  (A)  and  based  on  patient-days  of  services 
furnished)  the  costs  of  such  facilities  complying  with  the  require- 
ments of  subsections  (a),  (b),  and  (c)  of  section  1819  (including  the 
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costs  of  conducting  nurse  aide  training  and  testing  programs  and 
testing  programs). 

******* 

(P)(V  If  such  regulations  provide  for  the  payment  for  a  return  on 
equity  capital  (other  than  with  respect  to  costs  of  inpatient  hospital 
services),  the  rate  of  return  to  be  recognized,  for  determining  the 
reasonable  cost  of  services  furnished  in  a  cost  reporting  period, 
shall  be  equal  to  the  average  of  the  rates  of  interest,  for  each  of  the 
months  any  part  of  which  is  included  in  the  period,  on  obligations 
issued  for  purchase  by  the  Federal  Hospital  Insurance  Trust  Fund. 

(it)  Such  regulations  shall  not  provide  for  the  payment  for  a 
return  on  equity  capital  with  respect  to  costs  of  outpatient  hospital 
services. 

******* 

(5)(A)  Where  physical  therapy  services,  occupational  therapy 
services,  speech  therapy  services,  or  other  therapy  services  or  serv- 
ices of  other  health-related  personnel  (other  than  physicians)  are 
furnished  under  an  arrangement  with  a  provider  of  services  or 
other  organization,  specified  in  the  first  sentence  of  [section 
1861(p)]  subsection  (p)  (including  through  the  operation  of  [section 
1861(g)]  subsection  (g))  the  amount  included  in  any  payment  to 
such  provider  or  other  organization  under  this  title  as  the  reasona- 
ble cost  of  such  services  (as  furnished  under  such  arrangements) 
shall  not  exceed  an  amount  equal  to  the  salary  which  would  rea- 
sonably have  been  paid  for  such  services  (together  with  any  addi- 
tional costs  that  would  have  been  incurred  by  the  provider  or  other 
organization)  to  the  person  performing  them  if  they  had  been  per- 
formed in  an  employment  relationship  with  such  provider  or  other 
organization  (rather  than  under  such  arrangement)  plus  the  cost  of 
such  other  expenses  (including  a  reasonable  allowance  for  travel- 
time  and  other  reasonable  types  of  expense  related  to  any  differ- 
ences in  acceptable  methods  of  organization  for  the  provision  of 
such  therapy)  incurred  by  such  person,  as  the  Secretary  may  in 
regulations  determine  to  be  appropriate. 

******* 

[services  of  a  certified  registered  nurse  anesthetist]  Services 
of  a  Certified  Registered  Nurse  Anesthetist 

(bb)(l)  The  term  ''services  of  a  certified  registered  nurse  anesthe- 
tist" means  anesthesia  services  and  related  care  furnished  by  a  cer- 
tified registered  nurse  anesthetist  (as  defined  in  paragraph  (2)) 
which  the  nurse  anesthetist  is  legally  authorized  to  perform  as 
such  by  the  State  in  which  the  services  are  furnished. 

******* 

[discharge  planning  process]  Discharge  Planning  Process 

(ee)(l)  A  discharge  planning  process  of  a  hospital  shall  be  consid- 
ered sufficient  if  it  is  applicable  to  services  furnished  by  the  hospi- 
tal to  individuals  entitled  to  benefits  under  this  title  and  if  it  meets 
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the  guidelines  and  standards  established  by  the  Secretary  under 
paragraph  (2). 

******* 

EXCLUSIONS  FROM  COVERAGE 

Sec.  1862.  (a)  Notwithstanding  any  other  provision  of  this  title, 
no  payment  may  be  made  under  part  A  or  part  B  for  any  expenses 
incurred  for  items  or  services — 

(1)(A)  which,  except  for  items  and  services  described  in  sub- 
paragraph (B),  (C),  [or  (D)] ,  (D),  or  (E),  are  not  reasonable  and 
necessary  for  a  the  diagnosis  or  treatment  of  illness  or  injury 
or  to  improve  the  functioning  of  a  malformed  body  member, 
******* 

(8)  where  such  expenses  are  for  orthopedic  shoes  or  other 
supportive  devices  for  the  feet,  other  than  shoes  furnished  pur- 
suant to  section  1861(s)(12); 

******* 

(14)  which  are  other  than  physicians'  services  (as  defined  in 
regulations  promulgated  specifically  for  purposes  of  this  para- 
graph) and  which  are  furnished  to  an  individual  who  is  [an] 
a  patient  of  a  hospital  by  an  entity  other  than  the  hospital, 
unless  the  services  are  furnished  under  arrangements  (as  de- 
fined in  section  1861(w)(l))  with  the  entity  made  by  the  hospi- 
tal or  are  services  of  a  certified  registered  nurse  anesthetist; 
******* 

USE  OF  STATE  AGENCIES  TO  DETERMINE  COMPLIANCE  BY  PROVIDERS  OF 
SERVICES  WITH  CONDITIONS  OF  PARTICIPATION 

Sec.  1864.  (a)  The  Secretary  shall  make  an  agreement  with  any 
State  which  is  able  and  willing  to  do  so  under  which  the  services  of 
the  State  health  agency  or  other  appropriate  State  agency  (or  the 
appropriate  local  agencies)  will  be  utilized  by  him  for  the  purpose 
of  determining  whether  an  institution  therein  is  a  hospital  or 
skilled  nursing  facility,  or  whether  an  agency  therein  is  a  home 
health  agency,  or  whether  an  agency  is  a  hospice  program  or 
whether  a  facility  therein  is  a  rural  health  clinic  as  defined  in  sec- 
tion 1861(aa)(2)  or  a  comprehensive  outpatient  rehabilitation  facili- 
ty as  defined  in  section  1861(cc)(2),  or  whether  a  laboratory  meets 
the  requirements  of  [paragraphs  (12)  and  (13)]  paragraphs  (IS) 
and  (14)  of  section  1861(s),  or  whether  a  clinic,  rehabilitation 
agency  or  public  health  agency  meets  the  requirements  of  subpara- 
graph (A)  or  (B),  as  the  case  may  be,  of  section  1861(p)(4),  or  wheth- 
er an  ambulatory  surgical  center  meets  the  standards  specified 
under  section  1832(a)(2)(F)(i).  To  the  extent  that  the  Secretary  finds 
it  appropriate,  an  institution  or  agency  which  such  a  State  (or 
local)  agency  certifies  is  a  hospital,  skilled  nursing  facility,  rural 
health  clinic,  comprehensive  outpatient  rehabilitation  facility, 
home  health  agency,  or  hospice  program  (as  those  terms  are  de- 
fined in  section  1861)  may  be  treated  as  such  by  the  Secretary.  Any 
State  agency  which  has  such  an  agreement  may  (subject  to  approv- 
al of  the  Secretary)  furnish  to  a  skilled  nursing  facility,  after 
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proper  request  by  such  facility,  such  specialized  consultative  serv- 
ices (which  such  agency  is  able  and  willing  to  furnish  in  a  manner 
satisfactory  to  the  Secretary)  as  such  facility  may  need  to  meet  one 
or  more  of  the  conditions  specified  in  section  1861(j).  Any  such  serv- 
ices furnished  by  a  State  agency  shall  be  deemed  to  have  been  fur- 
nished pursuant  to  such  agreement.  Within  90  days  following  the 
completion  of  each  survey  of  any  health  care  facility,  ambulatory 
surgical  center,  rural  health  clinic,  comprehensive  outpatient  reha- 
bilitation facility,  laboratory,  clinic,  agency,  or  organization  by  the 
appropriate  State  or  local  agency  described  in  the  first  sentence  of 
ths  subsection,  the  Secretary  shall  make  public  in  readily  available 
form  and  place,  and  require  (in  the  case  of  skilled  nursing  facilities) 
the  posting  in  a  place  readily  accessible  to  patients  (and  patients' 
representatives),  the  pertinent  findings  of  each  such  survey  relating 
to  the  compliance  of  each  such  health  care  facility,  ambulatory  sur- 
gical center,  rural  health  clinic,  comprehensive  outpatient  rehabili- 
tation facility,  laboratory,  clinic,  agency,  or  organization  with  (1) 
the  statutory  conditions  of  participation  imposed  under  this  title 
and  (2)  the  major  additional  conditions  which  the  Secretary  finds 
necessary  in  the  interest  of  health  and  safety  of  individuals  who 
are  furnished  care  or  services  by  any  such  health  care  facility,  am- 
bulatory surgical  center,  rural  health  clinic,  comprehensive  outpa- 
tient rehabilitation  facility,  laboratory,  clinic,  agency,  or  organiza- 
tion. 

******* 

(d)  Requirements  Relating  to  Skilled  Nursing  Facilities.— 
The  Secretary  may  not  enter  an  agreement  under  this  section  with  a 
State  with  respect  to  determining  whether  an  institution  therein  is  a 
skilled  nursing  facility  unless  the  State  meets  the  following  require- 
ments: 

(1)  By  not  later  than  September  1,  1988,  the  State  must — 

(A)  specify  those  training  and  testing  programs,  and  those 
testing  programs,  that  the  State  approves  for  purposes  of 
subsection  (a)(5)  and  that  meet  the  minimum  requirements 
established  under  section  1819(d)(2),  and  may  not  approve  a 
program — 

(i)  offered  by  or  in  a  skilled  nursing  facility  which 
has  been  determined  to  be  out  of  compliance  with  the 
requirements  of  subsection  (a),  (b),  or  (c)  within  the  pre- 
vious 2  years,  or 

(ii)  offered  by  a  skilled  nursing  facility  unless  the 
State  makes  the  determination,  upon  an  individuals 
completion  of  the  program,  that  the  individual  is  com- 
petent to  provide  nursing  and  nursing-related  services 
in  skilled  nursing  facilities;  and 

(B)  maintain  a  registry  of  all  individuals  who  have  suc- 
cessfully completed  either  such  program. 

The  registry  under  subparagraph  (B)  shall  provide  (in  accord- 
ance with  regulations  of  the  Secretary)  for  the  inclusion  of  spe- 
cific findings  of  resident  neglect  or  abuse  involving  an  individ- 
ual listed  in  the  registry,  notice  to  the  individual  of  the  pro- 
posed inclusion  of  such  a  finding  with  respect  to  the  individual, 
and  for  the  inclusion  of  any  brief  statement  of  the  individual 


1710 


disputing  the  findings.  In  the  case  of  inquiries  to  the  registry 
concerning  an  individual  listed  in  the  registry,  any  information 
disclosed  concerning  such  a  finding  shall  also  include  disclo- 
sure of  any  such  statement  in  the  registry  relating  to  the  find- 
ing or  a  clear  and  accurate  summary  of  such  a  statement. 

(2)  The  State  must  provide,  for  transfers  from  skilled  nursing 
facilities  effected  on  or  after  October  1,  1989,  a  fair  mechanism 
(meeting  the  guidelines  established  under  section  1819(d)(3))  for 
hearing  appeals  on  involuntary  transfers  of  residents  of  such  fa- 
cilities. 

(3)  By  not  later  than  July  1,  1989,  the  State  must  have  imple- 
mented and  enforced  the  nursing  facility  administrator  stand- 
ards developed  under  section  1819(d)(4)  respecting  the  qualifica- 
tion of  administrators  of  skilled  nursing  facilities. 

(4)  With  respect  to  extended  care  services  furnished  on  or  after 
July  1,  1989,  the  State  must  have  in  effect  a  survey  and  certifi- 
cation process  for  skilled  nursing  facilities  in  the  State  which 
meets  the  requirements  of  section  1819(e). 

(5)  The  State  must  have  established  remedies  under  sections 
1819(f)(2)(B)  and  1819(f)(2)(C)  (relating  to  establishment  and  ap- 
plication of  remedies). 

The  failure  of  the  Secretary  to  establish  standards  under  section 
1819  shall  not  relieve  any  State  of  its  responsibility  under  para- 
graph (1),  (2),  (4),  or  (5)  of  this  subsection. 

EFFECT  OF  ACCREDITATION 

Sec.  1865.  (a)  Except  as  provided  in  subsection  (b)  and  the  second 
sentence  of  section  1863,  if— 

(1)  an  institution  is  accredited  as  a  hospital  by  the  Joint 
Commission  on  Accreditation  of  Hospitals,  and 

(2)  such  institution  (if  it  is  included  within  a  survey  de- 
scribed in  section  1864(c))  authorizes  the  Commission  to  release 
to  the  Secretary  upon  his  request  (or  such  State  agency  as  the 
Secretary  may  designate)  a  copy  of  the  most  current  accredita- 
tion survey  of  such  institution  made  by  such  Commission, 

then,  such  institution  shall  be  deemed  to  meet  the  requirements  of 
the  numbered  paragraphs  of  section  1861(e);  except — 

(3)  paragraph  (6)  thereof,  and 

(4)  any  standard,  promulgated  by  the  Secretary  pursuant  to 
paragraph  (9)  thereof,  which  is  higher  than  the  requirements 
prescribed  for  accreditation  by  such  Commission. 

If  such  Commission,  as  a  condition  for  accreditation  of  a  hospital, 
requires  a  utilization  review  plan  (or  imposes  another  requirement 
which  serves  substantially  the  same  purpose),  requires  a  discharge 
planning  process  (or  imposes  another  requirement  which  serves 
substantially  the  same  purpose),  or  imposes  a  standard  which  the 
Secretary  determines  is  at  least  equivalent  to  the  standard  promul- 
gated by  the  Secretary  as  described  in  paragraph  (4)  of  this  subsec- 
tion, the  Secretary  is  authorized  to  find  that  all  institutions  so  ac- 
credited by  such  Commission  comply  also  with  clause  (A)  or  (B)  of 
section  1861(e)(6)  or  the  standard  described  in  such  paragraph  (4), 
as  the  case  may  be.  In  addition,  if  the  Secretary  finds  that  accredi- 
tation of  an  entity  by  the  American  Osteopathic  Association  or  any 
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other  national  accreditation  body  provides  reasonable  assurance 
that  any  or  all  of  the  conditions  of  section  1832(a)(2)(F)(i),  1861(e), 
1861(f),  18610),  1861(o),  1861(p)(4)  (A)  or  (B),  [paragraphs  (12)  and 
(13)1  paragraphs  (13)  and  (14)  of  section  1861(s),  section  1861(aa)(2), 
1861(cc)(2),  or  1861(dd)(2),  as  the  case  may  be,  are  met,  he  may,  to 
the  extent  he  deems  it  appropriate,  treat  such  entity  as  meeting 
the  condition  or  conditions  with  respect  to  which  he  made  such 
finding.  The  Secretary  may  not  disclose  any  accreditation  survey 
made  and  released  to  him  by  the  Joint  Commission  on  Accredita- 
tion of  Hospitals,  the  American  Osteopathic  Association,  or  any 
other  national  accreditation  body,  of  an  entity  accredited  by  such 
body. 

******* 

AGREEMENTS  WITH  PROVIDERS  OF  SERVICES 

Sec.  1866.  (a)  *  *  * 

******* 

(g)  Except  as  permitted  under  subsection  (aX2),  any  person  who 
knowingly  and  willfully  presents,  or  causes  to  be  presented,  a  bill 
or  request  [for  payment  for  a  hospital  outpatient  service  for  which 
payment  may  be  made  under  part  B  and  such  bill  or  request  vio- 
lates an  arrangement  under  subsection  (a)(1)(H),]  inconsistent  with 
an  arrangement  under  subsection  (a)(1)(H)  or  in  violation  of  the  re- 
quirement for  such  an  arrangement,  is  a  subject  to  a  civil  monetary 
penalty  of  not  to  exceed  $2,000.  Such  a  penalty  shall  be  imposed  in 
the  same  manner  as  civil  monetary  penalties  are  imposed  under 
section  11 28 A  with  respect  to  actions  described  in  subsection  (a)  of 
that  section. 

******* 

EXAMINATION  AND  TREATMENT  FOR  EMERGENCY  MEDICAL  CONDITIONS 
AND  WOMEN  IN  ACTIVE  LABOR 

Sec.  1867.  (a)  *  *  * 

******* 
(d)  Enforcement. — 

(1)  AS  REQUIREMENT  OF  MEDICARE  PROVIDER  AGREEMENT. — If  a 

hospital  knowingly  and  willfully,  or  negligently,  fails  to  meet 
the  requirements  of  this  section,  such  hospital  is  subject  to— 

(A)  termination  of  its  provider  agreement  under  this 
title  in  accordance  with  section  1866(b),  or 

(B)  at  the  option  of  the  Secretary,  suspension  of  such 
agreement  for  such  period  of  time  as  the  Secretary  deter- 
mines to  be  appropriate,  upon  reasonable  notice  to  the  hos- 
pital and  to  the  public. 

If  a  civil  money  penalty  is  imposed  on  a  responsible  physician  under 
paragraph  (2),  the  Secretary  may  impose  the  sanction  described  in 
section  1842(j)(2)(A)  (relating  to  barring  from  participation  in  the 
medicare  program)  in  the  same  manner  as  it  is  imposed  under  sec- 
tion 18420). 

(2)  Civil  monetary  penalties. — In  addition  to  the  other 
grounds  for  imposition  of  a  civil  money  penalty  under  section 
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1128A(a),  a  participating  hospital  that  knowingly  violates  a  re- 
quirement of  this  section  and  the  responsible  physician  in  the 
hospital  with  respect  to  such  a  violation  are  each  subject, 
under  that  section,  to  a  civil  money  penalty  of  not  more  than 
[$25,000]  $50,000  for  each  such  violation.  As  used  in  the  pre- 
vious sentence,  the  term  "responsible  physician"  means,  with 
respect  to  a  hospital's  violation  of  a  requirement  of  this  sec- 
tion, a  physician  who — 

(A)  is  employed  by,  or  under  contract  with,  the  partici- 
pating hospital,  and 

******* 

determinations;  appeals 

Sec.  1869.  (a)  The  determinations  of  whether  an  individual  is  en- 
titled to  benefits  under  part  A  or  part  B,  and  the  determination  of 
the  amount  of  benefits  under  part  A  and  part  B,  and  any  other  de- 
termination with  respect  to  a  claim  for  benefits  under  part  A  or  a 
claim  for  benefits  with  respect  to  home  health  services  under  part  B 
shall  be  made  by  the  Secretary  in  accordance  with  regulations  pre- 
scribed by  him. 

(b)(1)  *  *  * 

(2)  Notwithstanding  paragraph  (1)(C)  and  (1)(D),  in  the  case  of  a 
claim  arising — 

(A)  under  part  A,  a  hearing  shall  not  be  available  to  an  indi- 
vidual under  paragraph  (1)(C)  and  (1)(D)  if  the  amount  in  con- 
troversy is  less  than  $100  and  judicial  review  shall  not  be 
available  to  the  individual  under  that  paragraph  if  the  amount 
in  controversy  is  less  than  $1,000;  or 

(B)  under  part  B,  a  hearing  shall  not  be  available  to  an  indi- 
vidual under  paragraph  (a)(C)  and  (1)(D)  if  the  amount  in  con- 
troversy is  less  than  $500  and  judicial  review  shall  not  be 
available  to  the  individual  under  that  paragraph  if  the  aggre- 
gate amount  in  controversy  is  less  than  $1,000. 

In  determining  the  amount  in  controversy,  the  Secretary,  under 
regulations,  shall  allow  two  or  more  claims  to  be  aggregated  if  the 
claims  involve  the  delivery  of  similar  or  related  services  to  the 
same  individual  or  involve  common  issues  of  law  and  fact  arising 
from  services  furnished  to  two  or  more  individuals. 

*  *  *  *  *  *  * 

OVERPAYMENTS  ON  BEHALF  OF  INDIVIDUAL  AND  SETTLEMENT  OF 
CLAIMS  FOR  BENEFITS  ON  BEHALF  OF  DECEASED  INDIVIDUALS 

Sec.  1870.  (a)  *  *  * 

******* 

(f)  If  an  individual  who  received  medical  and  other  health  serv- 
ices for  whch  payment  may  be  made  under  section  1832(a)(1)  dies, 
and  no  assignment  of  the  right  to  payment  for  such  services  was 
made  by  such  individual  before  his  death,  and  payment  for  such 
services  has  not  been  made — 

(1)  if  the  person  or  persons  who  furnished  the  services  agree 
[that  the  reasonalbe  charge  is  the  full  charge  for  the  serv- 
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ices]  to  the  terms  specified  in  subclauses  (I)  and  (II)  of  section 
1842(b)(3)(B)(ii)  with  respect  to  the  services,  payment  for  such 
services  shall  be  made  to  such  person  of  persons,  and 

(2)  if  the  person  or  persons  who  furnished  the  services  do  not 
agree  [that  the  reasonable  charge  is  the  full  charge  for  the 
services]  to  the  terms  specified  in  subclauses  (I)  and  (II)  of  sec- 
tion 18Jf2(b)(3)(ii)  with  respect  to  the  services,  payment  for  such 
services  shall  be  made  on  the  basis  of  an  itemized  bill  to  the 
person  who  has  agreed  to  assume  the  legal  obligation  to  make 
payment  for  such  services  and  files  a  request  for  payment 
(with  such  accompanying  evidence  of  such  legal  obligation  as 
may  be  required  in  regulations), 
but  only  in  such  amount  and  subject  to  such  conditions  as  would  be 
applicable  if  the  individual  who  received  the  services  had  not  died. 

******* 
regulations 

Sec.  1871  *  *  * 

******* 

(c)  In  publishing  notices  of  proposed  regulations,  and  final  regula- 
tions, under  subsection  (a)  as  they  may  relate  to  the  administration 
of  part  A  of  this  title,  the  Secretary  shall  include  an  analysis  of  the 
impact  of  such  regulations  on  health  care  in  rural  hospitals. 

******* 

STUDIES  AND  RECOMMENDATIONS 

Sec.  1875.  (a)  *  *  * 

******* 
(0(1)  *  *  * 

******* 

(3)  For  purposes  of  carrying  out  the  research  program,  there  are 
authorized  to  be  appropriated — 

(A)  from  the  Federal  Hospital  Insurance  Trust  Fund 
$4,000,000  for  fiscal  year  1987  and  $5,000,000  for  each  of  fiscal 
years  1988  and  1989,  and 

(B)  from  the  Federal  Supplementary  Medical  Insurance 
Trust  Fund  $2,000,000  for  fiscal  [years]  year  1987  and 
$2,500,000  for  each  of  fiscal  years  1988  and  1989. 

******* 

PAYMENTS  TO  HEALTH  MAINTENANCE  ORGANIZATIONS  AND 
COMPETITIVE  MEDICAL  PLANS 

Sec.  1876.  (a)  *  *  * 

*  1  *  *  *  * 

(C)(1)  *   *  * 

******* 

(3XA)  *  *  * 
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(D)  The  organization  must  provide  assurances  to  the  Secretary 
that  it  will  not  expel  or  refuse  to  re-enroll  (or  engage  in  any  prac- 
tice which  can  reasonably  be  expected  to  deny  or  discourage  enroll- 
ment or  re-enrollment)  any  such  individual  because  of  the  individ- 
ual's health  status  or  requirements  for  health  care  services,  and 
that  it  will  notify  each  such  individual  of  such  fact  at  the  time  of 
the  individual's  enrollment. 

******* 

(f)(1)  *  *  * 

(3)(A)  An  eligible  organization  described  in  subparagraph  (B)  may 
elect,  for  purposes  of  determining  the  compliance  of  a  subdivision, 
subsidiary,  or  affiliate  described  in  subparagraph  (B)(iii)  with  the 
requirement  of  paragraph  (1)  for  the  period  before  October  1,  1992,  to 
have  members  of  the  subdivision,  subsidiary,  or  affiliate  considered 
to  be  members  of  the  parent  organization. 

(B)  An  eligible  organization  described  in  this  subparagraph  is  an 
eligible  organization  which — 

(i)  is  described  in  section  1903(m)(2)(B)(iii); 

(ii)  has  members  who  have  a  collectively  bargained  contrac- 
tual right  to  obtain  health  benefits  from  the  organization; 

(Hi)  elects  to  provide  benefits  under  a  risk-sharing  contract  to 
individuals  residing  in  a  service  area  through  a  subdivision, 
subsidiary,  or  affiliate  which  itself  is  an  eligible  organization 
serving  the  area  and  which  is  wholly-owned  or  wholly-con- 
trolled by  the  parent  eligible  organization;  and 

(iv)  has  assumed  any  risk  of  insolvency  and  quality  assurance 
with  respect  to  individuals  receiving  benefits  through  such  a 
subdivision,  subsidiary,  or  affiliate. 
[(3)]  (4)  If  the  Secretary  determines  that  an  eligible  organiza- 
tion has  failed  to  comply  with  the  requirements  of  this  subsection, 
the  Secretary  may  provide  for  the  suspension  of  enrollment  of  indi- 
viduals under  this  section  or  of  payment  to  the  organization  under 
this  section  for  individuals  newly  enrolled  with  the  organization, 
after  the  date  the  Secretary  notifies  the  organization  of  such  non- 
compliance. 

******* 
(i)(l)  *  *  * 

******* 

[(6)(A)  Any  eligible  organization  with  a  risk-sharing  contract 
under  this  section  that  fails  substantially  to  provide  medically  nec- 
essary items  and  services  that  are  required  (under  law  or  such  con- 
tract) to  be  provided  to  individuals  covered  under  such  contract,  if 
the  failure  has  adversely  affected  (or  has  a  substantial  likelihood  of 
adversely  affecting)  these  individuals,  is  subject  to  a  civil  money 
penalty  of  not  more  than  $10,000  for  each  such  failure. 

[(B)  The  provisions  of  section  11 28 A  (other  than  subsection  (a)) 
shall  apply  to  a  civil  money  penalty  under  subparagraph  (A)  in  the 
same  manner  as  they  apply  to  a  civil  money  penalty  under  that 
section.] 

(6)(A)  If  the  Secretary  determines  that  an  eligible  organization 
with  a  contract  under  this  section — 


1715 


(i)  fails  substantially  to  provide  medically  necessary  items 
and  services  that  are  required  (under  law  or  under  the  contract) 
to  be  provided  to  an  individual  covered  under  the  contract,  if 
the  failure  has  adversely  affected  (or  has  substantial  likelihood 
or  adversely  affecting)  the  individual; 

(ii)  imposes  charges  on  individuals  enrolled  under  this  section 
in  excess  of  the  charges  permitted; 

(Hi)  acts  to  expel  or  to  refuse  to  re-enroll  an  individual  in  vio- 
lation of  the  provisions  of  this  section; 

(iv)  engages  in  any  practice  that  would  reasonably  be  expected 
to  have  the  effect  of  denying  or  discouraging  enrollment  (except 
as  permitted  by  this  section)  by  eligible  individuals  with  the  or- 
ganization whose  medical  condition  or  history  indicates  a  need 
for  substantial  future  medical  services; 

(v)  enrolls  an  individual  under  this  section  without  the  indi- 
viduals knowledge;  or 

(vi)  misrepresents  or  falsifies  information  that  is  furnished — 

(I)  to  the  Secretary  under  this  section,  or 

(II)  to  an  individual  or  to  any  other  entity  under  this  sec- 
tion; 

the  Secretary  may  provide  for  any  of  the  remedies  described  in  sub- 
paragraph (B). 

(B)  The  remedies  described  in  this  subparagraph  are — 

(i)  civil  money  penalties  of  not  more  than  $25,000  for  each  de- 
termination under  subparagraph  (A)  or,  with  respect  to  a  deter- 
mination under  clause  (iv)  or  (vi)(I)  of  such  subparagraph,  of 
not  more  than  $100,000  for  each  such  determination, 

(ii)  suspension  of  enrollment  of  individuals  under  this  section 
after  the  date  the  Secretary  notifies  the  organization  of  a  deter- 
mination under  subparagraph  (A)  and  until  the  Secretary  is 
satisfied  that  the  basis  for  such  determination  has  been  correct- 
ed and  is  not  likely  to  recur,  and 

(Hi)  suspension  of  payment  to  the  organization  under  this  sec- 
tion for  individuals  enrolled  after  the  date  the  Secretary  noti- 
fies the  organization  of  a  determination  under  subparagraph 
(A)  and  until  the  Secretary  is  satisfied  that  the  basis  for  such 
determination  has  been  corrected  and  is  not  likely  to  recur. 
The  provisions  of  section  1128A  (other  than  subsections  (a)  and  (b)) 
shall  apply  to  a  civil  money  penalty  under  clause  (i)  in  the  same 
manner  as  they  apply  to  a  civil  money  penalty  under  that  section. 

(7)(A)  [Except  as  provided  under  section  1154(a)(4)(C),  each] 
Each  risk-sharing  contract  with  an  eligible  organization  under  this 
section  shall  provide  that  the  organization  will  maintain  an  agree- 
ment with  a  utilization  and  quality  control  peer  review  organiza- 
tion (which  has  a  contract  with  the  Secretary  under  part  B  of  title 
XI  for  the  area  in  which  the  eligible  organization  is  located)  or 
with  an  entity  selected  by  the  Secretary  under  section  1154(a)(4)(C) 
under  which  the  [peer]  review  organization  will  perform  func- 
tions under  section  1154(a)(4)(B)  and  section  1154(a)(14)  (other  than 
those  performed  under  contracts  described  in  section  1866(a)(1)(F) 
with  respect  to  services,  furnished  by  the  eligible  organziation,  for 
which  payment  may  be  made  under  this  title. 

(B)  For  purposes  of  payment  under  this  title,  the  cost  of  such 
agreement  to  the  eligible  organziation  shall  be  considered  a  cost  in- 
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curred  by  a  provider  of  services  in  providing  covered  services  under 
this  title  and  shall  be  paid  directly  by  the  Secretary  to  the  [peer  J 
review  organization  on  behalf  of  such  eligible  organization  in  ac- 
cording with  a  schedule  established  by  the  Secretary. 

******* 

LIMITATION  ON  LIABILITY  OF  BENEFICIARY  WHERE  MEDICARE  CLAIMS 

ARE  DISALLOWED 

Sec.  1879.  (a)  *  *  * 

(b)  In  any  case  in  which  the  provisions  of  paragraphs  (1)  and  (2) 
of  subsection  (a)  are  met,  except  that  such  provider  or  such  other 
persons,  as  the  case  may  be,  knew,  or  could  be  expected  to  know, 
that  payment  for  such  services  or  items  could  not  be  made  under 
such  part  A  or  part  B,  then  the  Secretary  shall,  upon  proper  appli- 
cation filed  within  such  times  as  may  be  prescribed  in  regulations, 
indemnify  the  individual  (referred  to  in  such  paragraphs)  [,  subject 
to  the  deductible  and  coinsurance  provisions  of  this  title,]  for  any 
payments  received  from  such  individual  by  such  provider  or  such 
other  person,  as  the  case  may  be,  for  such  items  or  services.  Any 
payments  made  by  the  Secretary  as  indemnification  shall  be 
deemed  to  have  been  made  to  such  provider  or  such  other  person, 
as  the  case  may  be,  and  shall  be  treated  as  overpayments,  recover- 
able from  such  provider  or  such  other  person,  as  the  case  may  be, 
under  applicable  provisions  of  law.  In  each  such  case  the  Secretary 
shall  notify  such  individual  of  the  conditions  under  which  indemni- 
fication is  made  and  in  the  case  of  comparable  situations  arising 
thereafter  with  respect  to  such  individual,  he  shall,  by  reason  of 
such  notice  (or  similar  notices  provided  before  the  enactment  of 
this  section),  be  deemed  to  have  knowledge  that  payment  cannot  be 
made  for  such  items  or  services.  No  item  or  service  for  which  an 
individual  is  indemnified  under  this  subsection  shall  be  taken  into 
account  in  applying  any  limitation  on  the  amount  of  items  and 
services  for  which  payment  may  be  made  to  or  on  behalf  of  the  indi- 
vidual under  this  title. 

******* 

VOLUNTARY  CERTIFICATION  OF  MEDICARE  SUPPLEMENTAL  HEALTH 
INSURANCE  POLICIES 

Sec.  1892.  (a)  *  *  * 

(b)(1)  Any  medicare  supplemental  policy  issued  in  any  State 
which  the  Supplemental  Health  Insurance  Panel  (established 
under  paragraph  (2)  determines  has  established  under  State  law  a 
regulatory  program  that — 

(A)  provides  for  the  application  of  standards  with  respect  to 
such  policies  equal  to  or  more  stringent  than  the  NAIC  Model 
Standards  (as  defined  in  subsection  (g)(2)(A)); 

[(B)  includes  a  requirement  equal  to  or  more  stringent  than 
the  requirement  described  in  subsection  (C)(2);  and] 
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(B)  includes  requirements  equal  to  or  more  stringent  than  the 
requirements  described  in  paragraphs  (2)  and  (3)  of  subsection 
(c);  and 

*****  *  * 

(c)  The  Secretary  shall  certify  under  this  section  any  medicare 
supplemental  policy,  or  continue  certification  of  such  a  policy,  only 
if  he  finds  that  such  policy — 

(1)  meets  or  exceeds  (either  in  a  single  policy  or,  in  the  case 
of  nonprofit  hospital  and  medical  service  associations,  in  one  or 
more  policies  issued  in  conjunction  with  one  another)  the 
NAIC  Model  Standards;  [and] 

(2)  can  be  expected  (as  estimated  for  the  entire  period  for 
which  rates  are  computed  to  provide  coverage,  on  the  basis  of 
incurred  claims  experience  and  earned  premiums  for  such 
period  and  in  accordance  with  accepted  actuarial  principles 
and  practices)  to  return  to  policyholders  in  the  form  of  aggre- 
gate benefits  provided  under  the  policy,  at  least  75  percent  of 
the  aggregate  amount  of  premiums  collected  in  the  case  of 
group  policies  and  at  least  60  percent  of  the  aggregate  amount 
of  premiums  collected  in  the  case  of  individual  policies  [.];  and 

(3) (A)  accepts  a  notice  under  section  1842(h)(3)(B)  as  a  claims 
form  for  benefits  under  such  policy  in  lieu  of  any  claims  form 
otherwise  required  and  agrees  to  make  a  payment  determination 
on  the  basis  of  the  information  contained  in  such  claims  form; 

(B)  where  such  a  notice  is  received — 

(i)  provides  notice  to  such  physician  or  supplier  and  the 
beneficiary  of  the  payment  determination,  and 

(ii)  provides  any  appropriate  payment  directly  to  the  par- 
ticipating physician  or  supplier  involved; 

(C)  provides  each  enrollee  at  the  time  of  enrollment  a  card 
listing  the  name,  address,  and  policy  number  of  the  policy;  and 

(D)  provides  to  the  Secretary  at  least  annually,  for  transmit- 
tal to  carriers,  a  single  mailing  address  to  which  notices  under 
section  1842(h)(3)(B)  respecting  the  policy  are  to  be  sent. 

******* 

HOSPITAL  PROVIDERS  OF  EXTENDED  CARE  SERVICES 

Sec,  1883.  (a)  *  *  * 

(b)  The  Secretary  may  not  enter  into  an  agreement  under  this 
section  with  any  hospital  unless — 

(1)  except  as  provided  under  subsection  (g),  the  hospital  is  lo- 
cated in  a  rural  area  and  has  less  than  [50  beds]  100  beds, 
and 

******* 

(d)  (1)  Any  agreement  with  a  hospital  under  this  section  shall  pro- 
vide that  payment  for  services  will  be  made  only  for  services  for 
which  payment  would  be  made  as  post-hospital  extended  care  serv- 
ices if  those  services  had  been  furnished  by  a  skilled  nursing  facili- 
ty under  an  agreement  entered  into  under  section  1866;  and  any 
individual  who  is  furnished  services,  for  which  payment  may  be 
made  under  an  agreement  under  this  section,  shall,  for  purposes  of 
this  title  (other  than  this  section),  be  deemed  to  have  received  post- 
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hospital  extended  care  services  in  like  manner  and  to  the  same 
extent  as  if  the  services  furnished  to  him  had  been  post-hospital  ex- 
tended care  services  furnished  by  a  skilled  nursing  facility  under 
an  agreement  under  section  1866. 

(2) (A)  Any  agreement  under  this  section  with  a  hospital  with  more 
than  49  beds  shall  provide  that  no  payment  may  be  made  for  ex- 
tended care  services  which  are  furnished  to  an  extended  care  patient 
after  the  end  of  the  5-day  period  (excluding  weekends  and  holidays) 
beginning  on  an  availability  date  for  a  skilled  nursing  facility, 
unless  the  patient's  physician  certifies,  within  such  5-day  period, 
that  the  transfer  of  that  patient  to  that  facility  is  not  medically  ap- 
propriate on  the  availability  date.  The  Secretary  shall  prescribe  reg- 
ulations to  provide  for  notice  by  skilled  nursing  facilities  of  avail- 
ability dates  to  hospitals  which  have  agreements  under  this  section 
and  which  are  located  within  the  same  geographic  region  (as  de- 
fined by  the  Secretary). 

(B)  In  this  paragraph: 

(i)  The  term  "availability  date"  means,  with  respect  to  an  ex- 
tended care  patient  at  a  hospital,  any  date  on  which  a  bed  is 
available  for  the  patient  in  a  skilled  nursing  facility  located 
within  the  geographic  region  in  which  the  hospital  is  located. 

(ii)  The  term  "extended  care  patient"  means  an  individual 
being  furnished  extended  care  services  at  a  hospital  pursuant  to 
an  agreement  with  the  Secretary  under  this  section. 

(3)  In  the  case  of  an  agreement  for  a  cost  reporting  period  under 
this  section  with  a  hospital  that  has  more  than  49  beds,  payment 
may  not  be  made  in  the  period  for  patient-days  of  extended  care 
services  that  exceed  15  percent  of  the  product  of  the  number  of  days 
in  the  period  and  the  average  number  of  licensed  beds  in  the  hospi- 
tal in  the  period. 

******* 

PAYMENT  TO  HOSPITALS  FOR  INPATIENT  HOSPITAL  SERVICES 

Sec.  1886.  (a)(1)  *  *  * 

******* 

(4)  For  purposes  of  this  section,  the  term  ' 'operating  costs  of  inpa- 
tient hospital  services"  includes  all  routine  operating  costs,  ancil- 
lary service  operating  costs,  and  special  care  unit  operating  costs 
with  respect  to  inpatient  hospital  services  as  such  costs  are  deter- 
mined on  an  average  per  admission  or  per  discharge  basis  (as  deter- 
mined by  the  Secretary).  Such  term  does  not  include  costs  of  ap- 
proved educational  activities,  a  return  on  equity  capital,  or,  [with 
respect  to  costs  incurred  in  cost  reporting  periods  beginning  prior 
to  October  1  of  1987  (or  of  such  later  year  as  the  Secretary  may,  in 
his  discretion,  select),  other  capital-related  costs,  as  defined  by  the 
Secretary]  other  capital-related  costs  (as  defined  by  the  Secretary 
for  periods  before  October  1,  1987). 

(b)(1)  *  *  * 

******* 
(3)(A)  *  *  * 

(B)(i)  For  purposes  of  [subparagraph  (A)  for  12-month  cost  re- 
porting periods  beginning  during  a  fiscal  year  and  for  purposes  of] 
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subsection  (d)  for  discharges  occurring  during  a  fiscal  year,  the  '  'ap- 
plicable percentage  increase"  shall  be — 

(I)  for  fiscal  year  1986,  V2  percent, 

(II)  for  fiscal  year  1987,  1.15  percent,  [and  for  fiscal  year 
1988,  the  market  basket  percentage  increase  (as  defined  in 
clause  (ii»  minus  2.0  percentage  points,  and 

[(III)  for  fiscal  year  1989  and  subsequent  fiscal  years,  the 
percentage  determined  by  the  Secretary  pursuant  to  subsection 
(e)(4).] 

(III)  for  fiscal  year  1988,  1.0 percent, 

(IV)  for  fiscal  year  1989,  the  market  basket  percentage  in- 
crease minus  If. 2  percentage  points, 

(V)  for  fiscal  year  1990,  the  market  basket  percentage  increase 
minus  1.7 percentage  points,  and 

(VI)  for  each  subsequent  fiscal  year,  the  percentage  deter- 
mined by  the  Secretary  pursuant  to  subsection  (e)(4). 

(ii)  For  purposes  of  subparagraph  (A),  the  "applicable  percentage 
increase"  for  12-month  cost  reporting  periods  beginning  during — 

(I)  fiscal  year  1986,  is  V2  percent, 

(II)  fiscal  year  1987,  is  1.15  percent, 

(III)  fiscal  year  1988,  is  the  market  basket  percentage  increase 
minus  2.0 percentage  points,  and 

(IV)  subsequent  fiscal  years  is  the  market  basket  percentage 
increase. 

[(ii)  For  purposes  of  clause  (i)]  (Hi)  For  purposes  of  this  subpara- 
graph, the  term  "market  basket  percentage  increase"  means,  with 
respect  to  cost  reporting  periods  and  discharges  occurring  in  a 
fiscal  year,  the  percentage,  estimated  by  the  Secretary  before  the 
beginning  of  the  period  or  fiscal  year,  by  which  the  cost  of  the  mix 
of  goods  and  services  (including  personnel  costs  but  excluding  non- 
operating  costs)  comprising  routine,  ancillary,  and  special  care  unit 
inpatient  hospital  services,  based  on  an  index  of  appropriately 
weighted  indicators  of  changes  in  wages  and  prices  which  are  rep- 
resentative of  the  mix  of  goods  and  services  included  in  such  inpa- 
tient hospital  services,  for  the  period  or  fiscal  year  will  exceed  the 
cost  of  such  mix  of  goods  and  services  for  the  preceding  12-month 
cost  reporting  period  or  fiscal  year. 

******* 

(c)(1)  *  *  * 

******* 

(4)  The  Secretary  shall  approve  the  request  of  a  State  under 
paragraph  (1)  with  respect  to  a  hospital  reinbursement  control 
system  if — 

(A)  the  requirements  of  subparagraphs  (A),  (B),  (C),  (D),  and 
(E)  of  paragraph  (1)  have  been  met  with  respect  to  the  system, 
and 

(B)  with  respect  to  that  system  a  waiver  of  certain  require- 
ments of  title  XVIII  of  the  Social  Security  Act  has  been  ap- 
proved on  or  before  (and  which  is  in  effect  as  of)  the  date  of  the 
enactment  of  the  Social  Security  Amendments  of  1983,  pursu- 
ant to  section  402(a)  of  the  Social  Security  Amendments  of 
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1967  or  section  222(a)  of  the  Social  Security  Amendments  of 
1972. 

With  respect  to  a  State  system  described  in  this  paragraph,  the 
Secretary  shall  judge  the  effectiveness  of  such  system  on  the  basis 
of  its  rate  of  increase  or  inflation  in  inpatient  hospital  payments 
for  individuals  under  this  title,  as  compared  to  the  national  rate  of 
increase  or  inflation  for  such  payments,  with  the  State  (or  the 
entity  responsible  for  operation  of  the  State  system)  retaining  the 
option  to  have  the  test  applied  on  the  basis  of  the  aggregate  pay- 
ment or  payments  per  inpatient  admission  or  discharge  during  the 
three  cost  reporting  periods  beginning  on  or  after  October  1,  1983, 
after  which  such  test,  at  the  option  of  the  Secretary,  shall  no 
longer  apply,  and  such  State  systems  shall  be  treated  in  the  same 
manner  as  under  other  waivers. 

******* 

(d)(1)  *  *  * 

******* 

(3)  The  Secretary  shall  determine  a  national  adjusted  DRG  pro- 
spective payment  rate,  for  each  inpatient  hospital  discharge  in  a 
fiscal  year  after  fiscal  year  1984  involving  inpatient  hospital  serv- 
ices of  a  subsection  (d)  hospital  in  the  United  States,  and  shall  de- 
termine a  regional  adjusted  DRG  prospective  payment  rate  for 
such  discharges  occurring  before  October  1,  1987,  in  each  region  for 
which  payment  may  be  made  under  part  A  of  this  title.  Each  such 
rate  shall  be  determined  for  hospitals  located  in  [urban  or  rural 
areas]  large  urban,  other  urban,  or  rural  areas  within  the  United 
States  and  within  each  such  region,  respectively,  as  follows: 

(A)  Updating  previous  standardized  amounts. —  [The  Sec- 
retary] (i)  For  discharges  occurring  in  a  fiscal  year  beginning 
before  October  1,  1987,  the  Secretary  shall  compute  an  average 
standardized  amount  for  hospitals  located  in  an  urban  area 
and  for  hospitals  located  in  a  rural  area  within  the  United 
States  and  for  hospitals  located  in  an  urban  area  and  for  hospi- 
tals located  in  a  rural  area  within  each  region,  equal  to  the  re- 
spective average  standardized  amount  computed  for  the  previ- 
ous fiscal  year  under  paragraph  (2)(D)  or  under  this  subpara- 
graph, increased  for  each  of  fiscal  years  1985,  1986,  1987,  and 
1988]  the  fiscal  year  involved  by  the  applicable  percentage  in- 
crease under  subsection  (b)(3)(B)  [,  and  adjusted  for  subsequent 
fiscal  years  in  accordance  with  the  final  determination  of  the 
Secretary  under  subsection  (e)(4),  and  adjusted  to  reflect  the 
most  recent  case-mix  data  available] . 

(H)(1)  For  discharges  occurring  in  fiscal  years  1988,  1989,  and 
1990,  the  Secretary  shall  compute  average  standardized 
amounts  for  hospitals  located  in  large  urban  areas  and  for  hos- 
pitals located  in  rural  areas,  in  the  United  States  and  in  each 
region,  equal  to  the  respective  average  standardized  amounts 
computed  for  the  previous  fiscal  year  under  this  subparagraph 
increased  by  the  sum  of  1  percent  plus  the  applicable  percentage 
increase  under  subsection  (b)(3)(B)  for  the  fiscal  year  involved. 

(II)  For  discharges  occurring  in  fiscal  years  1988,  1989,  and 
1990,    the    Secretary   shall   compute    average  standardized 
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amounts  for  hospitals  located  in  urban  areas  (other  than  large 
urban  areas),  in  the  United  States  and  in  each  region,  equal  to 
the  respective  average  standardized  amounts  computed  for  the 
previous  fiscal  year  under  this  subparagraph  increased  by  the 
applicable  percentage  increase  under  subsection  (b)(3)(B)  for  the 
fiscal  year  involved. 

(Ill)  For  discharges  occurring  in  a  fiscal  year  after  fiscal  year 
1990,  the  Secretary  shall  compute  average  standardized 
amounts  for  hospitals  located  in  large  urban  areas,  for  hospi- 
tals located  in  other  urban  areas,  and  for  hospitals  located  in 
rural  areas,  in  the  United  States  and  in  each  region,  equal  to 
the  respective  average  standardized  amounts  computed  for  the 
previous  fiscal  year  under  this  subparagraph  increased  by  the 
applicable  percentage  increase  under  subsection  (b)(3)(B)  for  the 
fiscal  year  involved. 

(Hi)  Average  standardized  amounts  computed  under  this 
paragraph  shall  be  adjusted  to  reflect  the  most  recent  case-mix 
data  available. 

(iv)  For  purposes  of  this  section,  the  term  "large  urban  area" 
means,  with  respect  to  a  fiscal  year,  an  area  which  the  Secre- 
tary determines  (in  the  publication  described  in  subsection 
(e)(5)(B)  before  the  fiscal  year)  is  an  urban  area  which  has  a 
population  of  more  than  1,000,000  (as  determined  by  the  Secre- 
tary based  on  the  most  recent  available  population  data  pub- 
lished by  the  Bureau  of  the  Census). 

(v)  With  respect  to  discharges  occurring  on  or  after  October 
1,  1987,  the  Secretary  shall  compute  [urban  and  rural  aver- 
ages] averages  for  hospitals  in  large  urban  areas,  other  urban 
areas,  and  rural  areas  on  the  basis  of  discharge  weighting  for 
urban  and  rural  areas  rather  than  hospital  weighting,  making 
appropriate  adjustments  to  ensure  that  computation  on  such 
basis  does  not  result  in  total  payments  under  this  section  that 
are  greater  or  less  than  the  total  payments  that  would  have 
been  made  under  this  section  but  for  this  sentence,  and 
making  appropriate  changes  in  the  manner  of  determining  the 
reductions  under  subparagraph  (C)(ii). 

******* 

(D)  Computing  drg-specific  rates  for  urban  and  rural 
hospitals. — For  each  discharge  classified  within  a  diagnosis-re- 
lated group,  the  Secretary  shall  establish  for  the  fiscal  year  a 
national  DRG  prospective  payment  rate  and  shall  establish  a 
regional  DRG  prospective  payment  rate  for  each  region,  each 
of  which  is  equal — 

(i)  for  hospitals  located  in  an  urban  area  (or,  for  dis- 
charges occurring  on  or  after  November  20,  1987,  in  a  large 
urban  area  or  other  urban  area)  in  the  United  States  or 
that  region  (respectively),  to  the  product  of— 

(I)  the  average  standardized  amount  (computed 
under  subparagraph  (A),  reduced  under  subparagraph 
(B),  and  adjusted  or  reduced  under  subparagraph  (C)) 
for  the  fiscal  year  for  hospitals  located  in  an  such 
urban  area  in  the  United  States  or  that  region,  and 
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(II)  the  weighting  factor  (determined  under  para- 
graph (4)(B))  for  that  diagnosis-related  group;  and 
(ii)  for  hospitals  located  in  a  rural  area  in  the  United 
States  or  that  region  (respectively),  to  the  product  of — 

(I)  the  average  standardized  amount  (computed 
under  subparagraph  (A),  reduced  under  subparagraph 
(B),  and  adjusted  or  reduced  under  subparagraph  (C)) 
for  the  fiscal  year  for  hospitals  located  in  a  rural  area 
in  the  United  States  or  that  region,  and 

(II)  the  weighting  factor  (determined  under  para- 
graph (4)(B))  for  that  diagnosis-related  group. 

******* 

(F)  Adjusting  for  different  state  non-wage  price 
levels. — (i)  Subject  to  clause  (ii),  the  Secretary  shall  adjust  the 
proportion  (as  estimated  by  the  Secretary  from  time  to  time)  of 
hospitals'  costs  which  are  attributable  to  costs  other  than  wages 
and  wage-related  costs,  of  the  DRG  prospective  payment  rates 
computed  under  subparagraph  (D) — 

(I)  for  discharges  occurring  on  or  after  November  20, 
1987,  and  before  October  1,  1990,  by  a  factor  (established  by 
the  Secretary)  reflecting  the  Statewide  average  (weighted  by 
the  number  of  discharges  in  each  area)  of  the  factors  estab- 
lished under  subparagraph  (E)  for  areas  in  the  State  in 
which  the  hospital  is  located  compared  to  the  national  av- 
erage (so  weighted)  of  such  factors;  and 

(II)  for  discharges  occurring  on  or  after  October  1,  1990, 
for  area  differences  in  hospital  non-wage  price  levels  by  a 
factor  (established  by  the  Secretary)  reflecting  the  relative 
level  of  prices  of  goods  and  services  (other  than  personnel 
costs)  in  the  geographic  area  of  the  hospital  compared  to 
the  national  average  level  of  such  prices. 

(H)(1)  The  amount  of  an  increase  or  decrease  ninder  clause 
(i)(I)  for  a  hospital  for  a  discharge  may  not  exceed  1  percent  of 
the  payment  rate  established  for  such  discharge  under  this 
paragraph  and  (if  applicable)  subparagraphs  (B)  and  (F)  of 
paragraph  (5)  (relating  to  additional  payments  for  indirect  costs 
of  medical  education  and  for  disporportionate  share  hospitals). 

(II)  To  the  extent  that  this  subparagraph  results  in  a  net  in- 
crease or  decrease  in  the  aggregate  payment  amounts  otherwise 
provided  under  this  subsection,  the  Secretary  shall  provide  for 
such  equal  proportional  adjustment  of  the  average  standardized 
amounts  as  is  necessary  to  assure  that  this  subparagraph  does 
not  result  in  a  net  increase  or  decrease  in  the  aggregate  payment 
amounts  provided  under  this  subsection  in  the  absence  of  this 
subparagraph. 

******* 

(5)(A)  *  *  * 

(B)  The  Secretary  shall  provide  for  an  additional  payment 
amount  for  subsection  (d)  hospitals  with  indirect  costs  of  medical 
education,  in  an  amount  computed  in  the  same  manner  as  the  ad- 
justment for  such  cost  under  regulations  (in  effect  as  of  January  1, 
1983)  under  subsection  (a)(2),  except  as  follows: 
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(i)  The  amount  of  such  additional  payment  shall  be  deter- 
mined by  multiplying  (I)  the  sum  of  the  amount  determined 
under  paragraph  (l)(A)(ii)(II)  (or,  if  applicable,  the  amount  de- 
termined under  paragraph  (l)(A)(iii)  and  the  amount  paid  to 
the  hospital  under  subparagraph  (A),  by  (II)  the  indirect  teach- 
ing adjustment  factor  described  in  clause  (ii). 

(ii)  For  purposes  of  clause  (i)(II),  the  indirect  teaching  adjust- 
ment factor  for  discharges  occurring — 

(I)  on  or  after  May  1,  1986,  and  before  October  1,  1989,  is 
equal  to  2x((l  +  r)[-405J-5975-l),  or 

(II)  on    or    after    October    1,    1989,    is    equal  to 
1.5x((l  +  r)-5795-l), 

where  "r"  is  the  ratio  of  the  hospital's  full-time  equivalent  in- 
terns and  residents  to  beds. 

(hi)  In  determining  such  adjustment  the  Secretary  shall  not 
distinguish  between  those  interns  and  residents  who  are  em- 
ployees of  a  hospital  and  those  interns  and  residents  who  fur- 
nish services  to  a  hospital  but  are  not  employees  of  such  hospi- 
tal. 

(iv)  In  determining  such  adjustment,  the  Secretary  shall  con- 
tinue to  count  interns  and  residents  assigned  to  outpatient 
services  of  the  hospital  as  part  of  the  calculation  of  the  full- 
time-equivalent  number  of  interns  and  residents. 
(C)(i)(I)  The  Secretary  shall  provide  for  such  exceptions  and  ad- 
justments to  the  payment  amounts  established  under  this  subsec- 
tion (other  than  under  paragraph  (9))  as  the  Secretary  deems  ap- 
propriate to  take  into  account  the  special  needs  of  regional  and  na- 
tional referral  centers  (including  those  hospitals  of  [500]  275  or 
more  beds  located  in  rural  areas.  A  hospital  which  is  classified  as  a 
rural  hospital  may  appeal  to  the  Secretary  to  be  classified  as  a 
rural  referral  center  under  this  clause  on  the  basis  of  criteria  (es- 
tablished by  the  Secretary)  which  shall  allow  the  hospital  to  dem- 
onstrate that  it  should  be  so  reclassified  by  reason  of  certain  of  its 
operating  characteristics  being  similar  to  those  of  a  typical  urban 
hospital  located  in  the  same  census  region  and  which  shall  not  re- 
quire a  rural  osteopathic  hospital  to  have  more  than  3,000  dis- 
charges in  a  year  in  order  to  be  classified  as  a  rural  referral  center. 
Such  characteristics  may  include  wages,  scope  of  services,  service 
area,  and  the  mix  of  medical  specialties.  The  Secretary  shall  pub- 
lish the  criteria  not  later  than  August  17,  1984,  for  implementation 
by  October  1,  1984.  An  appeal  allowed  under  this  clause  must  be 
submitted  to  the  Secretary  (in  such  form  and  manner  as  the  Secre- 
tary may  prescribe)  during  the  quarter  before  the  first  quarter  of 
the  hospital's  cost  reporting  period  (or,  in  the  case  of  a  cost  report- 
ing period  beginning  during  October  1984,  during  the  first  quarter 
of  that  period),  and  the  Secretary  must  make  a  final  determination 
with  respect  to  such  appeal  within  60  days  after  the  date  the 
appeal  was  submitted.  Any  payment  adjustments  necessitated  by  a 
reclassification  based  upon  the  appeal  shall  be  effective  at  the  be- 
ginning of  such  cost  reporting  period. 

(II)  The  Secretary  shall  provide,  under  subclasue  (I),  for  the  clas- 
sification of  a  rural  hospital  as  a  regional  referral  center  if  the  hos- 
pital has  a  case  mix  index  equal  to  or  greater  than  the  median  case 
mix  index  for  hospitals  (other  than  hospitals  with  approved  teach- 
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ing  programs)  located  in  an  urban  area  in  the  same  region  (as  de- 
fined in  paragraph  (2)(D)),  has  at  least  5,000  discharges  a  year  or,  if 
less,  the  median  number  of  discharges  in  urban  hospitals  in  the 
region  in  which  the  hospital  is  located  (or,  in  the  case  of  a  rural 
osteopathic  hospital,  meets  the  criterion  established  by  the  Secre- 
tary under  subclause  (I)  with  respect  to  the  annual  number  of  dis- 
charges for  such  hospitals),  and  meets  any  other  criteria  estab- 
lished by  the  Secretary  under  subclause  (I). 

With  respect  to  a  subsection  (d)  hospital  which  is  a  "sole 
community  hospital",  payment  under  paragraph  (1)(A)  for  any  cost 
reporting  period  or  fiscal  year  beginning  on  or  after  October  1, 
1984,  shall  be  determined  under  the  formula  provided  in  clause  (i) 
of  that  paragraph  with  the  target  and  DRG  percentages  deter- 
mined under  paragraph  (l)(C)(i)  (except  that  any  reference  to  para- 
graph (2)  shall  be  deemed,  for  this  purpose,  a  reference  to  para- 
graph (3)).  [In  the  case  of  a  sole  community  hospital  that  experi- 
ences, in  a  cost  reporting  period  (beginning  on  or  after  October  1, 
1983,  and  before  October  1,  1988)  compared  to  the  previous  cost  re- 
porting period,  a  decrease  of  more  than  5  percent  in  its  total 
number  of  inpatient  cases  due  to  circumstances  beyond  its  control, 
the  Secretary  shall  provide  for  such  adjustment  to  the  payment 
amounts  under  this  subsection  (other  than  under  paragraph  (9))  as 
may  be  necessary  to  fully  compensate  the  hospital  for  the  fixed 
costs  it  incurs  in  the  period  in  providing  inpatient  hospital  services, 
including  the  reasonable  cost  of  maintaining  necessary  core  saff 
and  services.]  In  the  case  of  a  sole  community  hospital  which  ex- 
periences, in  any  cost  reporting  period  after  the  cost  reporting 
period  which  was  used  as  the  base  for  determining  the  target 
amount  for  payments  to  such  hospital  under  paragraph  (l)(A)(i)(I), 
a  significant  increase  in  operating  costs  attributable  to  the  addition 
of  new  inpatient  facilities  or  services  at  such  hospital  (including 
the  opening  of  a  special  care  unit),  the  Secretary  shall  provide  for 
such  adjustment  to  the  payment  amounts  under  this  subsection 
(other  than  under  paragraph  (9))  for  such  cost  reporting  period  and 
subsequent  cost  reporting  periods  as  may  be  necessary  to  reason- 
ably compensate  such  hospital  for  such  increased  costs.  For  pur- 
poses of  this  subparagraph,  the  term  "sole  community  hospital" 
means  a  hospital  that,  by  reason  of  factors  such  as  isolated  loca- 
tion, weather  conditions,  travel  conditions,  or  absence  of  other  hos- 
pitals (as  determined  by  the  Secretary),  is  the  sole  source  of  inpa- 
tient hospital  services  reasonably  available  to  individuals  in  a  geo- 
graphical area  who  are  entitled  to  benefits  under  part  A. 

(II)  In  the  case  of  a  hospital  that  is  a  sole  community  hospital  or 
that  meets  the  criteria  established  to  be  treated  as  such  a  hospital 
and  that  experiences,  in  a  cost  reporting  period  (beginning  before  Oc- 
tober 1,  1990),  compared  to  the  previous  cost  reporting  period,  a  de- 
crease of  more  than  5  percent  in  its  total  number  of  inpatient  cases 
due  to  circumstances  beyond  its  control,  the  Secretary  shall  provide 
or  such  adjustment  to  the  payment  amounts  provided  under  this 
subsection  (other  than  under  paragraph  (9))  as  may  be  necessary  to 
fully  compensate  the  hospital  for  the  fixed  costs  it  incurs  in  the 


1725 


period  in  providing  inpatient  hospital  services,  including  the  reason- 
able cost  of  maintaining  core  staff  and  services. 

******* 

(iv)  [The  Secretary]  After  taking  into  account  any  adjustment 
made  under  paragraph  (3)(F),  the  Secretary  may  provide  for  such 
adjustments  to  the  payment  amounts  under  this  subsection  as  the 
Secretary  deems  appropriate  to  take  into  account  the  unique  cir- 
cumstances of  hospitals  located  in  Alaska  and  Hawaii. 

****** 

(F)(i)  For  discharges  occurring  on  or  after  May  1,  1986,  and 
before  October  1,  1989,  the  Secretary  shall  provide,  in  accordance 
with  this  subparagraph,  for  an  additional  payment  amount  for 
each  subsection  (d)  hospital  which — 

(I)  serves  a  significantly  disproportionate  number  of  low- 
income  patients  (as  defined  in  clause  (v)),  or 

(II)  is  located  in  an  urban  area,  has  100  or  more  beds,  and 
can  demonstrate  that  its  net  inpatient  care  revenues  (exclud- 
ing any  of  such  revenues  attributable  to  this  title  or  State 
plans  approved  under  title  XIX,  during  the  cost  reporting 
period  in  which  the  discharges  occur,  for  indigent  care  from 
State  and  local  government  sources  exceed  30  percent  of  its 
total  of  such  net  inpatient  care  revenues  during  the  period. 

(iii)  The  disproportionate  share  adjustment  percentge  for  a  cost 
reporting  period  for  a  hospital  described  in  clause  (i)(II)  is  equal  to 
[15]  20  percent. 

(iv)  The  disproportionate  share  adjustment  percentage  for  a  cost 
reporting  period  for  a  hospital  that  is  not  described  in  clause  (i)(II) 
and  that — 

(I)  is  located  in  an  urban  area  and  has  100  or  more  beds  or  is 
described  in  the  second  sentence  of  [subclause  (III)]  clause  (v), 
is  equal  to  [the  lesser  of  15  percent,  or]  the  percent  deter- 
mined in  accordance  with  the  following  formula:  (P-15X.5) 
+  2.5,  where  "P"  is  the  hospital's  disproportionate  patient  per- 
centage (as  defined  in  clause  (vi)); 

******* 

(8)(A)  In  the  case  of  any  hospital  which  is  located  in  an  area 
which  is,  at  any  time  after  April  20,  1983,  reclassified  from  an 
urban  to  a  rural  area,  payments  to  such  hospital  for  the  first  two 
cost  reporting  periods  for  which  such  reclassification  is  effective 
shall  be  made  as  follows: 

[(A)]  (i)  For  the  first  such  cost  reporting  period,  payment 
shall  be  equal  to  the  amount  payable  to  such  hospital  for  such 
reporting  period  on  the  basis  of  the  rural  classification,  plus  an 
amount  equal  to  two-thirds  of  the  amount  (if  any)  by  which — 
[(i)](#  the  amount  which  would  have  been  payable  to 
such  hospital  for  such  reporting  period  on  the  basis  of  an 
urban  classification,  exceeds 

lfii)1(W  the  amount  payable  to  such  hospital  for  such 
reporting  period  on  the  basis  of  the  rural  classification. 
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Z(E)2(W  For  the  second  such  cost  reporting  period,  payment 
shall  be  equal  to  the  amount  payable  to  such  hospital  for  such 
reporting  period  on  the  basis  of  the  rural  classification,  plus  an 
amount  equal  to  one-third  of  the  amount  (if  any)  by  which — 
L(i)](D  the  amount  which  would  have  been  payable  to 
such  hospital  for  such  reporting  period  on  the  basis  of  an 
urban  classification,  exceeds 

[(ii)](Z#  the  amount  payable  to  such  hospital  for  such 
reporting  period  on  the  basis  of  the  rural  classification. 

(B)  The  Secretary  shall  treat  a  hospital  located  in  a  rural 
county  adjacent  to  one  or  more  urban  areas  as  being  located  on 
the  urban  metropolitan  statistical  area  to  which  the  greatest 
number  of  workers  in  the  county  commute,  if— 

(i)  the  rural  county  would  otherwise  be  considered  part  of 
an  urban  area  but  for  the  fact  that  the  rural  county  does 
not  meet  the  standard  relating  to  the  rate  of  commutation 
between  the  rural  county  and  the  central  county  or  counties 
of  any  adjacent  urban  area; 

(ii)  either  (I)  the  number  of  residents  of  the  rural  county 
or  counties  who  commute  for  employment  to  the  central 
county  of  any  adjacent  urban  area  is  equal  to  at  least  15 
percent  of  the  number  of  residents  of  the  rural  county  who 
are  employed,  or  (II)  the  sum  of  the  number  of  residents  of 
the  rural  county  who  commute  for  employment  to  the  cen- 
tral county  or  counties  of  any  adjacent  urban  area  and  the 
number  of  residents  of  any  adjacent  urban  area  who  com- 
mute for  employment  to  the  rural  county  is  at  least  equal  to 
20  percent  of  the  number  of  residents  of  the  rural  county 
who  are  employed; 

(Hi)  the  average  hospital  wage  level  in  the  rural  county  is 
at  least  equal  to  the  average  wages  paid  for  hospital  work- 
ers in  all  the  rural  counties  in  the  State;  and 

(iv)  the  averge  hospital  wage  level  in  the  rural  county  is 
at  least  equal  to  85  percent  of  the  average  hospital  wage 
level  in  the  urban  area  to  which  the  greatest  number  of 
workers  in  the  rural  county  commute. 

(C)  For  purposes  of  paragraph  (3)(E)  and  subparagraphs 
(B)(vi)  and  (C)(iv)  of  paragraph  (9),  for  hospital  discharges  oc- 
curring on  or  after  November  20,  1987,  and  before  October  1, 
1990,  in  the  case  of  a  hospital  that — 

(i)  is  located  in  a  rural  area  in  a  county  (or  equivalent 
area)  that  is  immediately  adjacent  to  an  urban  area, 

(ii)  applies  to  the  Secretary  (in  a  form  and  manner  speci- 
fied by  the  Secretary)  for  treatment  under  this  subpara- 
graph, and 

(Hi)  demonstrates  to  the  satisfaction  of  the  Secretary  that 
(I)  the  hospital's  wages  and  wage-related  costs  (determined 
on  an  hourly,  per  full-time  equivalent  employee,  or  other 
basis  specified  by  the  Secretary,  which  takes  into  account 
differences  in  occupational  mix  between  the  hospital  and 
the  hospitals  in  the  adjacent  urban  area)  are  at  least  equal 
to  the  25th  percentile  (or  median,  in  the  case  of  an  adjacent 
urban  area  with  less  than  4  hospitals)  of  the  distribution  of 
such  costs  in  an  adjacent  urban  area, 
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the  hospital  shall  be  considered  to  be  located  in  that  adjacent  urban 
area.  If,  with  respect  to  a  fiscal  year,  the  previous  sentence  applies, 
the  Secretary  shall  provide  for  an  equal  proportional  adjustment  in 
payments  made  under  this  subsection  for  discharges  in  the  follow- 
ing fiscal  year  to  assure  that  implementation  of  this  subparagraph 
does  not  result  in  any  increase  or  decrease  in  the  amount  of  pay- 
ments otherwise  made  under  this  subsection. 

(9)(A)  Notwithstanding  section  1814(b)  but  subject  to  the  provi- 
sions of  section  1813,  the  amount  of  the  payment  with  respect  to 
the  operating  costs  of  inpatient  hospital  services  of  a  subsection  (d) 
Puerto  Rico  hospital  for  inpatient  hospital  discharges  in  a  fiscal 
year  beginning  on  or  after  October  1,  1987,  is  equal  to  the  sum  of— 

(i)  75  percent  of  the  Puerto  Rico  adjusted  DRG  prospective 
payment  rate  (determined  under  subparagraph  (B)  or  (C)  for 
such  discharges,  and 

(ii)  25  percent  of  the  discharge-weighted  average  of— 

(I)  the  national  adjusted  DRG  prospective  payment  rate 
(determined  under  paragraph  (3)(D)  for  hospitals  located  in 
[an  urban  area,  and]  a  large  urban  area, 

(II)  such  rate  for  hospitals  located  in  other  urban  areas, 
and 

[II]  (III)  such  rate  for  hospitals  located  in  a  rural  area, 
for  such  discharges,  adjusted  in  the  manner  provided  in 
paragraph  (3)(E)  for  different  area  wage  levels.  As  used  in 
this  section,  the  term  ' 'subsection  (d)  Puerto  Rico  hospital" 
means  a  hospital  that  is  located  in  Puerto  Rico  and  that 
would  be  a  subsection  (d)  hospital  (as  defined  in  paragraph 
(1)(B))  if  it  were  located  in  one  of  the  fifty  States. 
(B)  The  Secretary  shall  determine  a  Puerto  Rico  adjusted  DRG 
prospective  payment  rate,  for  each  inpatient  hospital  discharge  in 
fiscal  year  1988  involving  inpatient  hospital  services  of  a  subsection 
(d)  Puerto  Rico  hospital  for  which  payment  may  be  made  under 
part  A  of  this  title.  Such  rate  shall  be  determined  for  such  hospi- 
tals located  in  urban  or  rural  areas  within  Puerto  Rico,  as  follows: 
(i)  The  Secretary  shall  determine  the  target  amount  (as  de- 
fined in  subsection  (b)(3)(A))  for  the  hospital  for  the  cost  report- 
ing period  beginning  in  fiscal  year  1987  and  increase  such 
amount  by  prorating  the  applicable  percentage  increase  (as  de- 
fined in  subsection  (b)(3)(B))  to  update  the  amount  to  the  mid- 
point in  fiscal  year  1988. 

******* 

(e)(1)  *  *  * 

******* 

(4)  Taking  into  consideration  the  recommendations  of  the  Com- 
mission, the  Secretary  shall  recommend  for  fiscal  year  1988,  1989, 
and  1990  an  appropriate  change  factor  for  inpatient  hospital  serv- 
ices for  discharges  in  that  fiscal  year  and  shall  determine  for  each 
subsequent  fiscal  year  the  percentage  change  which  will  apply  for 
purposes  of  this  section  as  the  applicable  percentage  increase  (oth- 
erwise described  in  subsection  (b)(3)(B))  for  discharges  in  that  fiscal 
year,  and  which  will  take  into  account  amounts  necessary  for  the 
efficient  and  effective  delivery  of  medically  appropriate  and  neces- 
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sary  care  of  high  quality.  The  percentage  change  shall  be  the  same 
for  all  subsection  (d)  hospitals  and  subsection  (d)  Puerto  Rico  hospi- 
tals [,  but  may  be  different  from  that  for  other  hospitals  (and  units 
not  included  as  such  hospitals)  and  may  vary  among  such  other 
hospitals  and  units] . 

******* 

(6)(A)  *  *  * 

(B)  The  membership  of  the  commission  shall  [provide  expertise 
and  experience  in  the  provision  and  financing  of  health  care,]  in- 
clude individuals  with  national  recognition  for  their  expertise  in 
health  economics,  hospital  reimbursement,  hospital  financial  man- 
agement, and  other  related  fields,  including  physicians  and  regis- 
tered professional  nurses,  employers,  third  party  payors,  individ- 
uals skilled  in  the  conduct  and  interpretation  of  biomedical,  health 
services,  and  health  economics  research,  and  individuals  having  ex- 
pertise in  the  research  and  development  of  technological  and  scien- 
tific advances  in  health  care.  [The  Director  shall  seek  nominations 
from  a  wide  range  of  groups,  including — 

[(i)  national  organizations  representing  physicians,  includ- 
ing medical  specialty  organizations  and  registered  professional 
nurses  and  other  skilled  health  professionals; 

[(ii)  national  organizations  representing  hospitals,  including 
teaching  hospitals; 

[(iii)  national  organizations  representing  manufacturers  of 
health  care  products;  and 

[(iv)  national  organizations  representing  the  business  com- 
munity, health  benefit  programs,  labor,  and  the  elderly.] 

******* 

(f)  (1)  The  Secretary  shall  maintain,  [for  a  period  ending  not  ear- 
lier than  September  30,  1988]  for  cost  reporting  periods  beginning 
before  October  1,  1988,  a  system  for  the  reporting  of  costs  of  hospi- 
tals receiving  payments  computed  under  subsection  (d). 

[(g)(1)  If  the  Congress  does  not  enact  legislation,  after  the  date  of 
the  enactment  of  this  subsection  and  before  October  1,  1987,  re- 
specting the  payment  under  this  title  for  capital-related  costs  for 
inpatient  hospital  services,  no  payment  may  be  made  under  this 
title  for  capital-related  costs  of  capital  expenditures  (as  defined  in 
section  1122(g)  and  except  as  provided  in  section  1122(j)  for  inpa- 
tient hospital  services  in  a  State,  which  expenditures  are  obligated 
after  September  30,  1987,  unless  the  State  has  an  agreement  with 
the  Secretary  under  section  1122(b)  and  under  the  agreement  the 
State  has  recommended  approval  of  the  capital  expenditures.] 

(g) (1)(A)  Notwithstanding  section  1861(v),  instead  of  any  amounts 
that  are  otherwise  payable  under  this  title  with  respect  to  the  rea- 
sonable costs  of  subsection  (d)  hospitals  and  subsection  (d)  Puerto 
Rico  hospitals  for  capital-related  costs  of  inpatient  hospital  services, 
the  Secretary  shall  provide  for  payments  for  such  costs  in  accord- 
ance with  a  prospective  payment  system  established  by  the  Secretary. 

(B)  Such  system — 

(i)  shall  provide  for  (I)  a  payment  on  a  per  discharge  basis, 
and  (II)  an  appropriate  weighting  of  such  payment  amount  as 
relates  to  the  classification  of  the  discharge; 
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(ii)  may  provide  for  an  adjustment  to  take  into  account  vari- 
ations in  the  relative  costs  of  capital  and  construction  for  the 
different  types  of  facilities  or  areas  in  which  they  are  located; 

(Hi)  may  provide  for  such  exceptions  (including  appropriate 
exceptions  to  reflect  capital  obligations)  as  the  Secretary  deter- 
mines to  be  appropriate,  and 

(iv)  may  provide  for  suitable  adjustment  to  reflect  hospital  oc- 
cupancy rate. 

(C)  In  this  paragraph,  the  term  "capital-related  costs"  has  the 
meaning  given  such  term  by  the  Secretary  under  subsection  (a)(4)  as 
of  September  SO,  1987,  and  does  not  include  a  return  on  equity  cap- 
ital. 

******* 

(3)(A)  Except  as  provided  in  subparagraph  (B),  in  determining  the 
amount  of  the  payments  that  may  be  made  under  this  title  with 
respect  to  all  the  capital-related  costs  of  inpatient  hospital  services 
of  a  subsection  (d)  hospital  and  a  subsection  (d)  Puerto  Rico  hospi- 
tal, the  Secretary  shall  reduce  the  amounts  of  such  payments  oth- 
erwise established  under  this  title  by — 

(i)  3.5  percent  for  payments  attributable  to  portions  of  cost 
reporting  periods  occurring  during  fiscal  year  1987, 

(ii)  [7  percent]  8.5  percent  for  payments  attributable  to  por- 
tions of  cost  reporting  periods  or  discharges  (as  the  case  may 
be)  occurring  during  fiscal  year  1988,  and 

(iii)  10  percent  for  payments  attributable  to  portions  of  cost 
reporting  periods  or  discharges  (as  the  case  may  be)  occurring 
during  fiscal  year  1989  or  fiscal  year  1990. 

******* 

[(C)  If  the  Secretary  provides,  under  subsection  (a)(4),  for  the  in- 
clusion of  other  capital-related  costs  in  operating  costs  of  inpatient 
hospital  services,  the  Secretary  shall  provide — 

[(i)  notwithstanding  any  other  provision  of  this  title,  for  the 
continuation  of  payment  under  the  reasonable  cost  methodolo- 
gy described  in  section  1861(v)(l)  with  respect  to  capital-related 
costs  of  any  hospital  that  is  such  a  sole  community  hospital  for 
cost  reporting  periods  beginning  before  October  1,  1990,  and 

[(ii)  in  the  design  of  such  payment  system  that  the  aggre- 
gate payment  amounts  under  this  title  for  such  other  capital- 
related  costs  for  payments  attributable  to  portions  of  cost  re- 
porting periods  occurring  during  fiscal  year  1988  and  fiscal 
year  1989  shall  approximate  the  aggregate  payment  amount 
under  this  title  that  would  have  been  made  (taking  into  ac- 
count the  provisions  of  subparagraphs  (A)  and  (B)  during  that 
fiscal  year  but  for  the  inclusion  of  such  costs  by  the  Secre- 
tary.] 

(h)   Payments   for   Direct   Graduate   Medical  Education 

Costs. — 

(1)  *  *  * 

******* 
(4)  Determination  of  full-time  equivalent  residents. — 
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(A)  *  *  * 

******* 

(C)  Weighting  factors  for  certain  residents. — Subject 
to  [subparagraph  (E)]  subparagraph  (D)>  such  rules  shall 
provide,  in  calculating  the  number  of  full-time-equivalent 
residents  in  an  approved  residency  program— 

(i)  before  July  1,  1986,  for  each  resident  the  weight- 
ing factor  is  1.00, 
******* 

PAYMENT  TO  SKILLED  NURSING  FACILITIES  FOR  ROUTINE  SERVICE  COSTS 

Sec.  1888.  (a)  *  *  * 

******* 

(d)(1)  Any  skilled  nursing  facility  may  choose  to  be  paid  under 
this  subsection  on  the  basis  of  a  prospective  payment  for  all  rou- 
tine service  costs  (and  capital-related  costs)  of  extended  care  serv- 
ices provided  in  a  cost  reporting  period  if  such  facility  had,  in  the 
preceding  cost  reporting  period,  fewer  than  [1,500]  2,500  patient 
days  with  respect  to  which  payments  were  made  under  this  title. 
Such  prospective  payment  shall  be  in  lieu  of  payments  which 
would  otherwise  be  made  for  routine  service  costs  pursuant  to  sec- 
tion 1861(v)  and  subsections  (a)  through  (c)  of  this  section  and  cap- 
ital-related costs  pursuant  to  section  186  l(v).  This  subsection  shall 
not  apply  to  a  facility  for  any  cost  reporting  period  immediately 
following  a  cost  reporting  period  in  which  such  facility  had 
[1,500]  2,500  or  more  patient  days  with  respect  to  which  pay- 
ments were  made  under  this  title,  without  regard  to  whether  pay- 
ments were  made  under  this  subsection  during  such  preceding  cost 
reporting  period. 

(7)  In  computing  the  rates  of  payment  to  be  made  under  this  sub- 
section, there  shall  be  taken  into  account  the  costs  described  in  the 
last  sentence  of  section  1861(v)(l)(E)  (relating  to  compliance  with 
nursing  facility  requirements  and  of  conducting  nurse  aide  training 
and  testing  programs  and  testing  programs). 

******* 

TITLE  XIX— GRANTS  TO  STATES  FOR  MEDICAL 
ASSISTANCE  PROGRAMS 

******* 
STATE  PLANS  FOR  MEDICAL  ASSISTANCE 

Sec.  1902.  (a)  A  State  plan  for  medical  assistance  must — 

Q)  *  *  * 

******* 

(9)  provide — 

(A)  *  *  * 
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(C)  that  any  laboratory  services  paid  for  under  such  plan 
must  be  provided  by  a  laboratory  which  meets  the  applica- 
ble requirements  of  section  1861(e)(9)  or  [paragraphs  (12) 
and  (13)]  paragraphs  (13)  and  (14)  of  section  1861(s),  or,  in 
the  case  of  a  laboratory  which  is  in  a  rural  health  clinic,  of 
section  1861(aa)(2)(G); 

PROVISIONS  RESPECTING  INAPPLICABILITY  AND  WAIVER  OF  CERTAIN 
REQUIREMENTS  OF  THIS  TITLE 

Sec.  1915.  (a)  A  State  shall  not  be  deemed  to  be  out  of  compliance 
with  the  requirements  of  paragraphs  (1),  (10),  or  (23)  of  section 
1920(a)  solely  by  reason  of  the  fact  that  the  State  (or  any  political 
subdivision  thereof) — 

(1)  has  entered  into — 

(A)  a  contract  with  an  organization  which  has  agreed  to 
provide  care  and  services  in  addition  to  those  offered 
under  the  State  plan  to  individuals  eligible  for  medical  as- 
sistance who  reside  in  the  geographic  area  served  by  such 
organization  and  who  elect  to  obtain  such  care  and  serv- 
ices from  such  organization,  or  by  reason  of  the  fact  that 
the  plan  provides  for  payment  for  rural  health  clinic  serv- 
ices only  if  those  services  are  provided  by  a  rural  health 
clinic  services  only  if  those  services  are  provided  by  a 
rural  health  clinic;  or 

(B)  arrangements  through  a  competitive  bidding  process 
or  otherwise  for  the  purchase  of  laboratory  services  re- 
ferred to  in  section  1905(a)(3)  or  medical  devices  if  the  Sec- 
retary has  found  that — 

(i)  adequate  services  or  devices  will  be  available 
under  such  arrangements,  and 

(ii)  any  such  laboratory  services  will  be  provided 
only  through  laboratories — 

(I)  which  meet  the  applicable  requirements  of 
section  1861(e)(9)  or  [paragraphs  (12)  and  (13)] 
paragraphs  (13)  and  (W  of  section  1861(s),  and 
such  additional  requirements  as  the  Secretary 
may  require,  and 

a*t\i  ****** 


INTERNAL  REVENUE  CODE  OF  1986 

******* 


Subtitle  D — Miscellaneous  Excise  Taxes 
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[CHAPTER  41.  PUBLIC  CHARITIES] 

CHAPTER  41.  PUBLIC  CHARITIES:  LARGE  EMPLOYERS  NOT 
MEMBERS  OF  QUALIFIED  STATE  HEALTH  INSURANCE 
POOLS 


[CHAPTER  41— PUBLIC  CHARITIES] 

CHAPTER  41— PUBLIC  CHARITIES;  LARGE  EMPLOYERS  NOT 
MEMBERS  OF  QUALIFIED  STATE  HEALTH  INSURANCE 
POOLS 

Subchapter  A.  Public  charities 

Subchapter  B.  Large  employers  not  members  of  qualified  State 
health  insurance  pools 

Subchapter  A — Public  Charities 

******* 


Subchapter  B — Large  Employers  Not  Members  of  Qualified 
State  Health  Insurance  Pools 

Sec.  4912.  Tax  on  wages  of  large  employers  not  members  of  qualified  State  health 
insurance  pools. 

SEC.  4912.  TAX  ON  WAGES  OF  LARGE  EMPLOYERS  NOT  MEMBERS  OF  QUALI- 
FIED STATE  HEALTH  INSURANCE  POOLS. 

(a)  Tax  Imposed. — In  the  case  of  a  large  employer  which — 

(1)  employs  any  individual  to  perform  services  in  a  State  that 
has  established  a  qualified  health  insurance  pool,  and 

(2)  is  not  a  participating  member  of  that  pool  in  a  taxable 
year  at  any  time  at  which  such  services  are  performed, 

there  is  hereby  imposed  a  tax  equal  to  5  percent  of  the  wages  paid 
by  the  employer  during  the  taxable  year  for  services  performed  in 
the  State  by  its  employees. 

(b)  Large  Employer. — For  purposes  of  this  section — 

(1)  In  general. — Except  as  provided  in  paragraph  (2),  the 
term  '  'large  employer "  means  an  employer  who,  on  each  of  some 
20  days  during  the  taxable  year  or  the  preceding  taxable  year, 
each  day  being  in  a  different  calendar  week,  employed  for  some 
portion  of  the  day  (whether  or  not  at  the  same  moment  of  time) 
20  or  more  individuals. 

(2)  Exception  for  governmental  units. — The  term  "large 
employer"  shall  not  include  the  United  States,  any  State  or  po- 
litical subdivision  thereof,  or  any  possession  of  the  United 
States  or  any  agency  or  instrumentality  of  any  of  the  foregoing 
(including  the  United  States  Postal  Service  and  Postal  Rate 
Commission);  except  that  such  term  shall  include  any  nonappro- 
priated fund  instrumentality  of  the  United  States. 

(3)  Exception  for  certain  churches  and  associated  orga- 
nizations.— The  term  "large  employer"  shall  not  include,  with 
respect  to  a  State  health  insurance  pool  in  a  State,  any — 

(A)  church, 
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(B)  convention  or  association  of  churches,  or 

(C)  organization  which  is  controlled  by  or  associated  (as 
described  in  section  414(c)(3)(D))  with  a  church  or  conven- 
tion or  association  of  churches, 

if  the  church,  convention,  association,  or  organization  states  (in 
accordance  with  such  procedures  as  the  Secretary  determines  to 
be  appropriate)  that  it  is  opposed  for  religious  reasons  to  partici- 
pation in  the  State  health  insurance  pool  of  that  State, 
(c)  Qualified  Health  Insurance  Pool. — For  purposes  of  this  sec- 
tion, the  term  "qualified  health  insurance  pool"  means  any  organi- 
zation which — 

(1)  is  a  nonprofit  corporation  established  pursuant  to  and  reg- 
ulated by  State  law; 

(2)  permits  any  large  employer  doing  business  in  the  State  to 
be  a  participating  member; 

(3)  makes  available  (without  regard  to  health  conditions)  to 
all  residents  of  the  State,  who  are  not  eligible  for  benefits  under 
part  A  of  title  XVIII  of  the  Social  Security  Act  or  under  a  State 
plan  approved  under  title  XIX  of  such  Act,  levels  of  health  in- 
surance typical  of  the  levels  of  coverage  provided  through  large 
employer  groups,  except  that — 

(A)  any  such  level  of  insurance  must  limit  the  amount  of 
the  annual  out-of-pocket  expenses  for  covered  services  under 
individual  coverage  to  $2,000  and  under  family  coverage  to 
$1000; 

(B)  any  such  level  of  insurance  may  not  establish  a  life- 
time benefit  limit  for  any  individual  of  less  than  $500,000; 

(C)  subject  to  subparagraph  (A),  such  insurance  may  pro- 
vide for  a  choice  of  deductibles  (in  addition  to  the  deducti- 
bles typical  of  levels  of  coverage  provided  through  large  em- 
ployer groups),  but  not  to  exceed  $1,000  for  each  covered  in- 
dividual; 

(D)  such  insurance  may  deny  coverage  for  covered  services 
for  preexisting  conditions  for  a  period  not  to  exceed  6 
months,  except  that  this  subparagraph  shall  not  apply — 

(i)  during  a  continuous  period  of  coverage  of  a  cov- 
ered parent,  to  a  child  bom  during  the  period, 

(ii)  to  a  child  who,  at  the  time  of  the  application  for 
such  insurance,  is  under  1  year  of  age  and  with  respect 
to  whom  lifetime  limits  of  any  private  health  insur- 
ance coverage  have  been  exhausted,  or 

(Hi)  to  a  condition  of  a  child  at  the  time  of  birth  if 
the  child  is  under  1  year  of  age  at  the  time  of  the  ap- 
plication for  insurance  under  this  section  and  the  con- 
dition is  diagnosed  not  later  than  30  days  after  the 
date  of  the  child's  birth; 

(E)  such  insurance  must  include  as  covered  services  the 
purchase  and  repair  of  medically  necessary  durable  medical 
equipment;  and 

(F)  such  insurance  may  deny  coverage  for  some  or  all 
services  or  costs  directly  relating  to  abortion; 

(4)  charges  a  pool  premium  rate  expected  to  be  self-supporting 
based  upon  a  reasonable  actuarial  determination  of  anticipated 
experience  and  expected  expenses,  such  pool  premium  rate  in  no 
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event  to  exceed  150  percent  of  average  premium  rates  for  indi- 
vidual standard  risks  in  the  State  for  comparable  coverage;  and 
(5)  assesses  losses  of  the  pool  equitably  among  all  participat- 
ing members. 

Nothing  in  this  subsection  shall  be  construed  as  preventing  a  State 
or  other  entity  from  providing  for  payment  of  part  or  all  of  the  per- 
mium  of  an  enrollee  and  from  varying  the  amount  of  such  payment 
based  on  the  enrollee 's  income  or  other  basis. 

(d)  Other  Definitions. — 

(1)  Use  of  futa  definitions. — For  purposes  of  this  section, 
the  terms  "wages",  "employee",  and  "employer"  have  the  mean- 
ings given  such  terms  in  subsections  (a),  (c),  and  (d),  respectively, 
of  section  31^01. 

(2)  State. — The  term  "State"  includes  the  Disrict  of  Colum- 
bia and  the  Commonwealth  of  Puerto  Rico. 

(e)  Cross  References. — 

(1)  For  provisions  deny  deduction  for  tax  imposed  by  this  sec- 
tion, see  section  275(a)(6) 

(2)  For  provisions  making  deficiency  procedures  applicable  to 
tax  imposed  by  this  section,  see  section  621  et  seq. 

Subtitle  F. — Procedure  and  Administration 

******* 

CHAPTER  61— INFORMATION  AND  RETURNS 

******* 

Subchapter  B — Miscellaneous  Provisions 

******* 

SEC.  6104.  PUBLICITY  OF  INFORMATION  REQUIRED  FROM  CERTAIN  EX- 
EMPT ORGANIZATIONS  AND  CERTAIN  TRUSTS. 

(a)  *  *  * 

******* 

(c)  Publication  to  State  Officials. — 

(1)  General  rules. — In  the  case  of  any  organization  which  is 
described  in  section  501(c)(3)  and  exempt  from  taxation  under 
section  501(a),  or  has  applied  under  section  508(a)  for  recogni- 
tion as  an  organization  decribed  in  section  501(c)(3),  the  Secre- 
tary at  such  times  in  such  manner  as  he  may  by  regulations 
prescribe  shall — 

(A)  notify  the  appropriate  State  officer  of  a  refusal  to 
recognize  such  organization  as  an  organization  described 
in  section  501(c)(3),  or  of  the  operation  of  such  organization 
in  a  manner  which  does  not  meet,  or  no  longer  meets,  the 
requirements  of  its  exemption, 
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(B)  notify  the  appropriate  State  officer  of  the  mailing  of 
a  notice  of  deficiency  of  tax  imposed  under  section  507  [or 
chapter  41  or  42]  subchapter  A  of  chapter  41  or  chapter  42, 
and 

******* 


SECTION  9204  OF  THE  CONSOLIDATED  OMNTBUS  BUDGET  RECONCILIATION 

ACT  OF  1985 

SEC.  9204.  MORATORIUM  OF  LABORATORY  PAYMENT  DEMONSTRATION. 

(a)  Moratorium.  —Prior  to  January  1,  [1988]  1989,  the  Secre- 
tary of  Health  and  Human  Services  shall  not  conduct  any  demon- 
stration projects  relating  to  competitive  bidding  as  a  method  of 
purchasing  laboratory  services  under  title  XVIII  of  the  Social  Secu- 
rity Act.  The  Secretary  may  contract  for  the  design  of,  and  site  se- 
lection for,  such  demonstration  projects. 


Omnibus  Budget  Reconciliation  Act  of  1986 
******* 

Subtitle  D — Provisions  Relating  to  Medicare 

******* 

PART  1— PROVISIONS  RELATING  TO  MEDICARE 
PART  A  ONLY 

******* 

SEC.  9302.  APPLICABLE  PERCENTAGE  INCREASE  IN  PAYMENTS  FOR  INPA- 
TIENT HOSPITAL  SERVICES. 

(a)  Applicable  Precentage  Increase.— 

(1)  *  *  * 

(2)  Conforming  amendments. — (A)  Section  1886(d)(3)(A)  of 
such  Act  is  amended  by  striking  "and  1986"  and  inserting  ", 
1986,  1987,  and  1988". 

(B)  Section  1886(e)(4)  of  such  Act  is  amended  by  striking  "de- 
termine for  each  fiscal  year  (beginning  with  fiscal  year  1987)" 
and  inserting  "recommend  for  (fiscal  year  1988  an  appropriate 
change  factor  for  inpatient  hospital  services  for  dischages  in 
that  fiscal  year  and  shall  determine  for  each  subsequent  fiscal 
year". 

(C)  Section  [1866(e)(5)]  1886(e)(5)  of  such  Act  is  amended  by 
inserting  "recommendation  or"  before  "determination"  each 
place  it  appears. 

******* 


PART  2— PROVISIONS  RELATING  TO  PARTS  A 

AND  B 


1736 


SEC.  9313.  PROVISIONS  RELATING  TO  IMPROVEMENT  OF  QUALITY  OF 
CARE. 

(a)  *  *  * 

******* 

(d)  Study  To  Develop  a  Strategy  for  Quality  Review  and  As- 
surance.— 

(1)  *  *  * 

******* 

(3)  Report. — The  Secretary  shall  submit  to  Congress,  not 
later  than  [2  years  after  the  date  of  the  enactment  of  this 
Act]  January  1,  1990,  a  report  on  the  study.  Such  report  shall 
address  the  items  described  in  paragraph  (2)  and  shall  include 
recommendations  with  respect  to  strengthening  quality  assur- 
ance and  review  activities  for  services  furnished  under  the 
medicare  program. 

******* 

SEC.  9307.  TECHNICAL  AMENDMENTS  AND  MISCELLANEOUS  PROVISIONS 
RELATING  TO  PART  A. 

(a)  Temporary  Waiver  of  Inpatient  Limitations  for  the  Con- 
necticut Hospice,  Inc. — With  respect  to  the  Connecticut  Hospice, 
Inc.[,  for  hospice  care  provided  before  October  1,  1988],  the  refer- 
ence in  section  1861(dd)(2)(A)(iii)  of  the  Social  Security  Act  (42 
U.S.C.  1395x(dd)(2)(A)(iii)  to  "20  percent"  is  deemed  a  reference  to 
"50  percent". 

******* 

(c)  Part  A  COBRA  Technical  Corrections. — (1)  Effective  as  if 
included  in  the  enactment  of  the  Tax  Reform  Act  of  1986,  if  House 
Concurrent  Resolution  395  (99th  Congress,  2d  Session)  has  not  been 
adopted,  section  1895(b)  of  the  Tax  Reform  Act  of  1986  is  amend- 
ed— 

(A)  by  striking  paragraph  (1),  and 

[(B)  by  striking  subparagraphs  (A)  and  (B)  of  paragraph 
(2)1 

(B)  in  paragaph  (2) — 

(i)  by  striking  subparagraphs  (A)  and  (B), 

(ii)  in  subparagraph  (C),  by  striking  "such  subsection" 
and  inserting  "of  section  1885(d)  of  the  Social  Security  Act 
(42  U.S.C.  1395ww(d)"  and  by  redesignating  such  subpara- 
graph as  subparagraph  (A),  and  * 

(Hi)  by  amending  subparagraph  (D)  to  read  as  follows: 
"(B)  The  amendments  made  by  subparagraph  (A)  apply  to  dis- 
charges occurring  on  or  after  May  1,  1986.  " 

[(d)  Miscellaneous  Accounting  Provision. — Effective  on  the 
date  of  the  enactment  of  Public  Law  99-107,  in  applying  section 
5(a)  of  such  Act,  a  cost  reporting  period  beginning  on  September  28, 
29,  or  30  is  deemed  to  begin  on  October  1  and  any  reference  to  Sep- 
tember 30  is  deemed  also  to  be  a  reference  to  September  27.] 

(d)  Miscellaneous  Accounting  Provision. — Notwithstanding 
any  other  provision  of  law,  for  purposes  of  section  1886(d)(1)(A)  of 
the  Social  Security  Act,  in  the  case  of  a  hospital  that — 
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(1)  had  a  cost  reporting  period  beginning  on  September  28,  29, 
or  30  of  1985, 

(2)  is  located  in  a  State  in  which  inpatient  hospital  services 
were  paid  in  fiscal  year  1985  pursuant  to  a  Statewide  demon- 
stration project  under  section  402  of  the  Social  Security  Amend- 
ments of  1967  and  section  222  of  the  Social  Security  Amend- 
ments of  1972,  and 

(3)  elects,  by  notice  to  the  Secretary  of  Health  and  Human 
Services  by  not  later  than  January  1,  1988,  to  have  this  subsec- 
tion apply, 

during  the  first  7  months  of  such  cost  reporting  period  the  "target 
percentage"  shall  be  75  percent  and  the  "DRG  percentage"  shall  be 
25  percent,  and  during  the  remaining  5  months  of  such  period  the 
"target  percentage"  and  the  "DRG  percentage"  shall  each  be  50  per- 
cent. 

******* 

PART  2— PROVISIONS  RELATING  TO  PARTS  A 

AND  B 

******* 

SEC.  9320.  PAYMENT  FOR  SERVICES  OF  CERTIFIED  REGISTERED  NURSE 
ANESTHETISTS. 

(a)  *  *  * 

******* 

(h)  Other  Conforming  Amendments. — (1)  Section  1862(a)(14)  of 
such  Act  (42  U.S.C.  1395y(a)(14))  is  amended  by  inserting  before  the 
[period J;  the  following:  "or  are  services  of  a  certified  registered 
nurse  anesthetist". 

******* 

SEC.  9321.  TECHNICAL  AMENDMENT  AND  MISCELLANEOUS  PROVISIONS 
RELATING  TO  PARTS  A  AND  B. 

(a)  *  *  * 

******* 

(c)  Treatment  of  Capital-Related  Regulations. — 

*  *  * 

******* 

(3)  Exception. — Paragraph  (1)  shall  not  apply  to  any  regula- 
tion issued  for  the  sole  purpose  of  implementing  section 
1861(v)(l)(0)  and  1886(g)(2)  of  the  Social  Security  Act  and  sec- 
tion 1886(g)(3)  (A)  and  (B)  of  the  Social  Security  Act  (as  amend- 
ed by  section  9303(a)  of  this  Act). 

(4)  Capital-related  costs  defined. — In  this  subsection,  the 
term  "capital-related  costs"  means  those  capital-related  costs 
that  are  specifically  excluded,  under  the  [second  sentence  of 
"operating  costs J  second  sentence  of  section  1886(a)(4)  of  the 
Social  Security  Act,  from  the  term  "operating  costs  of  inpatient 


1738 


hospital  services' '  (as  defined  in  that  section)  for  cost  reporting 
periods  beginning  prior  to  October  1,  1987. 

******* 

PART  3— PROVISIONS  RELATING  TO  MEDICARE 

PART  B 

******* 

SEC.  9322.  INCENTIVES  FOR  PHYSICIAN  PARTICIPATION. 

(a)  Recruiting. — 

Q)  *     *  * 

******* 

(3)  Carrier  bonuses  for  good  performance. — Of  the 
amounts  appropriated  for  administrative  activities  to  carry  out 
part  B  of  title  XVIII  of  the  Social  Security  Act,  the  Secretary 
of  Health  and  Human  Services  shall  provide  payments,  total- 
ing 1  percent  of  the  total  payments  to  carriers  for  claims  proc- 
essing in  any  fiscal  year,  to  carriers  under  section  1842  of  such 
Act,  to  reward  such  carriers  for  their  success  in  increasing  the 
proportion  of  physicians  in  the  carrier's  service  area  who  are 
participating  physicians  or  in  increasing  the  proportion  of  total 
payments  for  physicians'  services  which  are  payments  for  such 
services  rendered  by  participating  physicians. 

******* 

SEC.  9334.  PAYMENT  FOR  CATARACT  SURGICAL  PROCEDURES. 

(a)  *  *  * 

(b)  Ratification  of  Regulations. — 

*  *  * 

(2)  Patient  protections. — In  the  case  of  any  reduction  in 
the  reasonable  charge  for  physicians'  services  effected  under 
the  regulation  described  in  paragraph  (1),  the  provision  of  sec- 
tion £l842(bX10)J  1842(j)(l)(D)  of  the  Social  Security  Act 
(added  by  the  amendment  made  by  subsection  (a)(3))  shall 
apply  in  the  same  manner  and  to  the  same  extent  as  they 
apply  to  a  reduction  in  the  reasonable  charge  for  a  physicians' 
service  effected  under  section  1842(b)(8)  of  such  Act. 
*  *  *  *  *  *  * 

SEC.  9335.  PAYMENT  RATES  FOR  RENTAL  SERVICES  AND  IMPROVEMENTS 
IN  ADMINISTRATION  OF  END  STAGE  RENAL  DISEASE  NET- 
WORKS AND  PROGRAM. 

(a)  *  *  * 

******* 

(d)  Reorganization  of  ESRD  Network  Areas  and  Organiza- 
tions.— 

*  *  * 

(2)  Deadline  for  establishing  new  areas. — The  Secretary 
of  Health  and  Human  Services  shall  [establish]  designate  end 
stage  renal  disease  network  areas,  pursuant  to  the  amendment 
made  by  paragraph  (1),  not  later  than  May  1,  1987.  The  Secre- 
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tary  shall  establish  network  administrative  organizations  for 
such  areas  by  not  later  than  July  1,  1987. 

(j)  Funding  of  ESRD  Network  Organizations. — 

Q)  *     *  * 

(2)  Effective  date. — The  amendment  made  by  paragraph  (1) 
shall  apply  to  treatment  furnished  on  or  after  January  1,  1987 
except  that,  until  network  administrative  organizations  are  es- 
tablished under  section  1881(c)(1)(A)  of  the  Social  Security  Act 
(as  amended  by  subsection  (d)(1)  of  this  section),  the  distribution 
of  payments  described  in  the  last  sentence  of  section  1881(b)(7) 
of  such  Act  shall  be  made  based  on  the  distribution  of  pay- 
ments under  section  1881  of  such  Act  to  network  administrative 
organizations  for  fiscal  year  1986. 


SEC.  9343.  PAYMENT  FOR  AMBULATORY  SURGERY. 

(a)  *  *  * 

(e)  Coinsurance  and  Deductible  To  Apply  Without  Regard  to 
Setting  of  Ambulatory  Surgery. — 

(1)  Clauses  (i)  and  (ii)  of  section  1832(a)(2)(F)  of  the  Social  Se- 
curity Act  (42  U.S.C.  1395k(a)(2)(F)  are  each  amended  by  insert- 
ing "standard  overhead"  before  "amount". 

[(2)(A)  Section  1833(b)  of  such  Act  (42  U.S.C.  13951(b))  is 
amended  by  striking  paragraph  (3)  and  redesignating  para- 
graphs (4)  and  (5)  as  paragraphs  (3)  and  (4).  J 

(2) (A)  Section  183S  (42  U.S.C.  13951)  is  amended— 

(i)  in  subsection  (a)(1)(F),  by  striking 
"(i)(3)"and  inserting  "(i)(4)">  and 

(ii)  in  subsection  (b)(3),  by  striking  "or  under  subsection 
0X2)  or  0X4)". 

(h)  Effective  Dates. — 

(1)  The  amendments  made  by  subsection  (a)(1)  shall  apply  to 
cost  reporting  periods  beginning  on  or  after  October  1,  1987 

(2)  The  amendments  made  by  subsections  (b)(1)  [and  (d)J, 
(c),  and  (e)  shall  apply  to  services  furnished  after  June  30,  1987. 

(3)  The  Secretary  of  Health  and  Human  Services  shall  first 
provide,  under  the  amendment  made  by  subsection  (b)(2),  for 
the  review  and  update  of  procedure  lists  within  6  months  after 
the  date  of  the  enactment  of  this  Act. 

(4)  The  amendments  made  by  subsection  [(c)]  (d)  shall 
apply  to  contracts  entered  into  or  renewed  after  January  1, 
1987. 


PART  4— IMPROVED  REVIEW  OF  QUALITY  BY 
PEER  REVIEW  ORGANIZATIONS 
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SEC.  9353.  PRO  REVIEW  OF  QUALITY  OF  CARE. 

(a)  Requiring  PRO  Review  of  Quality  of  Care. — 

Q)    *     *  * 

******* 

(6)  Effective  dates. — (A)(i)  Except  as  provided  in  clause  (ii), 
the  amendments  made  by  [paragraphs  (1)  and  (2)(D)  shall 
apply  to  contracts  as  of]  paragraph  (1)  shall  apply  to  contracts 
entered  into  or  renewed  on  or  after  January  1,  1987. 

(ii)  The  amendment  made  by  paragraph  (1)  shall  not  be  con- 
strued as  requiring,  before  January  1,  1989,  the  review  of  phy- 
sicians' services,  other  than  physicians'  services  furnished  in  a 
hospital,  other  inpatient  facility,  ambulatory  surgical  center, 
or  rural  health  clinic. 

(B)  The  [amendment  made  by  paragraph  (2)(B)]  amend- 
ments made  by  paragraphs  (2)(B)  and  (2)(D)  shall  apply  to  con- 
tracts as  of  April  1,  1987. 

******* 

(3)  Funding  of  Additional  PRO  Activities. — 

*  *  * 

******* 

(3)  Effective  date. — 

(A)  Hospitals,  skilled  nursing  facilities,  and  home 
health  agencies. — The  amendments  made  by  paragraph 
(1)  shall  apply  to  provider  agreements  as  of  October  1, 
1987. 

(B)  HMOs  and  cmps. — The  amendment  made  by  para- 
graph (2)  shall  apply  to  risk-sharing  contracts  with  eligible 
organizations,  under  section  1876  of  the  Social  Security 
Act,  as  of  April  1,  1987.  The  provisions  of  section  1876(i)(7) 
of  the  Social  Security  Act  (added  by  such  amendment)  shall 
apply  to  health  maintenance  organizations  with  contracts 
in  effect  under  section  1876  of  such  Act  (as  in  effect  before 
the  date  of  the  enactment  of  Public  Law  97-248)  in  the 
same  manner  as  it  applies  to  eligible  organizations  with 
risk-sharing  contracts  in  effect  under  section  1876  of  such 
Act  (as  in  effect  on  the  date  of  the  enactment  of  this  Act). 
******* 


SECTION  1895  OF  THE  TAX  REFORM  ACT  OF  1986 

******* 

Subtitle  C— Miscellaneous 

CHAPTER  1— AMENDMENTS  RELATED  TO  THE  CONSOLI- 
DATED OMNIBUS  BUDGET  RECONCILIATION  ACT  OF  1985 

SEC.  1895.  COBRA  TECHNICAL  CORRECTIONS  RELATING  TO  SOCIAL  SECU- 
RITY ACT  PROGRAMS. 

(a)  *  *  * 

******* 
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(d)  Amendments  Relating  to  Continuation  of  Employer-Based 

Health  Insurance  Coverage. — 

^•j^  *  *  * 

******* 

(6)  Notice  requirement. — 

(A)  *  *  * 


(C)  PHSA  amendment. — Paragraph  (3)  of  section  2206  of 
the  Public  Health  Service  Act  is  amended  by  inserting 
"within  60  days  after  the  date  of  the  qualifying  event" 
after  "section  [603]  2203" 


VIEWS  FROM  MEMBERS  OF  THE  COMMITTEE  ON  THE 

BUDGET 


MINORITY  VIEWS  OF  REPRESENTATIVES  LATTA,  GRADI- 
SON,  MACK,  GOODLING,  SMITH,  BOULTER,  EDWARDS, 
THOMAS,  ROGERS,  SUNDQUIST,  JOHNSON,  ARMEY, 
BUECHNER,  AND  HOUGHTON 

Earlier  this  year  House  Minority  Leader  Bob  Michel  noted  that, 
"in  politics,  the  approach  to  perfection  is  often  along  the  bumpy 
road  of  compromise."  In  our  opinion,  the  Fiscal  Year  1988  Reconcil- 
iation bill  is  far  from  perfection  and  greatly  in  need  of  compromise. 
We  hope  that  the  road  of  compromise  will  not  be  so  bumpy  that  we 
cannot  reach  our  destination  before  November  20,  the  sequestra- 
tion deadline. 

Last  month,  bipartisan  compromise  resulted  in  legislation,  signed 
by  the  President,  which  reinstated  the  Gramm-Rudman  provisions. 
Many  of  us  supported  that  compromise  because  it  guaranteed  at 
least  $23  billion  in  deficit  reduction  for  Fiscal  Year  1988.  But  it 
should  be  clearly  understood  that  Republican  support  for  reinstate- 
ment of  Gramm-Rudman  in  no  way  indicated  House  Republican 
approval  of  major  tax  increases  as  the  sole  or  the  primary  means  of 
deficit  reduction.  Our  position  has  been,  and  remains,  that  cutting 
back  on  the  size  of  federal  programs  must  be  a  major  component  of 
any  deficit  reduction  plan. 

This  Reconciliation  bill  rests  primarily  on  taxes.  Actual  cuts  in 
spending  are  greatly  exceeded  by  expansions  in  entitlements,  by 
shifts  in  spending  into  out  years  and  by  increases  in  fees  and  col- 
lections. House  Democrats  early  this  year  proposed  distributing 
deficit  reduction  50/50  between  taxes  and  spending  cuts.  The  distri- 
bution in  this  bill  is  closer  to  $13  billion  in  new  taxes  (including 
fees  and  collections)  to  only  $1  billion  in  true  spending  cuts. 

Looking  at  the  results  of  this  Reconciliation  bill  at  the  end  of 
three  years  shows  its  imbalances  even  more  dramatically.  Over 
three  years,  FY  1988-90,  the  revenue-increasing  provisions  will 
raise  taxes  by  over  $59  billion.  ($5.6  billion  in  tax  cuts  for  special 
interest  groups  brings  the  net  tax  increase  over  the  three  years 
down  to  $53.3  billion.)  Increased  fees  and  collections  reported  by 
various  committees  in  lieu  of  program  cuts  will  total  $2.6  billion. 
Entitlement  expansions,  including  welfare  medicare  and  federal 
pay  raises,  will  cost  taxpayers  $7.2  billion.  True  spending  cuts  over 
the  three  years  come  to  only  $9  billion.  This  is  not  our  idea  of  what 
a  deficit  reduction  plan  should  look  like. 

However,  our  opposition  to  the  specific  outlines  of  this  Reconcila- 
tion  bill  does  not  mean  that  we  are  unwilling  to  participate  in  the 
development  of  fiscal  policy.  Earlier  this  year,  we  indicated  an  in- 
terest in  sitting  down  with  the  Majority  to  try  to  work  out  a  bal- 
anced package,  and  we  repeat  that  willingness  today.  But  the  proc- 
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ess  of  compromise  cannot  begin  unless  the  Majority  comes  pre- 
pared to  accept  spending  cuts  as  part  of  the  resulting  product  of 
negotiations. 

Spending  cuts  can  be  found  in  both  the  entitlement  and  the  dis- 
cretionary parts  of  the  budget.  Obviously  more  can  be  done  to  trim 
entitlements  sensibly  than  has  been  accomplished  in  the  Reconcili- 
ation bill.  A  good  start  would  be  simply  to  give  up  the  program  ex- 
pansions that  have  been  woven  into  the  bill  and  to  confess  that 
shifting  expenditures  forward  by  a  year  does  not  constitute  real 
savings  no  matter  how  carefully  such  shifts  are  disguised  as 
"policy." 

Another  attractive  option  would  be  to  freeze  discretionary  appro- 
priations where  they  stand  today.  If  appropriations  for  the  rest  of 
the  fiscal  year  were  held  to  the  current  Continuing  Resolution 
level,  outlays  would  be  about  $12  billion  lower  than  the  inflated 
Gramm-Rudman  baseline. 

We  recognize  that  large  federal  deficits  today  can  adversely 
affect  our  standard  of  living  tomorrow.  The  unprecedented  stock 
market  turmoil  in  the  last  two  weeks  stands  as  fair  warning  that 
both  Republicans  and  Democrats,  both  Legislative  and  Executive 
Branches,  must  put  an  effort  to  reduce  the  deficit  ahead  of  partisan 
political  advantage. 

But  recent  events  in  the  stock  market  should  not  be  permitted  to 
obscure  a  basic  point:  the  underlying  economy  remains  fundamen- 
tally steady  and  strong.  Unemployment,  at  5.9  percent,  stands  at 
the  lowest  level  since  November,  1979.  Inflation,  while  higher  than 
during  the  recent  period  of  declining  oil  prices,  is  still  expected  to 
remain  in  the  4.5  to  5.0  percent  range,  well  below  previous  double- 
digit  levels.  Real  disposable  incomes  have  been  growing.  Indicators 
point  to  continued  steady  expansion  of  real  GNP  at  an  annual  rate 
approaching  three  percent.  The  current  monetary  policy  is  consist- 
ent by  any  measure  with  the  maintenance  of  stable,  moderate 
growth.  The  only  thing  that  we  in  Congress  can  responsibly  do  to 
maintain  this  economic  course  is  to  put  the  Federal  budget  on  a 
strongly  downward  path  in  a  manner  that  is  both  believeable  and 
economically  sound. 

A  genuine  bi-partisan  agreement  to  legislate  balanced,  perma- 
nent reductions  in  the  deficit  would  constitute  an  important  posi- 
tive signal  to  financial  markets  and  to  the  international  communi- 
ty that,  at  last,  the  will  has  been  found  to  rein  in  the  record  defi- 
cits that  thereaten  to  undo  the  last  five  years'  economic  progress. 
Conversely,  if  the  House  Majority  Leadership  insists  on  ramming 
through  this  flawed,  tax-heavy  and  vote-prone  Reconciliation  bill, 
the  markets  will  know  that  once  again  political  impasse  has  won 
out  over  progress  on  the  deficit.  Ironically,  that  result  will  not 
serve  the  best  interests  of  either  Republicans  or  Democrats.  Try 
though  we  will  to  pin  the  fault  on  each  other,  the  constituents  we 
serve  will  hold  us  all  to  blame. 

Under  the  revised  Gramm-Rudman  provisions,  we  must  reduce 
the  deficit  $24.8  billion  from  today's  level  or  else  suffer  an  auto- 
matic $23  billion  sequestration.  A  sequester  is  a  poor  way  to  go 
about  deficit  reduction,  and  it  is  certainly  not  very  high  on  our  list 
of  options  or  on  the  President's.  This  Reconciliation  bill  is  even 
worse. 


1744 

Surely  Congress  and  the  President  together  can  agree  upon  a 
plan  with  deficit  reductions  this  year  which  will  translate  into  a 
downward  path  toward  a  balanced  budget.  We  look  forward  to  join- 
ing in  developing  a  deficit  reduction  policy  that  is  better  than 
either  this  Reconciliation  bill  or  sequestration. 

Delbert  L.  Latta. 

Willis  D.  Gradison. 

Connie  Mack. 

William  F.  Goodling. 

Denny  Smith. 

Beau  Boulter. 

Mickey  Edwards. 

William  M.  Thomas. 

Harold  Rogers. 

Don  Sundquist. 

Nancy  L.  Johnson. 

Richard  K.  Armey. 

Jack  Buechner. 

Amo  Houghton. 


SUPPLEMENTAL  DISSENTING  VIEWS  OF  HON.  BILL 
GRADISON  OF  OHIO 

I  recognize  the  Founding  Fathers  deliverately  sought  to  make  it 
difficult  to  pass  legislation,  but  did  they  intend  to  provide  this 
degree  of  frivolity? 

I  never  cease  to  marvel  at  the  political  cover  afforded  its  mem- 
bers by  the  House  through  its  convoluted  procedures.  No  one 
should  ever  emerge  from  this  august  body  scarred  by  the  tag  of 
being  on  the  wrong  side  of  budget  wars.  Perhaps  that  is  why  it's  so 
difficult  to  identify  a  single  race  for  a  seat  in  the  House  in  which 
an  incumbent  lost  because  of  the  deficit. 

One  can  hardly  blame  the  public.  It  would  take  the  patience  of  a 
Talmudic  scholar  to  cut  through  the  parliamentary  screens  and 
expose  the  political  cover  they  provide. 

The  current  reconciliation  bill  is  a  case  in  point.  While  I  am  dis- 
turbed by  the  histrionics,  I  suppose  it  goes  with  the  territory.  But 
those  of  us  who  so  strongly  oppose  the  bill  have  a  case  to  make. 

Very  simply,  I  see  two  points  to  our  case. 

The  first  is  that  the  majority  has  run  roughshod  over  the  minori- 
ty by  arbitrarily  dividing  the  hard-won  compromise  of  $23  billion 
in  deficit  reduction  for  fiscal  year  1988.  The  Gramm-Rudman  "fix" 
was  a  true  bipartisan  compromise;  in  fact,  in  the  House,  a  slightly 
larger  percentage  of  Republicans  voted  for  it  than  did  Democrats. 
It  was  the  majority  leadership,  and  only  the  majority  leadership, 
that  dictated  how  that  $23  billion  was  to  be  divided  between  reve- 
nue increases  and  spending  reductions.  This  unilateral  decision 
soured  the  milk  of  compromise. 

Republicans  have  favored  a  split  and  puts  more  weight  on  spend- 
ing cuts  and  less  on  tax  increases.  It  is  wrong  to  say  the  Republi- 
cans' positions  is  no  new  taxes.  That  may  be  the  position  of  some 
Republicans,  just  as  some  Democrats  might  insist  that  all  of  the 
deficit  reduction  come  from  taxes,  but  this  has  not  been  the  posi- 
tion of  the  House  Republicans.  In  fact,  our  leader,  Bob  Michel,  pro- 
posed to  the  Speaker  that  $8  billion  come  from  revenues  with  the 
full  House  deciding  on  the  make  up  of  the  remainder  of  the  deficit- 
reduction  package.  It  is  a  fact  that  the  proposal  was  summarily  re- 
jected. 

The  second  point  is  that  the  spending  side  of  the  reconciliation 
bill  is  much  less  than  meets  the  eye.  Despite  considerable  efforts  in 
the  Gramm-Rudman  conference  to  tighten  up  on  gimmicks,  this 
bill  is  a  monument  to  creative  accounting.  Quite  clearly,  all  of  our 
efforts  to  restrict  budgetary  legerdemain  were  directed  at  the 
Office  of  Management  and  Budget  rather  than  the  Congress  of  the 
United  States. 

For  example,  not  much  less  than  $2  billion  is  "saved"  by  shifting 
outlays  into  the  next  fiscal  year.  And  the  Interior  Committee  met 
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its  responsibility  for  spending  reductions  by  imposing  an  import  tax 
on  imported  coal. 

But  my  favorite  '  'spending' '  cuts  come  from  the  agriculture  Com- 
mittee. By  mandating  that  gasoline  contains  five  percent  ethanol, 
referred  to  as  "non-traditional  use"  of  corn,  the  committee  claims  a 
deficit  saving  owing  to  the  expected  reduced  outlays  for  corn  subsi- 
dies. Members  might  want  to  seek  out  the  views  of  their  consumer 
constituents  on  this  and  the  Interior  Committee's  coal  tax  before 
they  vote. 

Not  to  be  outdone  by  its  own  cleverness,  the  Agriculture  Commit- 
tee would  also  raise  the  deficit  by  lowering  rates  on  Rural  Tele- 
phone Bank  (RTB)  loans,  while  at  the  same  time,  and  perhaps  in 
an  attempt  to  offset  this,  provide  for  the  prepayment  of  the  very 
same  loans,  ontwithstanding  the  prohibition  in  Gramm-Rudman 
for  counting  asset  sales  as  deficit  reduction. 

Most  of  the  advertised  deficit  reduction  on  the  spending  side 
really  comes  from  baseline  games.  Admittedly,  I  have  a  special  in- 
terest in  this  particular  gimmick  because  of  the  name  commonly 
associated  with  the  original  and  new  Gramm-Rudman  baselines.  If 
we  had  stuck  with  the  original  "Gradison"  baseline,  $8  billion  of 
assumed  spending  savings  in  this  bill  would  evaporate.  Only  by 
using  the  so-called  " inflated  Gradison"  baseline  is  the  $23  billion 
target  reached. 

Only  in  Congress  can  we  spend  more  to  save  more — sort  of  a 
spending-side  Laffer  effect!  When  it  comes  to  deficit  reduction  no 
one  can  accuse  us  of  heavy  lifting. 

This  bill  falls  short  of  $23  billion  in  deficit  reduction,  and  in 
doing  so,  it  relies  disproprotionately  on  tax  increases  over  spending 
reductions. 

The  federal  budget  deficit  is  the  most  significant  problem  that 
our  country  faces.  One  way  or  another  the  Congress  must  bring  the 
deficit  down.  This  bill  is  not  the  way. 

Finally,  as  a  Republican  representative  of  the  Ways  and  Means 
Committee  to  the  Budget  Committee,  I  feel  an  obligation  to  address 
an  error  that  has  run  rampant  through  the  media.  Much  has  been 
made  about  Ways  and  Means  Republicans  1  'boycotting"  the  recon- 
ciliation process.  That  is  simply  untrue;  we  did  not.  We  attended 
every  meeting  of  the  Ways  and  Means  Committee. 

Naturally,  we  did  not  attend  the  Democrats'  caucuses,  during 
which  the  Ways  and  Means  tax  bill  was  written.  Moreover,  while 
the  Democrats  may  have  found  it  necessary  to  write  this  bill  in 
closed  caucus,  in  my  opinion  they  owed  to  their  Republican  col- 
leagues on  the  committee  the  courtesy  of  sharing  the  entire  con- 
tents of  any  bill  on  which  we  Republicans  were  expected  to  vote. 
The  fact  is  they  refused  to  do  so. 

I  state  these  views  not  to  undermine  progress  on  deficit  reduc- 
tion. I  remain  hopeful  that  a  responsible  bill  can  be  constructed 
and  that  sequestration  can  be  avoided.  I  do,  however,  hope  that  the 
future  will  also  bring  a  bipartisan  approach  to  this  most  important 
task.  The  American  people  deserve  nothing  less. 

Bill  Gradison. 
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ADDITIONAL  DISSENTING  VIEWS  ON  BUDGET 
RECONCILIATION  LEGISLATION 

This  tax-laden  Reconciliation  bill  is  but  another  example  of  a 
simple  and  sad  fact:  Democrats  do  not  want  to  cut  spending. 

Strip  away  the  rhetoric,  the  phony  savings,  and  the  program  "re- 
forms' '  and  the  Democratic  definition  of  reconciliation  comes 
through  loud  and  clear:  another  legislative  opportunity  to  tax  and 
spend. 

Every  year,  the  majority  renews  its  commitment  to  deficit  reduc- 
tion and  then  shows  the  only  means  acceptable  to  them  is  tax  in- 
creases. Promising  spending  reductions,  they  ask  for  compromise. 
Republicans  are  labelled  obstructionists  or  non-participants  when 
we're  reticent  to  concede  to  increased  taxes,  especially  when  we're 
skeptical  that  the  spending  cuts  will  ever  materialize. 

Do  Republicans  have  reasons  to  be  skeptical  of  budget  summits 
and  deficit  accords?  A  brief  look  back  justifies  that  skepticism. 

Year  after  year,  the  President  has  proposed  scores  of  cuts  and 
program  eliminations  and  every  year  Democrats  reject  them.  With 
TEFRA,  the  President  was  promised  domestic  spending  reductions 
of  $3  for  every  $1  in  increased  revenues.  Did  he  get  the  promised 
cuts?  No,  instead  we  got  $1.14  in  spending  increases  for  every  $1  in 
additional  taxes. 

In  1984,  the  President  offered  a  3-year  $100  billion  deficit  reduc- 
tion package  made  up  of  a  50/50  split  between  new  taxes  and  do- 
mestic spending  cuts.  We  got  the  $50  billion  tax  increase,  did  we 
get  the  matched  domestic  spending  reductions?  No,  by  the  time  we 
got  to  reconciliation  the  3  year  domestic  savings  amounted  to  about 
$10  billion. 

In  1986,  the  President  proposed  forty-four  program  terminations. 
Did  Congress  give  him  these  cuts  or  pass  their  own?  Again  no,  only 
General  Revenue  Sharing  and  Conrail  were  eliminated,  the  latter 
only  because  the  profits  from  selling  off  Conrail  substituted  for 
needed  spending  cuts. 

This  legislation  continues  the  irresponsible  precedents  of  earlier 
years.  The  Democrats  began  their  reconciliation  effort  promising  a 
50/50  taxes /spending  cuts  deficit  reduction  package.  Well,  again, 
they  missed  their  goal.  They've  got  the  $13  billion  in  taxes,  but 
they've  totally  missed  in  the  spending  reduction  category.  Instead 
of  program  cuts  we  get  policy  reforms  which  will  cost  American 
taxpayers  billions. 

Republicans  are  more  than  willing  to  participate  in  any  process 
leading  to  meaningful  deficit  reduction  efforts.  If  the  majority  is  as 
interested  in  avoiding  the  sequestration  meat-ax  as  they  say  the 
are,  they  would  be  better  served  to  go  back  to  the  drawing  board 
than  in  forcing  this  totally  unacceptable  bill  through  the  House. 

Dick  Armey. 

Connie  Mack. 

Beau  Boulter. 

Don  Sundquist. 
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